Innovation in Islamic Finance
Financing Innovation Drives Growth
New structures and issuers and greater standardization are pushing issuance in the global sukuk market.
Sukuk issuance in 2014 is estimated at $130 billion, with outstanding issuance continuing to grow. The sukuk
market remains largely sovereign and quasi-sovereign issuers, but private-sector issuance is on the rise. There is a
growing appeal of sukuk financing, with an increasing awareness among conventional investors of Islamic financing
and rising appetite in non-Muslim countries, particularly for access to long-term financing.
Sukuk financing is increasingly cross-border, as foreign issuers tap local and regional funds. This move is facilitating
more intraregional flows, both in Gulf countries and in Asia, according to Siew Suet Ming, head of structured
finance at Rating Agency Malaysia. The move can help to lower the cost of funding.
Innovation is also driving issuance. Diversification in sukuk offerings is growing, providing new structures and
benefits to investors and issuers—meeting market demand and specific financing needs. Sophisticated sukuk deals,
including the use of hybrid structures—which often involve the use of more than one Islamic contract—and the
emergence of new alternative asset classes, point to the growing comfort of global investors in sukuk instruments.
The implementation of Basel III has led to Islamic firms’ issuing Basel III‒compliant sukuk instruments to satisfy
revised capital standards, according to Kuwait Finance House. Islamic banks in the UAE, Saudi Arabia, Turkey and
Malaysia have issued such innovative sukuk instruments. Abu Dhabi Islamic Bank was the first to launch this type of
issue in late 2012, and others have followed, including Dubai Islamic Bank’s perpetual $1 billion Tier 1 sukuk in
March 2013. Perpetual tenor debt has no maturity date, but generally is callable (can be repaid) on a specified
date.
The DIB deal had a profit rate of 6.25% and was 14 times oversubscribed. In early 2014, Malaysia’s AmIslamic
Bank was the first to use the shariah-compliant contract of murabaha (debt-backed) for structuring this type of
sukuk. The bank’s 200 million Malaysian ringgit ($56 million) Basel III-compliant Tier 2 subordinated sukuk
murabahah is callable after five years, has a semiannual profit rate of 5.07%, and was issued under its 3 billion
Malaysian ringgit subordinated sukuk murabahah program.
Malaysia Building Society issued the world’s first 3 billion ringgit ($844 million) structured covered sukuk
commodity murabaha program with dual recourse structure and backed by financing receivables. Perpetual sukuk,
pioneered by Abu Dhabi Islamic Bank, are increasingly being issued by corporates. Saudi premium food group
Almarai issued the first-ever Saudi riyal‒based perpetual sukuk in late 2013.
Corporates in Malaysia and the Middle East are increasingly using intangible assets in innovative sukuk structures.
This includes airtime vouchers, broadband units and intellectual property. Banks in the Middle East are seeing
increased interest from non-Islamic corporates for sukuk issuance, and it is an area that they want to grow.
Last year saw a number of other firsts for the sukuk industry. The UK government, aiming to become a Western
center for Islamic finance, became the first country outside the Islamic world to issue a sovereign sukuk. The £200
million ($302 million) issue was well-received by investors from the Middle East, Asia and the UK. The sukuk used
the al-Ijara (asset-backed) structure—with rental payments on property providing the income for investors.
Hong Kong also tapped the sukuk market in 2014—selling $1 billion of sovereign sukuk in its first-ever issue of the
securities. Other Asian countries that issued sovereign sukuk in 2014 included Malaysia, Indonesia and Pakistan.
The Indonesian transaction represented an important innovation in the way that sovereigns can issue sukuk to fund
public infrastructure development projects, notes UAE-based partner of White & Case, Shibeer Ahmed. In late
2014, South Africa launched its first sovereign sukuk, a $500 million issue. Part of its aim is to diversify its funding
sources and tap into the wealth of the GCC. Morocco, Tunisia and Kenya are likely to issue sukuk going forward.
Gambia has already issued a short term, local currency sukuk, as have Nigeria and Sudan, and Senegal raised more
than $200 million in its first local currency Islamic bond in early 2014. In late 2014, Luxembourg issued a €200
million ($254 million) sukuk.
There remains a strong pipeline of sukuk issuance, particularly on the sovereign side. Demand should remain solid
in 2015, although the current weak oil price may delay issuance. Both the UK and Hong Kong sovereign issues
have been important, according to many Gulf-based banks, as they have broadened the profile and recognition of
sukuk.

HARIAH - COMPLIANT?
Ming, Rating Agency Malaysia (RAM): As foreign issuers tap local and regional funds, it is facilitating more
intraregional flows.
Although Islamic financing continues to expand, there remains debate about the shariah compliance of some
Islamic financing products. Bai’ al ‘inah, where there is a transaction of buying and selling between the customer
and the financial institution, is one such product. In Malaysia the shariah scholars allowed it despite the fact that
they agree that the majority of scholars and Islamic financial institutions prohibit the transaction because of its
resemblance to a loan.
Shariah-compliant credit cards and mortgages have grown strongly over the past few years in the Middle East.
Banks, including Dubai Islamic Bank (DIB), have seen Islamic credit card issuance increase significantly. International
banks such as Standard Chartered offer a wide range of Islamic financing products. Each of the bank’s shariah
products is reviewed and approved by world-renowned shariah scholars.
Islamic banks, including Abu Dhabi Islamic Bank, Emirates Islamic Bank, Noor Bank and Al Hilal Bank, are all keen
to gain market share from conventional banks, particularly on the consumer banking side. Islamic banking has
received a considerable boost, with shariah-compliant financial products and services beginning to find greater
acceptance and recognition in the general market, according to Faisal Aqil, the deputy chief executive of consumer
wealth management at Emirates Islamic Bank.
Since public opinion varies on Islamic financing products, some observers have called for a global central religious
authority to ensure IFIs comply with shariah on a uniform, global basis. This suggestion would be difficult to
implement consistently, worldwide. Even in the case of internationally accepted financial standards, such as those
promulgated by the Basel Committee, there is room for different interpretations.
Nonetheless, the sukuk market is becoming more harmonized with common standards, which is a comfort to
investors and issuers worried about the risks associated with such products, and should spur further sukuk issuance.
The increase in cross-border transactions should lead to greater convergence between sukuk markets and a more
consistent approach to the shariah compliance of sukuk structures.
REAL ESTATE FINANCING
Real estate has been an important asset class for Islamic financing transactions. Islamic mortgages for house
purchases are common, but more-sophisticated commercial transactions are becoming increasingly prevalent.
Islamic finance has often used real estate as an investable, tangible asset class on which to base its financial
structures. The focus has tended to be on prime assets—for example, hotels or office buildings. However, over the
past few years, Islamic banks have increasingly also provided mezzanine finance. In such structures, a conventional
bank lends the majority of the debt on an interest payment basis, the investors inject their equity, and the
mezzanine finance tranche is put into the structure in an Islamic-compliant way.
In the UAE real estate sector, DIB has one of the largest market shares in commercial real estate financing and is
supporting the industry by providing credit facilities to major local and international contracting and engineering
companies. DIB plays a major role in supporting real estate developments. Its work includes acting for a
consortium on the £400 million purchase and financing of the Battersea Power Station in London.
Qatar’s Barwa Bank recently led syndication for the financing of the Gold Line of the Doha Metro rail project. The
financing was for 3.65 billion Qatari riyals (over $1 billion), and the facilities include guarantees and working
capital financing. Another lead arranger on this deal was Qatar International Islamic Bank.
Total Islamic finance assets were expected to reach $2.1 trillion at year-end 2014, with banking assets of $1.6
trillion. An annual growth rate of between 15% and 20% is likely to be maintained in the next few years, with
growth being driven by an increasing range of products and financing techniques and wider acceptance of this type
of funding.
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