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The turn of events in the last few months has demonstrated that with every 
setback, there comes an opportunity. Despite a dip in issuances and a relatively 
shaky capital market in the earlier part of the year following uncertainty in the 
US financial market and concerns over monetary easing, things seem to be 
picking up as the year draws to a close. The markets are rife with activity as 
issuers return to the market and this is expected to continue into 2014, with some 
tempting big ticket items on the menu.

The most prominent activity in the Islamic capital markets space recently was of 
course the UK’s landmark commitment to a GBP200 million (US$320.31 million) 
sovereign Sukuk issuance in 2014. The announcement is expected to create 
a new dynamic in the Islamic finance industry as it continues to move towards 
the mainstream: elevating the status of the industry through the endorsement 
from one of the world’s most prominent financial centers and at the same time 
creating a whole new suite of opportunities for investors looking to tap the UK 
market. 

We can also hope that the UK Sukuk may kickstart interest in the Islamic capital 
markets from other issuers, especially those in non-Muslim markets such as 
France, Luxembourg or Ireland who have already expressed interest in issuance 
but have not yet managed to take the plunge. However, no matter what new 
developments may be on the horizon, 2014 already looks set to be a bumper year 
for new markets – with key players including Turkey, which is already planning 
more corporate Sukuk from lenders such as Turkiye Finans; while Africa is also 
picking up the pace with sovereign issuances expected from Egypt and Senegal 
on the back of the recent debut Sukuk from Nigeria. 

The Islamic capital markets are one of the cornerstones of our industry, and 
the foundation on which much innovation in the market is built. In this Capital 
Markets issue of Islamic Finance news Supplements we bring you in-depth 
analysis from around the world to provide a comprehensive round-up of the latest 
developments. As always, we wish you an entertaining and educational read. www.IslamicFinanceConsulting.com
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The ever-evolving Islamic capital 
markets

Advancements in regulations around the world to enable the issuance 
of sovereign and domestic Sukuk issuances and a call for more equity-
based products are becoming more prevalent, as we tracks the 
evolution of the Islamic capital markets so far. 

From Africa to Europe, governments are becoming more aware 
of the importance of political will in enabling the creation of a 
domestic Islamic capital market and mobilization of Shariah-
based products. The desire for sub-Saharan countries to come 
to market with a sovereign Sukuk issuance was realized when 
Nigeria issued a small, but significant amount under the State 
of Osun; a predominantly agricultural state. Other jurisdictions 
such as Senegal are also making headway in terms of allowing 
for the issuance of state-supported Sukuk which is anticipated 
to occur sometime next year with the help of the Islamic 
Corporation for the Development of the Private Sector (ICD), 
an entity of the IDB group. 

In October this year, the government of Senegal signed a Sukuk 
agreement with the multilateral corporation and became the 
first country in the West African Economic and Monetary Union 
to do so. Commenting on the US$200 million deal, Khalid Al 
Aboodi, CEO of the ICD, said: “We hope this Sukuk will serve the 
purpose of the government and the people of Senegal. We are 
grateful for the trust bestowed by the government of Senegal on 

ICD. We hope this will open the door for other African countries 
to sign more Sukuk agreements.” The Senegalese delegation 
which was represented by its finance minister, Amadou Ba, 
affirmed the nation’s commitment towards creating a suitable 
legislative environment to accommodate Shariah compliant 
products, at the same time reiterating its government’s interest 
in building ties with the Islamic world.

Although Islamic finance is still very much in its nascent stages 
in the African continent, compared to other countries within 
Asia and the Middle East, countries such as Morocco, Tunisia, 
South Africa and Kenya are slowly gaining traction and making 
positive steps towards creating suitable legislation to allow 
for the introduction of Islamic products outside of just Sukuk; 
such as trade finance-linked products, project finance and 
infrastructure as well as for food security. The central banks of 
Nigeria and Mauritius are also shareholders in the International 
Islamic Liquidity Management Corporation (IILM), whose main 
role is to mobilize the issuance of high quality short-term Sukuk 
to create movement in the Islamic inter-bank money market. 

cover story
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The US$100 billion mark

2013 is expected to see a nail-biting finish to the end as the 
Sukuk market faces the possibility of not quite making the 
US$100 billion mark; which is still around US$60 billion less 
than 2012 levels. According to the Malaysia International 
Islamic Financial Center (MIFC), Sukuk issuances totalled 
US$61.2 billion globally for the first half of 2013, with corporate 
Sukuk issuances down by 53.5% compared to the previous 
year. In the second quarter of 2013, the Malaysian market 
saw US$18.4 billion-worth of Sukuk issued, followed by Saudi 
Arabia with US$4.5 billion and the UAE at US$1.4 billion, 
making up 91% of the primary issuance market. 

Outside of the UAE, US dollar-denominated paper saw a 
slump compared to the first half of 2013 due to a slowdown 
in sovereign issuances. Based on the most recent data from 
Dealogic however, US dollar deals still dominate the primary 
issuance market, amounting to US$15.2 billion as at the end 
of October 2013. This is followed closely by Malaysian ringgit-
denominated deals at US$13.6 billion, Saudi riyal-denominated 
deals at US$3.9 billion and Singapore dollar at US$200 million. 
The MIFC added: “Aside from government-issued Sukuk, the 
primary Sukuk market witnessed a number of issuances in 
the power and utilities, industrial manufacturing and financial 
services sectors in the second quarter of 2013, totalling to 
US$2.1 billion, US$2 billion and US$1.8 billion respectively. 
Government issuances, which made up 65.6% of the market in 
the first half of 2013, were up 10.8% year-on-year, while power 
and utilities Sukuk, accounting for 13.6% of the market, were 
up 90.5% during the period.” 

However, ratings agency S&P remains optimistic on the outlook 
for the global Islamic finance industry, and believes that the 
Sukuk market is on course to cross the US$100 billion mark. 
Stuart Anderson (caricature below), the managing director and 
regional head for the Middle East at S&P, said: “We remain 
upbeat on the outlook for the global Islamic finance industry, 
but are increasingly conscious that as it achieves critical mass, 

the industry will be exposed, more than ever, to the 
volatility of international markets. While growth 

has continued, we have seen mixed fortunes 
across sectors and a broad spectrum of 
structural problems continue to pose 
challenges.”

He added that despite registering healthy 
volumes in 2013, the Sukuk sector seems 
to be struggling to match last year’s 
growth due to tougher market conditions. 

“Worldwide year-to-date issuance 
dipped 25% from last year to US$77.4 
billion, as of the 22nd September 2013. 
Nevertheless, 2013 issuance to date is 
already approaching total annual volumes 
achieved in 2011,” he added.  

Despite these challenges, many believe 
that a handful of major issuances such 

as that by the General Authority for Civil 
Aviation amounting to SAR15 billion (US$4.05 

billion) could still turn things around and 
significantly accelerate growth in the 
primary market, while good economic 
growth and faster recovery in the GCC and 
Asia — the main generators of the Sukuk 
market — are expected to continue driving 
rapid growth in the sector.

Based on data by the HSBC/NASDAQ SKBI 
Yield Index, Sukuk yields hit a 25-month high 
in the second quarter of this year, increasing 
by 43%. The staggering rise in Sukuk yields 
compared to US Treasury benchmarks matched 
that of the overall emerging market debt, with 
yields for borrowers in developing countries 
climbing to 5.02%. 

Liquidity management

Jaseem Ahmed (caricature right), the secretary-
general of the IFSB, recently stressed the importance of banks 
being well-capitalized in order to absorb shocks resulting from 
the global crisis in order to not compromise on their position 
to provide credit. Recent research by the IMF further supports 
the view that bank equity acts more effectively as a buffer 
when capitalization is measured as tangible common equity 
– a measure of capital that comes closer both to the actual 
composition of Islamic banks’ capital, and the requirements 
of Basel III. He said: “While Islamic banks tend to be well-
capitalized, and have demonstrated, on the whole, a standard 
of conduct that has reduced their exposure to toxic assets, 
there remain serious concerns regarding liquidity.”

He further added: “A critical issue in the context of the Basel III 
Liquidity Framework is the absence of sufficient quantities of 
high quality liquid assets in a number of jurisdictions, including 
Islamic finance jurisdictions. The IFSB is presently conducting 
a Quantitative Impact Study on the likely impact of both the 
Liquidity Coverage Ratio under Basel III, and the Net Stable 
Funding Ratio.” The study will then feed into a guidance note 
on quantitative measures for liquidity management that is being 
prepared by the IFSB. 

“The key challenges for Islamic finance in this respect are 
finding high quality liquid assets as well as demonstrating a 
track record of these assets having been traded in deep active 
markets under stress conditions,” he said. In this respect, the 
ideal instrument to manage the liquidity would be high quality 
short to medium-term Sukuk. But in the absence of this, 
sufficient quantities of tradable Sukuk of appropriate tenor and 
risk weight, and in the absence of the deep capital markets 
that are key requirements for the liquidity coverage ratio with 
the focus being shifted to alternative liquidity arrangements for 
liquidity constrained jurisdictions.

There is an obvious need to plug this gap with regards to liquidity 
management over the short to medium-term, while many 
jurisdictions are still taking longer-term measures to develop 
their Islamic capital markets and liquidity infrastructure. This, 
coupled with high quality liquid assets could potentially be the 
answer to a working and sustainable Islamic capital market. www.IslamicFinanceConsulting.com
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Islamic securitization: An overview
Islamic securitization can be a confusing subject, with the technical 
aspects underpinning the structures often lost among the wider 
issues of Shariah compliance and the media attention on the Islamic 
nature of the instruments. In addition some instruments, including 
some Sukuk issuances, are mis-categorized as securitizations due to 
a lack of understanding of the process behind the structuring. Yet as 
an asset class, it offers some of the most promising opportinuties for 
Islamic finance. LAUREN MCAUGHTRY guides us through an overview 
of Islamic securitization. 

Securitization is essentially the process of pooling assets, 
packaging them into securities, and distributing them to 
investors.  In more detail, it entails the process of making an 
asset, investment pool or business enterprise into a tradable 
security by issuing certificates of ownership representing the 
financing, which subsequently generates cash flow for the 
owners . An asset-backed securitzation transfers the rights 
over the receivables from the owner/originator to a special 
purpose vehicle (SPV) which then issues notes which are in 
turn sold to investors. 

Benefits of securitization

Securitization has long been recognized as a tool which can 
provide valuable benefits to a financial institution. Although the 
term is frequently tossed around without much understanding 
of its meaning, the specific benefits it incurs are valuable 
when recognized and leveraged – such as greater control 
over assets status, active management of an asset portfolio, 
enhanced asset-liability management and the self-financing of 
certain assets. 

Some key benefits include:
• Reducing costs: Segregating the securitized assets from 

the risk of the originator by ring-fencing them in an SPV 
means that funds can potentially be raised at a lower 
cost; as a different rating can be applied. For example, a 
firm rated ‘BBB’ but with a strong cash flow and secure 
underlying assets could potentially borrow at ‘AA’ rates if 
the funds are segregated. 

• Managing corporate risk: The credit and interest rate risk 
of securitzed assets no longer belong to the originator, 
therefore securitization can be used as an effective risk 
management tool. 

• Capital adequacy requirements: Securitization allows a 
firm to sell assets from its balance sheet, thus reducing 
the value and subsequently reducing the amount of capi-
tal it is required to keep. 

• Off-balance sheet financing: By transferring assets and 

liabilities off-balance sheet, securitization can help to re-
duce on-balance sheet leverage and thus improve return 
on equity and other financial ratios. It can also assist in 
eliminating maturity mismatching between assets and 
liabilities. 

Islamic securitization

In principle, because most Islamic financial products are 
based on an asset-backed concept, securitization is a perfect 
match with Shariah principles and there is little impediment to 
successful Islamic securitization. 

However, the underlying asset pool or portfolio of receivables in 
a securitization must nevertheless match Shariah compliance 
standards: for example, interest-bearing financing such as 
mortgages and credit cards should theoretically not be eligible 
for an Islamic securitization. 

In addition there are a number of elements that the structure 
must comply with in order to be considered compliant. For 
example, a degree of ownership is necessary and must be 
physically transferred to the investor; while investors must also 
participate in the profit and losses generated by the underlying 
assets. Securities representing a loan or debt also cannot 
theoretically be used because they cannot be sold or purchased 
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in the secondary market. This is because if they are sold at a 
price higher or lower than their face value this represents Riba 
for one party or the other, while if they are purchased at their 
face value it can represent Gharar, or speculation. 

The implementation of a Shariah compliant securtization 
requires a two-stage verification process which assesses its 
Shariah compliance (i.e. the type of underlying assets and 
the generation of returns) and the transaction structure and 
ownership conveyance (the physical transfer of ownership 
rights). Shariah law also requires that all documents are 
conveyed together, and any assignment of any document, 
contract, note or instrument must be accompanied by all the 
documents. 

Some elements of conventional securitization are also grey 
areas when it comes to Shariah compliance. For example, 
credit enhancement mechanisms to improve the credit profile 
of the structure are not necessarily impermissible (for example, 
senior and subordinated tranches are an established trend in 
Islamic issuance) but some methods (such as excess spread 
or over-collateralization) can change the character of the 
transaction and should be avoided or treated with care. 

Therefore for an Islamic securitization, the key requirement 
is ownership of a pool of assets that are convertible to cash 
within a prescribed time period, with the cash flow proceeds 
within this period distributed to the holders of the security. In all 
other respects, an Islamic securitization is almost identical to a 
conventional one. 

Types of Islamic structures

A conventional securitization is usually based on one of three 
structures: a pass-through (representing direct ownership in 
a portfolio of assets), an asset-backed bond (collateralized 
by a portfolio of assets or pass-throughs and acting as a debt 
obligation of the issuer, thus remaining on-balance sheet and 
with cash flows not dedicated to the investors) and a pay-
through (which combines features of both with cash flows 
dedicated to servicing the bond). Of these only the pay-through 
structure is purely Islamic and this is the most frequently used 
structure, as the latter two make explicit use of interest.  Only 
a pass-through structure with an underlying pool of assets can 
be used to assist Islamic institutions.

However a wide variety of structures can be used to formulate 
an Islamic pass-through securitization: including Musharakah, 
diminishing Musharakah, Murabahah, Mudarabah, Istisnah, 
Ijarah, Salam, Istisnah or a hybrid of multiple contract structures. 
The most common and simple structures are Musharakah and 
Ijarah. 

Musharakah 

For large projects such as development or infrastructure 
financings, a Musharakah structure is often the most 
convenient. A Musharakah certificate is given to every 
purchaser representing proportionate ownership in the assets 
of the Musharakah. When the project is based on liquid assets 
or cash these certificates cannot be traded, but once the 
project begins purchasing tangible or non-liquid assets these 
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can then be traded in the secondary market, with the profit 
earned by the Musharakah distributed on a pre-agreed pro 
rata basis. This is due to rules on currency exchange, which 
require that when money is exchanged for money it must be at 
spot. The key difference between a conventional securitization 
and a Musharakah structure is that the Musharakah 
certificates represent direct ownership of the assets, while 
in a conventionally structured bond the certificates usually 
represent the loan itself rather than the underlying assets. 

Ijarah

Ijarah is one of the most popular methods of structuring a 
simple Sukuk, and is the leading form of Islamic securitization.  
The owner/lessor purchases a proportion of the leased asset 
and receives an Ijarah certificate in return representing its 
proportionate ownership in the leased asset which confers 
upon the holder the right to receive the equivalent proportion 
of rental income. These certificates can be freely traded in the 
secondary market, and are both liquid and easily convertible, 
thus are valuable in terms of liquidity management for Islamic 
institutions. However it must be noted that to be Shariah 
compliant the certificates must represent ownership of the 
leased assets and not just a right to receive rent, which is 
considered a debt payable and is not permitted. 

A growing market

From small beginnings, Islamic financial institutions have 
increasingly participated in the global securitization market as 
their tools grow more sophisticated and their investors grow 
more adventurous. Growth has also been driven by a number 
of factors incuding:

• The imposition of capital adequacy ratios such as Basel 
III which have increased the cost of holding capital and in-
creasing business volume. Securitization offers a means 
of removing assets from the balance sheet, monetize pre-
viously illiquid assets, recycle cash and expand business 
without increasing equity capital. 

• The convergance of global capital markets and the 
gradual reduction in cross-border transaction barriers.

However barriers also remain to Islamic securitzation, including 
regulatory impediments in parts of the Muslim world which do 
not yet have a well-established capital market and may not have 
the correct legal, accounting, or ratings framework in place to 
allow these transactions to occur without significant cost. 

A significant opportunity

Nevertheless, given that the majority of conventional 
securitizations are based on interest-bearing debt instruments, 
there exists a vast pool of opportunity for Islamic institutions 
to orginate their own Islamic assets rather than buy them in 
the secondary market. This is evidenced by the boom in Sukuk 
in recent years, which demonstrates the strong demand for 
Islamic instruments that are securitized in accordance with the 
Shariah. 

Institutions can also use securitization as a tool to provide 
efficiencies to their own operations,  through the securitization 

of leasing assets, equities and Murabahah contracts in order 
to establish a comprehensive liquidity management program. 

New frontiers

Although the bulk of Islamic securitization up until now has been 
centered around basic Sukuk transactions, the market is gradually 
growing more adventurous and in recent years a number of 
innovative new methods have emerged – predominantly focused 
on new means of securitizing different asset pools.

In 2007 UAE firm Tamweel completed the first Shariah 
compliant home finance securitization through specialist 
structuring boutique firm ENSEC, which involved the first 
ever issuance of multiple tranches of notes and the first sales 
structure in a securitization transaction in the UAE. Tamweel 
securitized a book of US$210 million-worth of Ijarah contracts 
into four tranches of 30-year tenors, which received high ratings 
of ‘AA’ from Fitch and ‘Aa2’ from Moody’s and was one of the 
first examples of Shariah compliant access to the international 
securitization market. 

Commenting on the transaction Sandeep Chaudhry, CEO of 
ENSEC, said: “With ever-increasing financing needs in the 
Middle East, and the pursuant expansion plans of UAE based 
companies, securitization provides a sophisticated, attractive 
and diversified funding source that can be utilized to finance 
expansion across global business franchises.” The key 
challenge in the deal was to match the maturity profiles of the 
assets, which required the creation of a special non-interest-
based Shariah compliant liquidity facility. 

Although the global financial crisis impeded the progress of 
the market, over the last few years the sector has once again 
taken off, with institutions accessing the international markets 
through a multitude of innovative new securitization structures. 
The most recent example comes with the October issuance 
of the unique Salam III US$100 million Sukuk Wakalah from 
FWU Group subsidiary Antlanticlux, which made waves by 
securitizing life insurance policies in the first reported Islamic 
structure utilizing insurance policies as its underlying assets. 
Sponsored by FWU Group and achieving an investment grade 
credit rating, the asset-backed Sukuk is funded through the 
sale of certificates in a pool of re-Takaful transactions.  

And an increasingly wide variety of issuers are coming to 
market, recognizing the opprtunities inherent in the asset class. 
In October 2013 Bank of Tokyo-Mitsubishi UFJ (Malaysia) 
announced that it plans to launch an Islamic securitization 
scheme “soon”. Khurram Hilal, the global head of Islamic 
banking products at Standard Chartered Saadiq, agreed in 
an interview with Islamic Finance news that in the institutional 
space, the Shariah compliant financial stage is exhibiting a 
renewed focus on interbank markets over Islamic securitization 
instruments on banks’ balance sheets. 

“We are also seeing an emergence of Islamic repo products, 
which are in essence collateralized Murabahah,” he 
commented. “This opens new doors for Islamic banks as it 
improves their ability to unlock the liquidity tied up in long-term 
Sukuk holdings.”www.IslamicFinanceConsulting.com
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Fulfilling industry needs
Leading up to the end of the year, many have predicted that the Islamic 
capital markets, particularly in the Sukuk issuance space, will not reach 
the record highs of 2012. Islamic Finance news gains a perspective on 
the current state of play in the Islamic capital markets from Ahsan 
Ali, the managing director and global head of Islamic origination at 
Standard Chartered in Dubai. 

Recognized as a long-term player in the business, and coupling 
experience with foresight, Standard Chartered has been quick 
to position itself as a leader in new markets and pre-empt a 
boom in markets such as Africa and the emerging markets of 
the GCC and Asia. The bank has also been involved in major 
and groundbreaking issuances across the Islamic finance 
spectrum, such as the recent short-term Sukuk by International 
Islamic Liquidity Management (IILM), all of the government of 
Indonesia’s sovereign Sukuk issuances, and those by major 
government-linked institutions such as the exchageable Sukuk 
by Khazanah Nasional Berhad. 

Although there was a dip in new Sukuk issuances during the 

May-September period, which was in line with bearish investor 
sentiment on emerging markets triggered by US Fed tapering 
fears,  Ahsan believes that this was a temporary phenomenon 
and business will continue as usual. “As we saw in late September 
and early October, as soon as the volatility subsided, there was 
a flurry of issuances from sovereigns, banks and corporates.” 
He added that similar to the conventional bond market, the 
Sukuk market is subject to external market conditions; but 
this applies more to the international Sukuk market, compared 
to the domestic local-currency markets which are linked to 
domestic liquidity. 

“Sometime in May, the market became quite volatile because 
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of the US Fed tapering fears. The volatility in bond markets had 
also affected the Sukuk market because at the end of the day, 
the markets are inter-linked. In the local currency market this 
effect was less – but then again, it was summer and Ramadhan 
in the Middle East, so there was a slow period between May 
and September. But we have already seen the market come 
back strongly. The Government of Indonesia opened the Sukuk 
market post summer with a US$1.5 billion issuance, followed 
by the Republic of Turkey, Al Hilal Bank, government of Ras Al 
Khaimah and a couple of Saudi Riyal issuances from the likes 
of GACA and Al Marai. Many other issuers are also looking to 
take advantage of the current benign market conditions before 
the year-end.”

Long-term prospects

Ahsan adds that the long-term prospects for the Sukuk market 
are looking up. “There is no denying the fact,” he says. “Over 
the past five years, there has been tremendous compounded 
annual growth rate in the Sukuk market, and although there 
was a dip circa 2008 to 2009 due to the financial crisis, the 
market had picked up again in 2010. Overall, the direction is 
positive, but there will always be some blips and some low 
period of issuance, as we have seen; but overall the market 
momentum is positive on a long-term basis.” 

Growing from strength to strength, the domestic currency 
markets of Asia and the GCC have not been affected much by 
the negative sentiment plaguing the international markets. Issues 
such as exchange rate volatility are expected to be nothing but 
a slight bump in the road, especially for highly-rated companies 
and sovereign-linked issuers. “Companies would always have 
financing needs, capital needs for further growth, and would 
be looking at all sorts of instruments – either bank financing or 
capital markets instruments such as Sukuk and bonds.” 

He also adds that investors are more resilient than what the 
market generally expects, saying that investors and issuers 
alike eventually adjust to the new realities of the market and 
the current environment. “International issuances will come 
back to these markets, and as far as local currency markets are 
concerned, they are not affected much by this volatility because 
they are a function of local market liquidity. And I think that the 
local markets in Malaysia and Saudi Arabia for example, will 
not be affected by external factors.”

This then beckons the question of sustainability of the Islamic 
capital markets. For every growth story is never quite as 
successful until it gains the ability to prove its resilience. To 

this, Ahsan says: “Further market development, especially 
in the project financing space will create more opportunities 
and sustainability in the market. At present, in the Middle 
East, they don’t really have a very active secondary market 
especially for asset-backed instruments similar to mortgage-
backed securities or asset-backed securities. In Saudi Arabia 
for instance, there is great demand for housing and project 
financing. The governments in the GCC have also committed to 
large public spending on infrastructure, and the Sukuk market, 
if rightly developed, could fund these projects which require 
huge financing needs.” 

Investor mentality in terms of trading securities has also proven 
to have evolved over the last five years, aided by the growth 
of the Islamic capital markets and increasing availability of 
issuers and the size of the overall Sukuk market. In markets 
such as Malaysia, Ahsan adds, there is already an active 
trading market for Sukuk, due to the wide variety of domestic 
and international issuances available and the size and depth 
of the Sukuk market. 

He also added that developments in the global market in terms 
of multiple issuances from the same issuer has also enabled 
a better trading performance for these securities; allowing 
investors to switch in and out of tenors if they so desire. “There 
are now different types of issuers across the credit spectrum, 
and investors can switch from one credit to another. The size of 
the market is also big enough now, with most of the issuances 
above the benchmark US$500 million size, and many crossing 
the US$1 billion mark. All these factors have contributed to 
growth in trading over the last year, and being one of the largest 
market-makers in the international Sukuk space, we have seen 
lots of flows. There is a healthy size of trading currently being 
done, and things are definitely improving and hopefully this will 
be comparable to the conventional bond market in a few years’ 
time,” he said. 

Friendly advice

Ahsan says that issuers should now be prepared with their 
documentation and prospectus, and gain all necessary 
approvals in order to tap the market when there exists a 
window of relative calm: “Our advice to issuers is: Do your 
homework, be ready with the issuance, and once there is 
a good period you can go into the market and lock in your 
price. Because the underlying pool of liquidity is growing 
in the Islamic space, it makes sense that more and more 
issuers would want to tap this liquidity and structure their 
financing in a Shariah compliant manner. Overall, we expect 
the growth to be sustainable, the market momentum to be 
positive for Sukuk.” 

“With a diverse client base and market-leading product 
expertise, Standard Chartered’s global footprint matches the 
growing Islamic markets in the Middle East, Asia and Africa. The 
bank’s Here for good philosophy means we have deep rooted 
client relationships with sovereigns, banks and corporates alike 
in these markets. Delivering a range of innovative and market 
leading Islamic solutions to these clients will hopefully allow us 
to maintain our lead in the global Sukuk and Islamic finance 
space,” says Ahsan. www.IslamicFinanceConsulting.com
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Process of Sukuk issuance
The Islamic finance market is characterized by three main asset 
categories – cash, funds and Sukuk. While Sukuk, commonly referred 
to as Islamic bonds, have been one of the key instruments in promoting 
Islamic finance in various jurisdictions, its unique features have offered 
much flexibility in its structuring. SYED SIDDIQ AHMED walks through 
the process flow of a typical Sukuk issuance.

A typical Sukuk issuance does not differ much from a 
conventional bond issuance except that it involves Shariah 
advisors and compliance with certain regulatory requirements 
to render it Shariah compliant. The issuer hires a lead arranger 
(normally an investment bank) to facilitate the issuance. After 
conducting a preliminary feasibility study, the issuer then 
requests for a lead arranger to draft a Sukuk proposal with the 
necessary terms and conditions; after which the issuer appoints 
the lead arranger to facilitate the Sukuk issuance following 
satisfactory proposal meetings. 

The lead arranger in-turn engages the services of Shariah 
consultancies, legal and accounting firms to structure and 
prepare the Sukuk documentation; services of which the 
arranger may already have within its institution i.e. in-house 
Shariah scholars, tax and legal consultants, and accountants 
to assist in structuring and carrying out the issuance.  

The lead arranger may partner with other financial institutions 
if the size of the issuance is large and to diversify the risk. 
Frequent issuers such as the Bahraini government have gained 
the required experience and expertise to issue Sukuk on their 
own without the assistance of any lead arrangers.  

The establishment of a special purpose vehicle (SPV) is 
required in most cases in structuring a Sukuk where assets are 
to be transferred to the SPV to ensure that Sukuk assets are 
owned and managed separately. For example, in Sukuk Ijarah 
a trustee is appointed to ensure the income from Sukuk assets 
are passed on to the Sukukholders and to protect the interests 
of the Sukukholders in case of a default. The SPV acts as a 
separate legal entity where the parent company (the issuer) do 
not have a legal right on the assets of the SPV. The formation 
of an SPV insulates investors from the bankruptcy risk of the 
issuer and can take the form of a company, trust or mutual fund 
among others.

Sukuk with inadequate asset backing may require additional 
guarantors or credit enhancements. This is also done to 
secure good ratings from rating agencies and consequently, 
a good market response. In most cases, the lead arrangers 
themselves arrange credit enhancements and guarantees. 
Sovereign Sukuk issuances may not require guarantors as the 
government backs the issuance.

Lead arrangers ensure minimum level of subscription by 
involving underwriters. Usually lead arrangers also act as 
underwriters and the fee charged for underwriting may be 
factored into the total fee charged by the arrangers to the 
issuer. Issuers with a good track record or who have a history 
of oversubscribed Sukuk issuances do not opt to underwrite 
their Sukuk.

After the Sukuk is structured, the lead arranger will generally 
get the Sukuk rated by a rating agency. An issuer may choose 
to get the Sukuk rated by multiple rating agencies. The rating 
agencies may negotiate with the issuer before a final rating 
is awarded. Regulatory approval for the Sukuk is necessary 
before launching the Sukuk. For a corporate issuer, only the 
approval from the securities commission is required whereas 
financial institutions may need an additional approval from the 
central bank. 

After approval, the issuer then conducts campaigns and 
roadshows to market the Sukuk to potential investors. With 
successful subscriptions through market-making activities, the 
money is made available to the issuer via the SPV and Sukuk 
certificates are issued to the investors (please see flow chart  
on p.13 for illustration).www.IslamicFinanceConsulting.com
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Sukuk issuance process flow
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Barwa Bank at the forefront
Islamic banking in Qatar and the GCC continues to grow strongly, 
a trend expected to continue into the medium and long term as the 
industry builds out product and service propositions that offer credible 
alternatives to conventional banking. 

Well positioned to lead this growth trend is Barwa Bank, the 
newest and fastest growing Shariah compliant bank in Qatar.  
Barwa Bank has grown significantly in both size and stature 
since it was established in 2008; it now has six branches in Qatar, 
and has integrated three acquisitions –The First Investor, First 
Finance and First Leasing – in its first four years of operation. 
The bank enjoys strong relationships with major companies in 
Qatar, and is playing an important role in financing the country’s 
infrastructural projects and development in line with Qatar’s 
2030 vision. Steve Troop, CEO of Barwa Bank commented: 
“Qatar offers an extremely dynamic business environment with 
a great deal of potential and opportunity for a bank like ours to 
flourish”

One of the major factors behind Barwa Bank’s continued 
growth is its differentiation and its commitment to service as 
a point of competition. As a recent entrant to a very congested 
marketplace where there is no appetite for another ‘me-
too’ bank, Barwa Bank chose to challenge the widespread 
misconception that Islamic finance involves an implicit trade-
off between financial services provision based upon Shariah 
and, sophistication and service excellence. It aims to deliver on 
both. “We aspire to a leading role in Shariah compliant banking 
through innovative products and services that meet customer 
needs. We may not be the largest but we want to be the best 
and the most recommended. The banking sector continues to 
transform itself and we fully intend to be part of that process of 
change,” said Troop. 

The opportunity in Qatar is to play a role in a transformational 

period in the history of the nation as it embarks on the massive 
infrastructure and development projects laid out in the National 
Vision 2030. These include the development of rail and road 
transport and the construction of stadiums and related facilities 
following Qatar’s successful bid to host the 2022 FIFA World 
Cup. “The Qatari market is currently all about increasing 
investment in infrastructural projects. As a result, we see 
leading global construction companies entering Qatar with a 
full range of financing requirements,” said Troop. 

In addition, the Vision’s commitment to the development 
of key sectors such as transportation, health care, ICT and 
finance, among others, is fuelling development of the business 
environment in the country. This combined with the robust 
regulatory and legal environment, as well as competitive tax 
rates, all help to attract global leaders from diversified sectors 
to set up operations in Qatar. “As a local bank, we are at the 
center of this evolving economy through our relations with major 
corporates and the developing SME sector as Qatar places 
increasing emphasis on the future and reduced dependence 
upon the hydrocarbon sector.”

Recently announcing its financial results, Barwa Bank recorded 
strong growth in both balance sheet and profitability, with profits 
of QAR303.6 million (US$83.3 million) for the six months ended 
the 30th 2013 up from QAR162.9 million (US$44.7 million) in the 
same period of last year, an 85% improvement, year-on-year.

Key financial highlights of Barwa Bank indicate strong and 
steady growth as illustrated in the graphs.
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New business initiatives have played a part in this growth as the 
bank builds on its established presence in corporate and retail 
banking, and continues to diversify. The successful debut of the 
bank’s private banking proposition in 2012 has been coupled 
with major investment in its treasury and capital markets 
capacity and capability. Troop commented: “GCC economies 
have performed well throughout and post the financal crisis. 
While the oil and gas sector still makes up the majority of 
these countries’ GDP growth, other areas are becoming 
increasingly active with rapid economic growth driving massive 
infrastructural spending projects. 

At the same time, there remains a considerable GCC capital 
surplus that is creating increasing demand for suitable 
investment opportunities. Cultural and regulatory preferences 
mean that Shariah compliant investment tools, most notably 
Sukuk, attract sovereign funds, as well as institutional and 
individual investors across the GCC region.” 

The rapid development and increasing sophistication of the 
Islamic debt capital markets, has led to Barwa Bank identifying 
this sector as a key growth area, winning lead management 
roles for a number of high-profile Sukuk transactions. 

Barwa Bank made an impressive Islamic capital market debut 
in 2012, when it acted as co-manager on the government of 
Dubai’s US$1.25 billion Sukuk issuance. This was the first 
regional US dollar-denominated 10-year Sukuk, and the first 

time that a Qatari bank had been involved at a senior level in a 
sovereign issuance outside the State of Qatar. 

Troop spoke about the deal: “We were extremely proud to be 
associated with a transaction of such significance. No Qatari 
bank had been to market with a regional sovereign, and what 
was even more encouraging was that the Government of 
Dubai chose us for a second time as co-lead manager on its 
first sovereign Sukuk of 2013.The opportunity to be associated 
once again with a material, high-profile transaction indicated 
our credibility, strong regional relationships and delivery, as 
well as access to liquidity.”

Other particularly notable transactions were the spectacularly 
successful US$4 billion Sukuk for State of Qatar and US$4.5 
billion Emaar Sukuk. Barwa Bank acted as joint lead manager 
on both deals which were completed in one week, a major 
achievement for any bank, local or international. Troop 
commented on the deal: “With the State of Qatar and Emaar 
Sukuk, Barwa Bank became not only a credible but an active 
player in the Sukuk market, being involved with a diversified 
client base (sovereign, supranational and corporate) and 
acting both domestically but regionally.”

Barwa Bank’s elevated profile has gained significant recognition, 
a development reflected in both customer acquisition volumes 
and a number of prestigious industry awards recognizing its 
innovative products, outstanding service and exceptional 
growth. The bank also remains dedicated to the development 
of its most important asset, human capital and has achieved 
20% Qatarization at a group level. As important, Barwa Bank 
has prominent Qatari banking professionals in a number of 
key leadership roles driving and executing the group’s growth 
strategy. 

“The strong financial performance for the first half of the year 
is very encouraging and a validation of our strategy and our 
selective approach to the markets in which we choose to 
compete. We look forward to further growth, our continuing 
contribution to the development of the Qatari economy and 
Shariah compliant financial services, as well as creating value 
for our customers and shareholders,” concluded Troop.www.IslamicFinanceConsulting.com
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KLRCA’s new i-Arbitration rules: 
Islamic finance in the global 

commercial arena
this is the second in a three-part series looking at 
the settlement of disputes in Islamic banking through 
commercial arbitration and the KLrcA’s new i-Arbitration 
Rules (the Rules). The first paper, published last month 
in the Islamic Finance news Asia Supplement, examined 
the problems faced by Islamic finance users pertaining 
to dispute resolution and the role that the KLrcA and 
i-Arbitration rules will play in providing solutions to those 
problems. therein is also contained a breakdown of the 
rules and how they function. 

This paper aims to shed light on the issue of governing law 
relating to Islamic banking instruments, and how to ensure 
settlement of disputes according to the law that is both 
appropriate and desirable by the users. The third and final 
paper in the series, to be published in the Islamic Finance news 
Middle East Supplement next month, will compare dispute 
resolution under the i-Arbitration Rules with traditional Islamic 
arbitration and some of the existing forums available.

The regulation of Islamic banking

One of the primary benefits and attractions of commercial 
arbitration as a dispute resolution mechanism is the ability for 
parties to select the procedural and substantive law applicable 
to their dispute. This is particularly important in Islamic finance, 
where the desired governing Shariah law is not necessarily 
delineated in legislation, but may be a school of Islamic 

jurisprudence as interpreted by an Islamic bank’s Shariah 
advisory council or Shariah expert agreed as between the 
parties. By selecting the i-Arbitration Rules, parties are opting 
not only for a procedural law that is globally recognized and 
of the latest international standards, but also a mechanism by 
which they can ensure the correct and desired interpretation of 
Shariah law is applied to their dispute.

The first consideration for parties is whether any mandatory 
national legislation applies to their Islamic banking transaction. 
In countries such as Malaysia and Indonesia, jurisdiction over 
Islamic financial instruments is dealt with in legislation. The 
central bank of Malaysia, Bank Negara, is vested with legal 
powers to regulate and supervise the Malaysian financial 
system – including Islamic finance – through the Central Bank 
of Malaysia Act 2009, Financial Services Act 2013, Islamic 
Financial Services Act 2013 and others. Section 51 of the 
Central Bank of Malaysia Act 2009 establishes the Shariah 
Advisory Council; Islamic financial business is defined as 
“any financial business in ringgit or other currency which is 
subject to the laws enforced by the Bank and consistent with 
the Shariah”. The effect of this is that any Islamic financial 
transaction within Malaysia will come under the auspices 
of the Central Bank, and interpretation under its Shariah 
Advisory Council. The Securities Commission and its Shariah 
Advisory Council are vested with similar jurisdiction relating to 
securities and futures markets in Malaysia.
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Not all countries adopt the legislative approach to Islamic 
finance described above. Other countries, most notably in the 
Middle East region, do not regulate Islamic financial services 
through their laws. Rather, Islamic banks and institutions are 
permitted to maintain their own Shariah advisory councils or 
boards. Such boards will determine the Shariah compliance of 
financial products through Fatwas. Whilst this does afford some 
flexibility, as we shall see below, it can also lead to ambiguity 
and enforcement problems given the numerous schools of 
thought present in Islamic jurisprudence. 

Navigating Islamic and national laws: Shamil Bank of 
Bahrain v Beximco Pharmaceuticals & Ors  

Knowing the appropriate law to apply is the first consideration; 
crystallizing that choice into an enforceable body of rules is 
the second. The English Court of Appeal case of Beximco 
Pharmaceuticals illustrates the problems inherent in defining 
the specific Shariah laws – and interpretation of that law – that 
will apply to a dispute.

This was a decision concerning an appeal against a summary 
judgment given in favor of the respondent, Shamil Bank 
of Bahrain, against the appellants (five in all – two debtors 
and three guarantors). The respondent was a bank applying 
Shariah principles in its banking activities, and had a Religious 
Supervisory Board including ‘recognized specialists qualified 
in Islamic jurisprudence, religious provisions and Islamic 
economy’. The appellants together formed part of the Beximco 
group.

The respondent bank in 1995 and 1996 provided working 
capital facilities to the Beximco group in the form of two 
‘Murabahah Financing Agreements’. The Murabahah Financing 
Agreements contained a governing law clause stating: “Subject 
to the principles of Glorious Shariah, this Agreement shall be 
governed by and construed in accordance with the laws of 
England.” Broadly, Murabahah agreements take the form of 
sale of goods contracts, wherein the bank agrees to purchase 
goods in its own name and sell them to the borrower on a 
deferred basis payable in instalments. The goods are specified 
by the borrower, and the surplus between the original price and 
the deferred price forms the bank’s profit, replacing Riba, or 
interest. It was noted that there are no standard forms for this 
kind of agreement; in practice the terms and conditions are 
agreed between the parties pursuant to the circumstances of 
the transaction. The Religious Supervisory Board ensures that 
the Murabahah agreements entered into by the bank comply 
with Shariah law as interpreted by the board.

By 1999 the Beximco group was in default. After negotiations 
the facilities were refinanced and alternative arrangements 
entered into, including new guarantees. The new arrangements 
took the form of Ijarah facilities, or rental agreements. The new 
arrangements took into account ‘accrued compensation’, due 
to the earlier defaults. An issue at Shariah law was thus raised, 
being whether the Ijarah facilities were legitimate or whether 
they took the place of a simple interest bearing loan facility. 
This was the key issue on which the appellants sought to 
defend their case.

The Court ultimately dismissed the appeal, declining to classify 
‘Shariah principles’ as an applicable system of law, referring to 
them as ‘not simply principles of law but principles which apply 
to other aspects of life and behaviour’, and citing the Rome 
Convention in support. The parties’ own expert witnesses 
acknowledged the uncertainty of Islamic jurisprudence on the 
subject of banking, and the divergent interpretations that were 
possible not just from country to country but from bank to bank, 
dependant on a bank’s own Shariah supervisory authority. The 
Court relevantly stated: “Most of the classical Islamic law on 
financial transactions is not contained as ‘rules’ or ‘law’ in the 
Quran and Sunnah but is based on the often divergent views 
held by established schools of law formed in a period roughly 
between 700 and 850 CE.”

Of note, the Court also commented on the interplay between 
the national laws of Bahrain (and other Arab states promoting 
Shariah principles) and Islamic jurisprudence, stating that: 
“While embracing and encouraging Islamic banking practice 
as a national policy, the principles of Islamic law, in particular 
the prohibition of Riba, have not been incorporated into the 
commercial law of Bahrain and there is an absence of any legal 
prescription as to what does and does not constitute “Islamic” 
banking or finance.” This approach to Riba is reflected in other 
key Arab financial centers: including Saudi Arabia, Qatar and 
Oman.

Applying Shariah law through the i-Arbitration rules

The impact of the above is to highlight the uncertainty that 
parties may encounter when enforcing Shariah principles. The 
clear solution is to clearly regulate from the outset the specific 
provisions that will apply to any given contract or transaction. 
This can more comprehensively be achieved by agreeing on a 
given system or Shariah body that can govern and determine 
issues of Islamic jurisprudence within any given commercial 
transaction. The second takeaway is that Shariah principles 
may not ultimately cover the whole of a dispute; the law of a 
country may be called upon to fill any gaps. For this reason 
a strong framework is needed that can provide for such 
circumstances.

The KLRCA’s i-Arbitration rules achieve both these aims. 
They provide a framework within which parties can choose the 
appropriate Shariah authority to govern any Shariah issues 
arising, and in doing so crystallize the rules that will apply. 
Concurrently, the rising importance of international commercial 
standards is incorporated through access to an experienced 
and renowned international arbitral institution, administering 
cases according to the latest practice, using up to date rules 
and providing an international panel of expert arbitrators.www.IslamicFinanceConsulting.com
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Islamic loans: What’s the deal?
There is an obvious chasm between the Islamic finance loan market 
and Sukuk market in terms of geographical distribution. Islamic 
Finance news explores the gap.

According to data by Dealogic, the Islamic loan market is currently 
dominated by the Middle East, with the UAE, Saudi Arabia and 
Turkey leading the global league table for the last 12 months. 
Compare this to the Sukuk market which is still very much focused 
on Asia and inundated by issuers based in Malaysia, Indonesia 
and even a couple from Singapore since the start of 2013. 

Over the last year, the UAE has so far seen eight Islamic loans 
amounting to US$7.3 billion, followed by Saudi Arabia with US$6.61 
billion-worth of deals and Turkey with two deals amounting to 
US$809 million. The Middle East market, especially among the 
GCC countries, is expected to continue excelling in terms of loans 
mainly on the back of declining interest rates due to increased 
public spending as the governments of Arab countries affirm their 
commitment to infrastructure and development projects. Based on 
Bloomberg data, companies such as Mubadala are paying 45bps 
above LIBOR under present conditions, compared to 120bps on 
the same credit facility in 2010. 

Major petrochemical and mining companies in the GCC such 
as Saudi Aramco, Emirates Aluminium, Ma’aden and Saudi 
Arabia-based Al Jubail Petrochemical have all recently tapped 
the Islamic loan market, with deals exceeding US$800 million 
and entering into the billions. The world’s top Islamic finance-
related lead arrangers also comprise of Middle Eastern banks, 
including Abu Dhabi Islamic Bank, Arab Banking Corporation, 
Barwa Bank, Emirates NBD, Gulf International Bank, Noor 
Islamic Bank and Riyad Bank. 

Concurrently, the GCC market is expected to be faced with a 
flood of debt restructuring exercises as loan maturities draw 
nearer towards the end of the year and entering into 2014. The 
phenomenon of debt restructuring was already predicted to be a 
trend throughout the GCC since the end of 2012 by most industry 
practitioners, who took into account the financial and economic 
risks which could affect the repayment abilities of corporates and 
issuers alike. In April last year, the Royal Bank of Scotland had 
predicted that up to US$60 billion in loans concentrated in the 
GCC alone was in need of refinancing up till the end of the year. 

S&P had also estimated about US$35 billion in bonds and Sukuk 
to mature in 2014, causing the ratings agency to forewarn the 
industry of a “challenging loan and bond refinancing cycle” in 
light of capital market volatility and slowing global economic 
growth, causing a halt in corporate debt issuances and 
heightened risk of refinancing. 

Come 2013, Qatar seems to be emerging as a dark horse in 
the Islamic and conventional loan market, fuelled mainly by 
high public spending. According to second quarter data, the 

loan portfolios of Qatari banks have grown by 23.1% year-on-
year, compared to the loan growth percentage of GCC banks 
at 13.9%. “Another reason why GCC banks are doing better 
compared to their Asian counterparts in terms of credit is 
due to the fact that GCC banks are well-capitalized, at levels 
higher than that required by Basel III,” a Qatar-based banker 
told Islamic Finance news. He added that increased oil prices 
will continue to buoy the credit abilities of GCC banks despite 
challenging economic conditions. 

Adnan Yousif, the chairman of the Arab Banks Union, however 
cautioned that despite the high net profits and positive loan 
growth witnessed during the first half of the year by GCC 
banks and their sound capital and provision base, these banks 
still need to be mindful as financial, economic and political 
challenges are still rife. He said: “GCC banks need to take 
precautionary measures to face some financial, economic and 
political challenges, mainly the organizational requirements set 
by the Basel Committee regarding capital, liquidity, stress tests 
governance and other issues.”

Despite these encouraging figures, bank financing in the 
GCC and elsewhere have not yet reached pre-2008 levels, as 
international banks continue to deleverage as risk perceptions 
still hover at high levels. “It is useful to recall that indirect bank 
financing typically falls during an economic contraction, and that 
this is partly counteracted by an increase in direct financing of 
projects that were previously bank-intermediated,” said Jaseem 
Ahmed, the secretary-general of the Islamic Financial Services 
Board, referring to the rise in Sukuk issuances compared to 
Islamic loans on a global scale. 

“We are now facing, of course, the issue of whether we can 
expect further deleveraging by international banks as new 
regulatory liquidity requirements come into force. Against this 
backdrop, it is reasonable to conclude that part of the rise in 
Sukuk issuances reflects cyclical opportunities that may be 
reversed, at least in part, once global economic growth and 
bank intermediation resume at pre-crisis levels,” he added.  www.IslamicFinanceConsulting.com
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Global sukuk market to withstand 
bond market volatility 

As a result of the global financial crisis and ensuing recession in the 
US, and in keeping with its mandate to achieve maximum employment, 
the US Federal Reserve (Fed), responded by setting short-term interest 
rates to a near zero. 

The Fed also began purchasing vast quantities of US Treasuries 
and mortgage-backed securities, a process referred to as 
quantitative easing (QE). These QE efforts, in combination with 
the anchoring of the short end rate, have kept the yield curve 
artificially low in an effort to revive the US economy.

In sustaining this low rate environment via securities purchases 
the Fed’s monetary policies have created massive liquidity 
in the capital markets. This influx of liquidity combined with 
low domestic interest rates provided both the means and the 
incentive for institutional investors to aggressively seek higher 
yield in alternative markets. Many investors have looked to 
fixed income securities such as high-yield bonds and emerging 
markets (EM) fixed income securities, including US dollar-
denominated global Sukuk securities, for higher yields than 
were available from US Treasuries.

The idea that the Fed might begin the wind-down of the third round 
of its quantitative easing program (QE3) has been a dominant 
focus since May 2013, due to Fed chairman Ben Bernanke’s 
public comment that the Fed could begin to taper its QE3 
purchases to later this year, if there were signs of a sustainable 
improvement in the US economy. Since that time, yields have 
been rising quickly, with the 10-year US Treasury going from a 
yield of 1.63% in early May to 3% as of early September. During 
that time, in response to the Fed’s direction, the market was very 
much trading on technical based on US economic data, seeing it 
as a guide to the timing of Fed’s action to reduce and eventually 
end QE3. Most recently, market participants seemed to reach a 
consensus, fuelled by further commentary by Fed officials and 
their read of the economic data, that the Fed would start to taper 
to some extent following the September 2013 Federal Open 
Market Committee (FOMC) meeting. 

During this same period, given the implications of a 
consequential rising in rates environment, combined with 
receding excess in global liquidity, market participants reacted 
by selling off EM equities, and further selling off government, 
quasi-government and corporate fixed income EM assets. The 
result was a lack of market liquidity in those investment areas, 
as well as the significant spike in volatility witnessed over the 
past several months. The market’s reaction, or overreaction, 
caused a significant increase in yields and a commensurate fall 
in the prices of fixed income securities in most if not all global 
asset classes, leading to significant investment losses during 
the period following Bernanke’s comments.

Since the June FOMC meeting, the stream of US economic data 
has been, on the whole, more positive than negative, supporting 
expectations of sustained albeit modest economic growth. 
Bernanke provided some additional “clarity” in July, emphasising 
the staying power of the Fed’s accommodative policy in the near 
term should the economy not provide convincing and sustainable 
evidence of its strengthening. His remarks helped to calm global 
markets to a certain extent. However, uncertainty over the timing 
and pace of the reduction of purchases, as well as the unavoidable 
end of QE3, continues to weigh on market participants. 

Sukuk is less impacted compared to conventional EM 
fixed income

The global market sentiment and volatility have caused 
dislocation in the mainstream fixed income markets and also 
affected the global Sukuk market. Nevertheless, Sukuk is 
better insulated and unlikely to underperform compared to its 
conventional benchmarks due to its defensive nature and buy-
and-hold investor base (See to Table 1).

Increasing demand and popularity for Shariah compliant 
products and structures post the global financial crisis have 
formed a strong demand base for Sukuk. Moreover, the 
global demand for Sukuk is forecasted to grow three-fold from 
US$300 billion to US$900 billion by 2017 according to Ernst & 
Young (EY). The exponential rise is primarily a result of double 
digit growth of the Islamic banking industry and the increasing 
appetite for credible, Shariah compliant, liquid securities. 

table 1: returns volatility of dow Jones sukuk total return 
Index (DJSUKTXR) and JPMorgan Emerging Market Bond Index 
(EMBI) Global Total Return Index over 2-year period 

Returns Volatility (%)
Dow Jones Sukuk Total Return Index 2.24
JP Morgan Emerging Market Bond Index 
(EMBI) Global Total Return Index

7.21

Source: Bloomberg and CIMB-Principal Islamic Asset Management 
as at the 30th June 2013
Over the two-year period ending the 30th June 2013, the global Sukuk 
market (represented by the Dow Jones Sukuk Total Return Index) 
exhibited lower returns volatility compared to the EM bond universe 
(represented by JPMorgan Emerging Market Bond Index (EMBI) 
Global Total Return Index), supporting the view that, historically, 
global Sukuk as an asset class is relatively insulated compared to the 
conventional emerging bond market.
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In addition, two-year historical return performance for Sukuk 
is comparatively better than for conventional bonds because 
the investor base is less affected by unwinding of fixed income 
securities and EM asset positions. Much of this demand 
originates from Islamic financial institutions as well as fund 
managers and high net worth individuals. Hydrocarbon-based 
wealth and an economic resurgence in the MENA region are 
key factors positively shaping the investor base for global 
Sukuk investments. In addition to increasing the liquidity of the 
Sukuk market, investors can expect to see more stability in the 
global Sukuk market because a substantial proportion of the 
participants in this market have the intention of holding their 
Sukuk investments for the medium to long-term. 

Sukuk is an ideal investment for investors looking for opportunities 
to position for economic recovery while maintaining exposure in 
Islamic fixed income markets. The financial sector is considered a 
proxy for the growth of an economy since banking entities typically 
flourish as a function of economic expansion. Given that Shariah 
compliant banks and other financials constitute the second-largest 
sector at around 28% of the Dow Jones Sukuk Total Return Index 
(DJSUKTXR), as shown in Table 2, a diversified global Sukuk 
portfolio can provide broad exposure to the financial sector 
including Islamic banks such as Qatar Islamic Bank (Qatar), First 
Gulf Bank (UAE) and Abu Dhabi Islamic Bank (UAE). 

Managing global Sukuk portfolios in a rising rate 
environment

It is well known that interest rate volatility poses a real challenge 
to fixed income portfolio managers since rising rates can 
negatively impact the value of fixed income portfolios.

CIMB-Principal Islamic Asset Management (CIMB-Principal 
Islamic) significantly reduced interest rate risk across their 
managed global Sukuk portfolios by shortening duration earlier 
in 2013. The market expectation is that the Fed will start to 

taper purchases gradually, starting as early as this year and 
would then start increasing short end Fed Funds rates 
gradually with the first increase anticipated sometime in early 
2015. A Sukuk portfolio that currently has a five-year average 
maturity would have only about three years to maturity by 2015, 
therefore escaping much of the duration-related volatility as 
rates rise. Over the course of this period, investors would be 
able to reinvest incoming proceeds in higher-yielding short and 
medium maturity securities.

Depending on investment parameters and risk tolerance, our 
portfolio managers will look to add existing and newly-issued 
higher yielding investment grade names to their portfolios. 
Some high yield credits are expected to outperform and 
provide annual returns of 6-7%. The expected returns on high-
yield bonds are a function of two factors: (1) the magnitude of 
the recent sell-off which added significant yield for purchasers 
of the securities; and (2) higher profit rates for new issues 
and positive price performance in the primary market. As 
global economies recover, investors may tolerate more risk in 
their portfolios for added yield due to improving expectations 
on issuer performance and lower expectations for default. 
Recently, Moody’s Investors Service announced that the global 
default rate on global high-yield debt for the first quarter 2013 
was 2.4%, near a record low. 

In terms of asset allocation, CIMB-Principal Islamic continues 
to favor financials within the GCC region such as Saudi Arabia, 
Qatar, Abu Dhabi and Dubai. In addition to moving down the credit 
curve on senior unsecured securities in response to improving 
global economic growth data, our portfolio managers could 
allocate a certain proportion of their portfolios to subordinated 
Sukuk instruments of the strongest banks in the GCC. 

Conclusion
The prospect of the Fed tapering the monetary stimulus programme 
sent shockwaves through the financial markets. Sukuk have not 
been spared by the impact of rising US yields. However, the global 
Sukuk market proved relatively more resilient in the face of this 
volatility. The resilience of the global Sukuk market has been 
largely a demand-driven phenomenon, propelled by investors for 
products that are more compliant with their religious faith. Sukuk 
are also emerging as a new asset class for conventional investors 
as the asset class has undoubtedly filled a gap in the global 
capital market. In addition the global Sukuk market is supported 
by cash-rich investors who tend to hold global Sukuk securities 
until maturity. Since the market is still very much focused on the 
possibility of the Fed reducing its bond purchases, one way to 
protect global Sukuk portfolios from the potential effects would 
be to employ proactive portfolio managers that are attuned to 
managing these risks. www.IslamicFinanceConsulting.com
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Table 2: World Broad Investment Grade (WorldBIG) Bond Index 
and Dow Jones Sukuk Total Return Index sector weightings

Weightings (%)
sector dow Jones 

sukuk total 
Return Index

World Broad 
Investment Grade 

(WorldBIG) Bond Index
Government and 
government sponsored

44.42 68.22

Financials 28.43 5.75
Energy & Utilities 19.09 2.41
Industrial 8.06 6.77
Collaterized (MBS and 
Covered Bonds)

- 16.85

Source: Bloomberg and CIMB-Principal Islamic Asset Management 
as at the 3rd June 2013
Financials constitute the second largest sector at around 28% of 
the Dow Jones Sukuk Total Return Index. This offers an investment 
opportunity for conventional fixed income investors who want to 
diversify the quality of their overall portfolio’s exposure to the financial 
sector as they can gain exposure to Islamic banks such as Qatar 
Islamic Bank (Qatar), First Gulf Bank (UAE) and Abu Dhabi Islamic 
Bank (UAE).




