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The Role é Sukuk in Islamic Capital Markets

EXECUTIVE SUMMARY

Since the advent of Islamic financelslamic capital markets (ICMs) have gaed worldwide

attention in financing the needs of the public and private sectat Sukuk has beenhie financial

tool used to propel the success of ICMEs importance as an intermediaryin channelingfunds

Ol xAOAO AOGEI AET ¢ A A1 01 6ouso AATTITiIiU BWAO AOI O
international financial markets. So much so that global financiatentres (e.g.the UK, Hong

Kongand Luxembourg) have all included sukuk issuancas part of theirvalue proposition.

This publication, The Role of Sukuk in Islamic Capital Markeis a comprehensive analysis of

the part played by sukuk in the development of a AT OT OOU3 @ Colmpdrative |
assessmentshave been made ommatured and developing ICMs, as well as those iteir
infancy. Ultimately, the lessons gleaned AOT T A Al C)T dr@rﬁuﬁlﬂng BOlslapnie A © O

developmental efforts.

Our analysis focuse on the issues and challenges related to structuréssuance (supplyor sell

side) and investment @lemand or buy side) when comparingA AT | AOOEA OOEOE 1 AOE
of development against itsneighbouring peers or geographical groupings. Under these core

headings, several yardstickshave beenused to determine the level ofthe sukuk marketd O

inclusion in its domicile financial system and the progress of sukuk as a finasing tool for

economic development. These yardstickbave then been deployedtowards a Development

Stage Matrix, in whichthe general findings are highlighted below:

1. Legal and Regulatory Framework

Whether a country adopts the common law or civil law systm has a bearing on the itial
stage of sukuk development. Countries that use the common law system requifewer
legislative changes due taheir acknowledgmentof trust, beneficial interest or usufruct which
determines the essence of Shariah contract¥he adoption of acentralized Shariah governance
framework by some countries further strengthens the argument thaharmonization of Shariah
opinions is important in building a stronger pillar to support the sustainability of sukuk
issuance.

A comprehensive framework and guidelines to govern the operations of aniCM and the
products it promotes to the financial industry facilitate the move towards international best
practices, corporate governanceand investor protection. Core sukuk markets consist of
developing nations; as these countries move to aligrtheir domestic financial markes to the
international standards adopted by leading financiatentres, sukuk will gain firmer ground in
attracting the wealth of global investors.

2. Market and Infrastructure De velopment

Market and infrastructure development refers tothe diversification of sukuk structures and
products, the establishment of trading platforms, the ease of listing and approval processes
the Islamic money market, and commercial elements(e.g.cos competitiveness turnaround
time). The dversity of sukuk structures and products that promote liquidity managementand
the efficiency of assetutilization to meet Shariah requirements are among the factors to be
considered in promoting the growth of a skuk market. Hence the combined efforts of the
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government, regulators and market practitioners to identify potential technical issuestheir
proposed solutions are pertinent to phasg the developmentof the sukuk industry.

3. Taxation z Tax Neutrality and Tax Incentives

OneofOEA EEO0OO OOADPO AAE OA EIT OOI AGAET ¢ OOEOE EITO
of a taxneutral regime to match the cost competitivenessof conventional bonds. Once a tax

neutral framework is in place, additional tax dedutions and/or waivers can then be

implemented to incentivise potential issuers and investors to choose sukuk.

4. Diversified Market Players on the Supply and Demand Sides

Both supply (sell side) and demand (buy side)need to be collectively developed from
inception, to promote the dynamic shift for the successful inclusion of sukuk as an instrument
used by the public and private sectasin promoting A AT 0T OOU8 O AAT T T 1 EA EAAI

Only by understanding the various stages of progress of the abovenentioned parameters can
countries be categorizedinto the matured, developing (advanced, intermediate and beginner)
or infancy brackets. Practical policy recommendationswill then be proposed to elevate a
domestic sukuk market to its next phase of developmenthe yarddicks highlighted aboveare
applicable to all phases of developmentand are key to elevaing a nascentsukuk market to
developingstatus,and from developing tomatured.

Based on the yardsticksabove the respective case countriebad then beenranked acording o
Oi OOEOE | AoHd&d@ddentTéble ¢ BummarizesOEA AT O1 OOUBO OOEOQE
growth and its contribution to the global sukuk market

Table 1: Stage of Sukuk Market Development by CaseStudy Countries

Country Stage of sukuk market Rationale
development

- Al AUOEAGO OOEOE 1 AOEAO
and remain as the world leader in terms of market
share. As at enek016, Malaysia recorded a 41.1%
(USD29.9 billion) share of total global sukukssued. Its
Al AOGOEEZEAAOGEIT T O1 AAO Oi AC

Malaysia Matured pipeline of sukuk issuance by the public sector (34.6%
and private sector (65.4%), vibrant ecosystem (e.g. ta:
incentives, intermediation by NBFIs) and a strong value
proposition that puts sukuk at an advantage comparec
to conventional bonds.

By market share, the UAE made up 10.7% (USD8.(
billion) of total global sukuk issuance as at en@016,
mainly from the private sector. On average, UAE ranke!
second afte Saudi Arabia in contributing to the supply
i £ '##60 Al Obi OAOA OOEOE
ecosystem has room for further improvement, its
healthy pipeline of corporate sukuk supports the
i AOEAOGO 1 AGAT T &# AT i PAOE

Developing

UAE (Advanced)
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Country Stage of sukuk market

Indonesia

Turkey

Hong Kong

Nigeria

Sources. RAM, ISRA

development

Developing
(Intermediate)

Developing
(Beginner)

Devebping

Infancy

Rationale

4EA YT ATTAOEAT ci O6AoTi1 AT C
EAO AAAT A AT1T1T O )YTAIT-A
2016, the country recorded 16.3% (USD11.9 billion)
market share, supported by issuances from the pubilic
sector (97.2%) and private sector (2.8%). By
comparison, the sukuk ecosystemfavours the public
sector with no real value proposition created for
corporate issuers. Nevertheless, Indonesia is place
01 AAO OAAOGAI I PET ¢ AOA O
potential in capturing a slice of the ¢pbal sukuk market.
4EA COI xOE T &£ 400EAUB8O O
development of its participation banks and sovereign
EOOOAT AAOG8 &OiTi OEA OAI AA
for sukuk, the number ofissuancehas rapidly grown to
garner more than 4.0% (USD30 billion) market share of
total global sukuk as atenec mp @8 4 EA Al
01l AARO OAAOAI T PET C8 AOGEA
supportive role to move the sukuk industry to its next
phase of growth.

Hong Kong is reputed as an established internationa
financial centre. Its endeavourto include Islamic finance
into its financial system is to support a complementary
role to the Islamic finance community which it currently
serves. As a notDIC naton that has returned to tap the
sukuk market three times, it underscores the
Ci OAOT 1 A1 660 ET OAOAOGO Oi
and investor base. Itscategorisation®1 AAO OA A
relate to this initiative by the government compared to
other global financial centres such as London, New York
and Singapore.

Nigeria has proactively included Islamic finance into its
master plan to facilitate its ICM progression. However,
its underdeveloped financial system, currency
fluctuation, etc. pose certain challenges to grow its
domestic bond market. Hence, its placement unde
OE1T £ZA1 Aus O1I AAPEAO OEA
market infrastructure and attainment of
macroeconomic stability to facilitate the growth of its
domestic bond market
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In conclusion, the critical success factors for the establishment of a sustainable sukuk market
include the following:

Cohesive collaboration with key market stakeholders z the developmentof aAi OT €
economic growth is the responsibility of all market players. Specific roadmap and
framework for the inclusion of ICM, interlinking sukuk as a core componentis key to guide
and measurethe effectivenessof participation level.

Vibrant ecosystem z the amalgamation of a strong legal and regulatory
regime, coupled with a conducive tax environment is the basic building
blocks for sustaining long-term capital market growth. Its evolution to
establish a compelling value proposition for sukuk will be the tipping
point in creating asuccessfulCMlandscape

Intermediation of domestic financial resources z core to building a
sustainable financial environment is the effective mobilisation of
domestic financial resources However, basic pillars to grow domestic
wealth starts with the stability ofaA T OT @n@dtbécOnomicfactors that
promotes value creation within the domicile financial system Oncethis is
present there will be a competitive financial system that mobilises
internal savings(e.g. pensionfunds) for productive investment.

Sustainable supply of private sector z the bestyardstick in tracking the

pulse of alocal sukuk market is the performance of the private sector (i.e.

quasigovernment and corporate issuance) There are many successful
precedenceof the role private sector playsin promoting economicgrowth

and ensuring their support is a commercial balance which needsto be
developedonthe onset

Shariah governance framework z a seamlessShariah governanceprocessbuild into the
financial system will make it attractive for all market players. Harmonistion of Shariah
principles and interpretations adds clarity to product development, builds market
confidenceand createsawarenessof the benefits of Islamic finance.
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1. INTRODUCTION

Sukuk, commonly known as Islamic certificates or securities, play an increasingly sifjoant
role in the ICMas it allows investors to share the profits derived from the asset or activity that
has been financed. The growth of sukuk as a financial instrument has predominantly been
driven by Muslim countries, such as Malaysia and those thatake up the Gulf Cooperation
Council (GCC). The combination of a large Muslim population and a wsttuctured Islamic
banking system based orcommon principles amongthe Muslim community, notably Shariah
or Islamic law, has enabled these countries to issuamost all the sukuk todate in a global
market that is nowworth more than USD100.0 billion a year.

Sukuk is becomingan important asset class for investors fronboth conventional and Islamic
backgrounds.By the same token,tiis also attracting the attention of sovereign, multilateral
and corporate issuers worldwide, thus further increasing the numbers embracing the
principles of Islamic finance. The following provides a brief outlook o the sukuk market and
the objectives, methodologyand overview of this publication, The Role of Sukuk in the Islamic
Capital Markets

1.1 GLOBAL OUTLOOK OF THE SUKUK MARKET

The sukuk market remained activan 2017, bustling with new announcements and promising
indicators of progress. The industrydelivered a strong peformance in the first half of 2017

registering up to USD53.6 billion Eikon-Thomson Reuters).Notably, the global sukuk market
reboundedin 2016, providing renewed confidence to market participants and setting thetage

for more sukukissuancein 2017 andbeyond.

Ground-breaking issies ET  ¢mpyx ET Al OAA 3 AOAE | OAAEABO
SAR17 billion (USD4.53 billion) under its Saudi Arabian Government SARRnominated sukuk
programme, which was oversubscribed more than3 times, with demand exceeding SAR51.0
billion. In Turkey, the government launched the sale of goldenominated lease certificateson

2 October 2017 in an attempt to OAD E T O gofifdldings OBe issuanceutilized public
assets held by the central government, statewn enterprises and localadministrations as the
underlying asset.

Africa has alsomade some wavesin the sukuk market, with The Gambi&® @suance ofa
number of short-term sukuk and Nigeria finally makingits debut with a sovereign sukuk
valued at 100 billion Nigerian naira (about USD277.0 million) for road construction and
rehabilitation . More countries in Africa areanticipated to join the sukuk bandwagon in the
foreseeable future such as Kenya and Morocc&lsewhere, theHong Konggovernment issued
another sovereign sukuk in 2017,positioning itself as one of thefavored emerging sukuk
markets for issuers. Another noteworthy announcement was by the UK Treasyrwhich
promised to return to the sovereign sukuk market in 2019 withthe reissuanceof its GBP2@

i AEA

million inaugural sukuk (issued in 2014). ThisunderlinesOEA 5+ Ci1 OAOT i AT 660 AT i

further developing its Islamic finance market.

Other issuances whichgenerated much market hype include thepioneer RM250.0 million
(about USD59.0 million)green SRI sukukfrom Malaysia issued by Tadau Energy Sdn Bhd in
July 2017 followed by Quantum Solar Park Malaysia Sdn BBd®M1.0 billion (about USD236.0
million) issuance in OctoberGiven theincreased emphasis on environmerdl protection, green
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sukuk is expected to play a moreimportant role in the coming years andgarner greater
support from regulators, governments and the private sectoin building a more sustainable
and eccfriendly economy.

1.2 AIMS, OBJECTIVEBND SCOPE OF THE STUDY

The main objective @ this study is to analyzethe role of sukuk as an instrument for capital
market development and resource mobilization and as analternative financing tool for the
economic developmentof the public and private sectors. The research showcasd&scountries
in different stages of sukuk market development, includingg OIC member countries and a
selected norOIC member country. Based on this analysis, ghstudy provides policy
recommendations to promote sukuk at both domestic and global levels. It also envisages
facilitate the building of a cohesive sukuk development roadmathat OIC member countries
canadopt.

The study specifically covers the following:

1. The key building blocks in developing a sukuk market, including examining the
theoretical and legal naures of sukuk, the institutions involved in developing the
sukuk market, the parties involved in sukuk issuanceand the requisite conducive
environment.

2. Comprehensive assessment of sukuk structures, issuancasd investments, including
topics and challengesvis-a-vis operational aspectssuch as legal and regulatoryssues
Shariah governance, innovation in sukuk structuringthe nature and application of
sukuk structuring techniques, risk analysis, rating and pricing.

3. Case studies of sukuk developnmg in 6 OIC and norOIC countries, includingthe
growth of their sukuk markets, analysis of thé& sukuk issuances, structures and
investments, the challenges and drivers affecting the development of the sukuk
market, and policy recommendations to addresshe issues arising and spur the
growth of the sukuk market.

1.3 METHODOLOGY

Based on the objectives and scope of the study, the following methodoldggs beenadopted to
investigate the various aspects of sukuk development in the OIC and selected +@IC memler
countries:

1. Desktop Research: This involves the review of the written literature, information,
documents, country experiences, practices and works of relevant international
institutions, and open sources of relevant national institutionsTo enrich the study, it
also involves analysis of data from industry and economic reports, research
publications, macroeconomic data, and surveys of OIC countrid®rimary data from
Bloomberg andEikon-Thomson Reutershave beenused to assessnformation on the
market shares of various segments in the Islamic financial marketgcluding sukuk, to
provide a comprehensive assessment of sukuk structures and issuances across
jurisdictions by different entitiestcorporate, quasisovereignand sovereign.

2. Survey and Interview (Online Survey, Phone Calls, Faceto-Face Meetings and
Field Visits): Thisinvolves the development of survey questions and servstructured
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interview questions on the core scope of the study, i.e. the developmenttbe sukuk
market and its role in the ICM, from various perspectiveddissuances, structures,
investments, enabling infrastructure, issuesand challenges. A series of interviews
have beenconducted with various parties involved in the sukuk market such as
issuers, lead arrangers, investment bankers, investors, legal adviseand regulators.
The results from the interviewsprovide someinsights on the challenges faced and the
necessary improvements required tdfurther develop the sukuk market particularly in
countries in the infancy and developingstages.

The selection ofsubjects for case studieswas based onthe diversity of regions and the

different development stagesof their sukuk markets in terms of their legal and regulatory

frameworks, size and segmentd.ooking athistorical OOAT AO AT A OEA OO&GOAUBO b
a development roadmagpfor sukuk markets, Table 1.1 list the countries chosen as case studies.

Five OIC member countrieshave beenselected along with Hong Kongla nonOIC member

country, based onits developed capital markets andncreasingimportance as a sukuk issuetin

South East Asia

Table 1.1: CaseStudy Countries by Category of Sukuk Market Development

Infancy Developing Matured
Nigeria UAE Malaysia
Indonesia
Turkey
Hong Kong

In terms of regional location, the selected countries are classified agr Table 1.2.

Table 1.2: CaseStudy Countries by Regional Location

Region Asia Arab Africa
OIC Countries Malaysia UAE Nigeria
Indonesia
Turkey
Non-OIC Countries Hong Kong

1.4 OVERVIEW OF THE STUDY
The study comprises chapters and isorganizedaccording to the following topics:
Chapter 1: Introduction

This chapter provides a brief outlook @ the sukuk market, sets out the researchbbjectives and
explains theadoptedresearch methodology
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Chapter 2: Developing a Sukuk Market: Key Building Blocks

This chapter discusses sukuk as an Islamic financial instrument and delineates its role in
developing the Islamic financial industry. Italso deliberates on the prominentdomestic and
global institutions in the development of the sukuk market, as well as the roles and
responsibilities of the parties involved in sukuk issuance In addition, it touches on the
importance of creating aconducive environment for sukuk, including the legal, regulatory and
supervisory framework, and Shariah governance framework.

Chapter 3: Sukuk Structures, Issuances and Investment

This chapter assesse8 main themes in sukuk structures, issuancesand investments. It first
conducts a comprehensive assessment tife main sukuk structures used in OIC and ne®IC
countries and adopted in sovereign, quassovereignand corporate issuances. It highlights the
key issues and challenges pertaining to disputed structes andthe complexity of various
structures. The chapteralso assesses the sukuk issuances in domestic and international
markets, new developments and trends, and issues and challenges. It themlgses sukuk
investments, particularly focusing on factoranfluencing demand forsukuk, the different types
of sukuk investors, the issues ofredit rating as well assukuk pricing, and the pursuit of the
ESG agenda.

Chapter 4: Case Studies

This chapter examines thes selected case studies, classified &alling into either the matured,
developing andor infancy stages ofsukuk market development Each case study provides an
overview of the development of the sukuk market, an analysis of sukuk structures, issuances
and investments the challenges and factorshaping the development of the sukuk market, and
policy recommendations to address thdssuesarising and to spur the growth of the sukuk
market.

Chapter 5: Policy Recommendations on Sukuk Market Development

This chapter proposesa strategic framework and road map to develop the sukuk market.
Based on the analyss in Chapters 2 and 3 as well as the case studies in Chapter 4, the
recommendations seek to ddress structural, regulatory, technical and other main challenges
that prevent the development of the akuk market at the domestic and global levels. It also
provides specific country- and international-level recommendations pertaining to sukuk
market development.

Chapter 6: Conclusion

This chaptersummarizesthe research findings and concludes the disasion.
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2. DEVELOPING A SUKUK MARKET: KEY BUWDING BLOCKS

2.1 SUKUK AS AN ISLAMIC FINANCIAL INSTRUMENT

The idea of finding aShariah-compliant alternative to interest-bearing bonds, with features
and benefits similar to bondshad led to the contemporary develpment of sukuk as an Islamic
financial instrument. Islamic financial institutions had needed a Shariafcompliant tool that
could be structured as a shorterm instrument, to manage their excess liquidity. They also
needed a Shariakcompliant instrument to raise medium- to long-term large-scale financing.
Corporations and governmentsalike had soughta non-interest-based financing vehicle to raise
funding for infrastructure projects, real estate development, asset acquisition, business
expansion and other scio-economic projects. The early sukuk issuancesad thus mimicked
the features of fixedincome securities, providing regular returns to investors throughout the
maturity period and repaying the capital upon redemption. The sukuk issuancedad been
backed by revenue from specific projects, instead of generating returns. Sukuk can also be
issued in various denominations, currenciesand tenures. Similar to conventional securities,
they can be structured to target different types of investors, be rated and ted, be traded on
the secondary market, be restructured and reschedulednd be secured against different types
of assetsAll said Shariah compliancds vital in sukuk structuring, issuance and trading

2.1.1 EVOLUTION OF SUKUK AS AN ISLAMIC FINANCIAL TRUMENT

The evolution of sukuk can be traced back from its classical aigo its development in
contemporary times. Early utilization of the term Gukukain classical literature can be traced
back tothe 1st Century AH during the Umayyad Caliphate undertte rule of Caliph Marwan ibn
al-Hakam. A narration quoted inal-- O x A ©fOrdam Malik (hadith no. 44) refers tosukuk as a
certificate - more specifically, commodity or grain coupons- entitling its holders to the receipt
of commodities/grains when the sikkuk matured. The holders of these certificates used to sell
the sukuk for cash before taking delivery of the commodities/grainsupon maturity. This
practice had led to the sale of the underlying assets that the sukukepresented before the
holders took ownership of the commodities/grains. It was thus disapproved by scholars at the
time.

I AAT OAET ¢ Ooill), thé Otibad Ampjre (129%1923) had been issuingsimilar
financial certificates, known aseshamto finance public debtsince 1775 These certiicates had,
as underlying assets, the right to collect taxes (a form of financial righthhe tax revenue due to
the statehad beensecuritized to raise financing.

In more recent times, the International Islamic Figh Academy of the Organisation of Islatn
Cooperation (IFAOIC) discussed the issue ofmugaradah bonds in 1986 and 1988. The
deliberations established the conditions of issuingnugaradahcertificates and thuslegitimized
the concept of sukuk. The idea approved was that ofraugaradah sukuk (a term used by the
- Al EEE A1 A 3 E A £E,dvlich © Aifilaritd tite termnudaiabaksgkak), where
the sukuk certificates represented:

. evidence of capital ownership, on the basis of shares of equal value,

registered in the names of their owners, as joint owners of shares in the

OAT OOOA AAPEOAT 10 xEAOAOGAO OEAPA EO 1 AU
share therein (IFAOIC, Resolution No. 30 (5/4), 1988).
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The IFAOIGE O O A Goh @ ddhhisukuk had comeafter the Ministry of Awgaf, Islamic

Affairs and Holy Places in Jordan initiated the process of issuing sushkuk in 1977. The
Government of Jordarhad beenlooking for Shariah-compliant financing for the renovation of
wagf properties and had sought to use the revenue generatelly specific projects to back the
sukuk issuance. To initiate the process, had promulgated the Mugaradah Bonds Act which

came into effect in 1981.

Besides Jordan, several attempt&ere made by other countriesto issue sukuk before 1990,
notably Pakistan, Malaysia and Turkey. These issuancewere, however,short-lived (except for
Malaysian government issuances) due to the prevailing conditions at dh time in those
countries.

The sukuk market underwent a nascent stage in1990-2000. RAM (2013) identified this period
as the awarenesshuilding phase by stakeholders, including potential issuers and investors. In
Malaysia, much attentionhad beengiven at that time to the introduction of thesukuk market,
the players, the conce, the mechanisns andthe structures of sukuk.

The sukuk market marks its actual emergencefrom 2001. There has been an increased
number of sukuk issues amid significant market growth. Sukuk has also evolved as a finanail
instrument in terms of the various types of Shariah contracts used inits structuring, the
underlying assets backg the issuancethe types of sukuk issued and developments in terms
of players, investors, marketsand infrastructure s, among othersFigure 2.1summarizesthese
main phases of sukuk development.
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Figure 2.1: Main

Phasesof Sukuk Development

Early Sukuk Emergence of
Issuances Sukuk Market
«In the 1%t Century *Muqaradah bonds «First corporate «Market emerged «Strong investor
AH during the were issued in Jordan sukuk issued by with the appetite for sukuk
Umayyad Caliphate as early as 1978 Shell MDS Malaysia Government of «Growth of the
under the rule of +The issuance of in 1990. Bahrain's first halal industry led
Caliph Marwan ibn Egggcpaat::inn'rerm «Followed by small sovereign ijarah to expansion of the
al-Hakam, sukuk had Pakistan began in local issuances, sukuk in 2001. sukuk market.
been issued as 1980 mainly in Malaysia. e[ssuance of the «More jurisdictions
commodity/grain «Government «Period of theory first rated join the
coupons that Investment Issues and model building; international asset- bandwagon as
entitled the holders (GII) were first no active market based ijarah sukuk issuers.
to the receipt of offered by the development. by the Government «More innovation
commodities /grains Government of of Malaysia. expected.
when the sukuk Malaysia in 1983. «More innovative
matured. eRevenue-Sharing product
«From 1775 Certificates were development such
onwards, the issued in Turkey in as retail sukuk,
Ottoman Empire 1]? 84. perpetual sukuk,
i ePeriod of ad hoc K
(1299-1923) issued development; no subordinated
financial certificates active market sukuk, SRI sukuk.
known as esham, to emerged.
finance public debt.
\_ AN /
Historical Pre-1990s > 1990-2000 2001-2016 2017-Future

Source: ISRA2017)

2.1.2 GENERAL PRINCIPLES, MILESTONEND KEY TRENDS

Unlike conventional securities, sukuk must adhere t&hariahrules and principles, including its
structuring, the underlying assets that back the sukuk issuance, the investment of sukuk
proceeds, as well as its trading and rescheduling/restructuring.

A A number of Shariahcompliant contracts are used to createfinancial obligations
between the sukuk issues and sukuk holders, including sale, lease, partnership, agency
and a combination of contractsWakalah contracts have been increasingly useih recent
years.

A The underlying assets of the sukuk structure must be Shariatompliant and may
include tangible assets, usufructs, income-generating services intangible assets,
receivables from Shariakcompliant commodities, andthe assets of particular projects or
investment activities. The underlying assets afukuk have further developed to include a
mix of both debts (e.g. receivables from Sharialtompliant sales of commodities) and
non-debt assets (e.g. tangible assets comprising lease assets and Shac@hpliant
shares) to form a blended portfolio.

11
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A The investment of sukuk proceeds Bould be for Shariahcompliant purposes and mostly

fund activities in real sectors.

A Thetradability of sukuk is guided bythe relevant Shariah rules, e.g.ukuk holders must
own all the rights and obligations associated with the ownership of theukuk assets and
sukuk must not represent receivables or debts (AAOIFI, 2015).

A The rescheduling/restructuring of sukuk may be treated differently, depending on the
type of underlying assets involved andhe underlying Shariah contracts used in their
structuring.

2.1.3 THEORETICAL AND LEGANATURE OF SUKUK

In theory, all sukuk represent a form of equity as thegpitomise certificates that confer to their
ET 1 Adwoebship of an asset or a pool of assetand/or a claim to its/their cashflows. In
practice, sukuk arecharacterizedaccording o their riskzreward structures and profiles; hence
they are divided into salebased, leasebased, partnershipbased, agencybased and hybrid
sukuk (which possessthe characteristics of both debt and equity). This classification is also a
reflection of the underlying Shariah contracts used in their structuring. Moreover, not all sukuk
are assetrooted: some are fully assebacked,others have limited degrees of ownershipwhile
some merely refer to a pool of reference or collateral assets. The nature and tygfeassets used
form the second categoryin sukuk classification. In addition, sukuk are known for their
technical and commercial featuresbased on the nature of the issuerthe tenure of the
certificates, the complexity of the structures and other featues.

Sukuk, Bonds and Shares

Sukuk, bondsand shares are capital market instruments. They share some similarities and
differences with each other. Table 2.1 provides a detailed comparison between the
instruments.

Table 2.1: Comparison between Bonds, Sukuk and Shares

Nature

Issuers

Investors

Relationship
Established
Between
Issuers and
Investors

Bonds

Represent 1014 or
interest-bearing debt

obligations of the issuer.

Issuers of conventional
bondsare not limited in

their business activities.

Only non-Islamic
investors.

Lending relationship
giving investors the
status of creditors.

Sukuk
Represent proportionate ownership in
Shariah-compliant assets, usufructs,
services, intangible assts,
commodities, or profit-sharing
ventures, or financial asses, or any
combination of thesethrough a mixed
portfolio of various assets.
Any issuerthat is engaged in business
activities which are permissible under
Shariah.
Islamic and nortlslamic investors.

Relationships are based on Shariah

contracts usedin structuring the sukuk.
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Shares
Represent proportionate
ownership in the
corporation.

Any issuer.

Islamic and nontlslamic
investors.

Investors are conferred
ownership rights
(becomeshareholders) in
the corporationsissuing
the shares.
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Underlying
Assets

Asset-Related
Expenses

Status

Return sto
Investors

Principa |
Repayment by
Issuers

Utilization of
Proceeds

Tradability in
Secondary
Market

Pricing

Bonds
No assetis required for
unsecured bondsi.e. the
bonds neednot be backed
by anycollateral. For
secured bondsthe
underlying assets backing
them may includenon-
Shariahrcompliant assets.

Bond holdersare not
affected by assetelated
expenses.
Generallyinvolves
unsecured creditors,
except ifthe bonds are

backed by specific assets.

Coupon payments in the
form of interest
representing a
percentage of the capital.
They correspond to fixed
interest, connotedasriba.
Return of principal at
maturity is an irrevocable
obligation, irrespective of
whether the funded
project is profitable.

No specific requirement.
Bonds can be issuetb
meet anyfinancing needs
that are legal in the
jurisdiction of the issuer.
Selling bondsrepresenta
sale of debt.

Bond pricing is based on
the credit rating of the
issuer & well asterms
and conditions, usually a
spread over a reference
interest rate.

Source ISRA (2017: 3B3)

Sukuk
Underlying assetsmust comply with
Shariah requirements. Underlying
assets can represent both debt (arising
from Shariah-compliant activities) and
non-debt assets. Asset backing has
evolved from 100% of assets to
minimum levels 0f51%, 33% or 30%.
In certain jurisdictions, it is acceptable
to have 100% of debt receivables and
no other asset.
Sukuk holders may be affected by asset
related expenses.

Sukuk holders in assebacked sukuk
have recourse to the assets in the event
of default, or if the issuers have
difficulty in repaying. They are ranked
senior to unsecured creditors Holders
of assetbased sukukare generally
ranked pari passuwith other unsecured
creditors and have no recourse to the
assets.

Periodic payments represent a
percentage of actual profits (generated
from sale and partnership contracts)
and rentalincome (generated from
lease contracts).

In principle, there is noex-ante fixed
obligation of capital repayment for

equity-based contracts. There are

usually repurchase undertakings or
dissolution provisions to guarantee
capital repayment underijarah and
other structures.

Proceeds must be used to finance

Shariah-compliant activities.

Sellingsukuk is basically the sale of a
sharein an asset or a project. Shariah
standards at the global level €.g.
AAOIFI) only allow the sale of tangible
assets, some intangible assetnd
interestsin ventures, whereas Malaysia
allows the sale of debt (for salebased
sukuk).

Sukuk pricing depends a the structure
of the sukuk. For nonrrecourse asset
backedsukuk, pricing is based on the
asset backing the sukuk. For sukuk
structured based on fixedincome and
debt-creating contracts, their pricing is
typically similar to bond pricing, but
may be affeted by factorsthat include
market depth/breadth, liquidity and
complexity.

13

Shares
Not required.

None.

Shareholders represent
the most junior in rank to
other classes of securities
with full or preferred
voting rights. Equity can
also be in the form of
preference shareswhich
have nearsenior claims
to dividends and capital.
Shareholders receive
dividend payments.
These are not guaranteed
by the corporation.

None, as shares represent
perpetual instruments.

Equity can be issuedo
meet any financing need
of the corporation.

Represents a sale of
shares in the company.

Pricing is tied tothe
performance of the
corporation.
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Difference in Shariah Views on SelectedShariah Principles

There are differences inShariah opinions among scholars on some of th&hariah principles
applicable to sukuk structuring and trading such asbaydal-inah (sale and buyback) andbayd
al-dayn (sale of debt).BayGal-inah is applied inijarah and murabahah sukuk involving the sale
and buy-back of the underlying assets or commoditiesThe majority of scholars prohibit inah.
For example, he International Islamic Figh Academy (IFA) of the Organisation of Islamic
Cooperation (OIC), in its 20 session (2012) issued a resolution prohibitingthe current
structure of assetbasedijarah sukuk becauseit is a form of seltand-buy-back arrangement payd
al-inah). Nonetheless, based on its meeting held on 12 December 1998e Shariah Advisory
Council (SAQ of Bank Negara MalaysigBNM) approves of baydal-inah as the mechanism is
AAAADOAAT A O1 OEduidgiiedor®dligted Tdpial Niatket Prddick under the
Lodge and Launch Framework015) by Securities Commission MalaysigSC)also allow the
trading of sukuk representing only recevables at any price, subject to some conditiong&ven
so, there have been efforts in the Malaysian market to introduce some degree of Shariah
harmonization by shifting away from baydal-inah practices. This is mainlythe result of an
attempt to align Malaysian market practices with Middle Eastern practics, to seek greater
international acceptance of Islamic financial transactions.

Two main schools of thought prevail regarding the secondary market trading of saleased
sukuk, which faces the issue ofbayGal-dayn (sale of debt) These sukukcreate indebtedness
due to the sale of the underlying assets (e.g. ibaydal-inah, tawarrug, murabahah, istisnad
transactions) or commodities to be received in the future (e.g. isalamsukuk). Global Shariah
standards restrict the trading of these sukukbecause receivables are viewed as money; thus,
trading must be done at pari.e. for the same amount with no discounting. On the contrarthe
sale of debt at a discount is allowed by theA® of the SC,which enablesthe trading of sale
based sukukin the secondary market(ISRA, 2016).

2.1.4 THE COMPATIBILITY OF CURRENT SUKUK PRACTICES WITH ISLAMIC LAW

Sukuk structuring must, of course,comply with Shariah principles. However, Shariah issues
arise in the structures of seeral sukuk. One of the strongest criticisms against partnership
based sukukis by the prominent Shariah scholar, Mufti Tagi Usmanin 2007. He stated that
the use of purchase undertakings and liquidity facilities convegtpartnership-based sukuk toa
debt-basedtransaction, whereby the sukukis redeemed at par value and sukukolders are
paid a guaranteed periodic return on capital throughout the tenure of the sukukPursuant to
the Shariah concerns raised, the AAOIlFonounced in February 2008 thatpartnership-based
sukuk prohibit credit enhancements in the form of Sharialtompliant funding to smooth out
periodic income distributions to sukuk holders and purchase undertakings to guarantee the
return of the principal amount to sukuk holders at its par or rominal value. Shariah scholars
constantly seekto address the concern®n Shariah issues
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2.2 IMPORTANCE OF SUKUK IN DEVELOPING THE ISLAMIC FINANCIAL
MARKET

Sukuk represents the secondargest component of the Islamic finance industry, after Islamic
banking. Post-2000s, it has been championing the Islamic finance industry, capturing the
attention and interest of a wide range of issuers and investors. It has expanded the Islamic
financial market to far-off jurisdictions across the globewith sukuk considered an important
fund-raising tool by both Muslim-majority and non-Muslim-majority countries.

2.2.1 ASSET DISTRIBUTION IN VARIOUS SEGMENTS OF ISLAMIC FINANCE

I AAT OAET ¢ O 2!'-h OEA ci11AAl ) Ol4khik dectorBH.€. AT AA
Islamic banking, sukuk, Islamic funds andakaful) summed up to USD2.2 trillion as at end
Deember 2016. The industry has beencharting a CAGRof 5% since 2012 The ICM
particularly sukuk, has been the fasting growing among alhe asset classes itslamic finance

Islamic banking continues to dominate the industry, with USD1,657.0 billion of global assets as
at end-December 2016, representing 75% of the Islamic finance market. Masfollowed by the
sukuk market, with outstanding sukuk amounting to USD328.0 biion as atthe same date,
accounting for 15% of the entire market. However, Islamic fund assets andtakaful
contributions still only represent a small percentage of the Islamic finance industry,with a
respective USD183.0 billion (8% market share) and USYO0 billion (2% market share). Chart
2.1 shows the breakdown of Islamic finance assets by sector aseatd-2016, while Chart 2.2
illustrates the growth of Islamic finance assets between 2012 and 2016.

Chart 2.1: Sectoral Distribution of the Islamic Chart 2.2: Growth of Islamic Finance
Finance Industry (2016) Assets (USDbillion, 2012 -2016)
Islamic Takaful W Islamic 2,500.0
Funds Assets Banking Assets

2% B Sukuk 2,000.0
Outstanding

Islamic Funds 1,500.0

1,000.0

B Takaful Assets

. 500.0
Islamic

Banking

Assets )
75% 2012 2013 2014 2015 2016

Source: RAM
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2.2.2 THE ROLE OF SUKUK IN DEVERING THE ISLAMIC FINANCE INDUSTRY

Sukuk plays an important role in further developing and expanding the Islamic finance
industry. It is the secondfastestgrowing asset classwith a CAGR of 5% since 2012, according

to data from RAM.It provides issuers with an alternative to syndicated loan financing and

bonds, to finance their capital expenditure and acquisitions. They can tap the ICM to raise
alternative funding that is backed by strong investor demand. Similarly, it allows investors,
who may havepreviously over-relied on bank deposits and equityto access the ICM and nen

equity-like instruments.

The following are some ways in which sukuk can furtheexpandthe Islamic finance market:

A The issuance of sukuk adds to the diversity of ICM products, prowidy further
dynamism to the Islamic financial system. Most international financiatentres aim to
include sukuk as one of thi products to attract international issuers and investors
One such example is Hong Kong. To further consolidaits position as a global
financial centre, Hong Kong has been activelgursuing the development of a sukuk
market, with 3 issuances from the governmento date, i.ein 2014, 2015 and 2017.

A Sukuk represents an alternative public and corporate debt instrument for funding
purposes. For instance3 AOAE | OA A E A Gison 2080mhichiaim®tb educe
OEA A1 O1 60U80 AAPAT AATAA 11 T EI OAOAT OAnR
capital markets as a source of lonterm funding for the financing of proposed projects
This provides opportunities for the further growth of sukuk.

A For governments, sukuk represerg an important tool to fund budget deficits,
infrastructure and mega projects, and other economic development programes. For
instance,amid the GCC member d®@1 O OE A O 8 oilkevéniied they ta@capitalize
on the strong global appetite for sukuk to financevidening budget deficits.

A Sukuk with shorter tenures can also be used as a tool in the Islamic money market,
providing retail banks and other Islamic financial institutions with liquidity
management faciliies. Such shortterm sukuk for these purposes have been issuetly
Bangladesh, Malaysia, BahrainThe Gambia, Indonesiaand Brunei Darussalam.
Looking ahead,more of such shortertenured sukuk is expeted to be issued in
jurisdictions that seek topromote their domestic Islamic finance industies.

A The availability of shortterm sukuk can support the launch of Islamic retail
banking/financing services in jurisdictions where such services are not avaitde. A
government issuance of shorterm sukuk, for instance, will provide a Shariah
compliant asset that banks could use to back the supply of Sharisbmpliant retail
products.

A Similarly, the issuance of debut government sukuk can helgreate pricing benchmarks
againstwhich all other debt instruments in the same market can be priced. This is an
essential starting pointto encouragethe development of corporate sukuk and other
government isstesin markets where sukukhasyet to evolve.
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2.2.3 PIONEERING CONTRIES IN THE SUKUK MARKET

SEATIT -$3 -Al AUOGEA 3AT " EAGJ Orecoghized &s heiOOORA BRAO EI
pioneer sukuk. It was the first ringgit-denominated corporate sukuk and wasssuedby a non

Islamic company in a Muslimmajority country, i.e. Malaysia. Over the years, Malaysihas

evolved into a leading centre for sukuk issuance accounting fora significant share global

issuance, as reflected in Chart 2.3.

Chart 2.3: Malaysia vs Global Sukuk Issuance
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160.00 - - 100%
140.00 -

- 0,

120.00 - 80%
100.00 - L 60%
80.00 -

60.00 - - 40%
- i | ool

ooo - mm W wm H . . . . . . ; l 0%

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

mmm Malaysia sukuk issuance Global sukuk issuance === of Malaysia sukuk over total global sukuk

Sources: EikoiThomson ReuterfRAM

Sudan was another pioneerof sukuk issuancesin the 1990s. The Sudanesegovernment
developed sukuk as an alternative monetary policy instrument foopen-market operations,
such as:

A ShahamaBonds or GovernmentMusharakahCertificates (GMG). These are shorterm
securities issued since 1999to raise shortterm government financing to cover such
costs as civil service andlefenseexpenses (Instituteof Islamic Banking and Insurance,
20009).

A Government Investment Certificates (GI§). These are mediurtterm securities,
whereby the Ministry of Financeis the originator and the money raised is invested in
specific projects financed by the government.

A Central Bank ljara Certificates (CIG), which are backed by the buildings owned by the
Central Bank of Sudan.

In recent years, some countries outside the key markethave launched some pioneering

issues. These debut sukuk reflect the positivemarket momentum at present. Some of these
ground-breaking issuances by the new entrants in the sukuk marketre shown in Figure 22.
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Figure 2.2: New Entrants in the Sukuk Market

Foreign Currency

* Hong Kong:
» Issued inaugural 5-year sovereign ijarah sukuk
worth USD 1 billion on 11 September 2014.
» Issued second 5-year sovereign wakalah sukuk
worth USD 1 billion on 3 June 2015.
+ Issued third 10-year sovereign wakalah sukuk
worth USD 1 billion on 28 February 2017.

H

United Kingdom: [ssued debut 5-year sovereign ijarah
sukuk worth GBP 200 million on 25 June 2014.
Senegal: Issued first 4-year sovereign ijarah sukuk
worth CFA 100 billion on 18 July 2014.

Luxembourg: Issued debut 5-year sovereign ijarah
sukuk worth EUR 200 million on 1 October 2014.
Ivory Coast:

* South Africa: Issued debut 5-year-9-months
sovereign ijarah sukuk worth USD 500 million on 17
September 2014.

* Issued debut 5-year sovereign ijarah sukuk
worth CFA Franc 150 billion on 28 December
2015.
* Issued second sovereign 7-year ijarah sukuk
worth CFA Franc 150 billion on 6 August 2016.
» Jordan:
* Issued debut 5-year sovereign murabahah
sukuk worth JOD 75 million on 22 May 2016.
» Issued second 5-year sovereign ijarah sukuk
worth JOD 34 million on 17 October 2016.
» Togo: Issued debut 10-year sovereign ijarah sukuk

/ worth CFA Franc 150 billion on 10 August 2016.

Nigeria: Issued debut 7-year sovereign ijarah sukuk
worth Naira 100 billion on 22 September 2017
Although these issuances still represent a smatlercentageof the sukuk market, they reflect
the keen interest shown by sovereignsin tapping the ICM to generate fading. Efforts have
been made despite the existing challenges faced by the industrsuch asthe lack of a
standardized sukuk framework, which makes it difficult to set up legal structures and
legislation in the respective jurisdictions to facilitate sukukissuance. This may mean a more
cumbersome issuance process, a longer time frame and higher costs compared to conventional
means of raising finance Thomson Reuters, 2017)

A

Sourcesukukcom
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2.3 KEY DOMESTIAND GLOBALINSTITUTIONSIN THE SUKUK MARKET
AND THEIR ROLES

Domestic and international institutions are pre-requisites to the growth and development of
sukuk markets, both local and global. While domestic institutions are pertinent to the

POTITTOETT 1T A& A @ idteriaidbadsOkukissuank&rdenational institutions

play their rolesin fueling the growth and sustainability of theglobal sukuk market.

2.3.1 KEY ROLES OBOMESTICAND INTERNATIONAL INSTITUTIONS
Prominent Domestic Institutions

Each country has its own domestic institutionghat play key roles in diferent stages of sukuk
market development. The most prominent domestic institutions are highlighted in Figure 3.

Figure 2.3: Domestic Institutions in the Development of Sukuk Structures and Issuances

| Different countries have different government
agencies which are responsible to issue sovereign 1
sukuk. Examples: 1
¥ Malaysia & Indonesia: Ministry of Finance 1
¥ UAE: Department of Finance of emirate 1
governments 1
¥ Turkey: Undersecretariat of Treasury 1
¥ Hong Kong: Hong Kong Monetary Authority |
Nigeria: Debt Management Office :

-

1
| The regulatory authority that |

| Sukuk issuers may opt for primary and |

Central
Bank/Monetary
Authority

v Indonesia Stock Exchange
v UAE: Nasdaq Dubai, Dubai Financial
Market

Securities

v Turkey: Capital Market Board
Exchange v

Nigeria: Securities and Exchange
Commission

| secondary listing on various securities/stock || Government Capital Market I approves corporate sukuk issuances, |
| exchanges, which may cater for both listing I Agency Authority I regulates the domestic sukuk market |
I and trading in their markets. However, some | I and promotes its development: 1
I exchanges list sukuk to primarily enhance I : v’ Malaysia : Securities Commission |
governance and promote visibility for issuers + ¥ Indonesia: Financial Services :
while the trading takes place over the counter 1 Authority (OJK) i
(OTC). Examples of securities exchanges: 1 ¥ UAE: Securities and Commodity 1

1 Authority I

I [

1 I

1 I

1

1 .
1 1
I Bursa Malaysi 1
I ysia I
1 1
1 1
1

-

T ————
I The main function of central banks is to ensure
I financial stability by providing liquidity. The central 1
I bank issues short-term sovereign sukuk to |
1 manage liquidity of Islamic banks. Examples of |
I central banks’ sukuk issuances: 1
v Malaysia: Government Investment Issues (Gll) |
¥" Bahrain: Short-term salam sukuk 1
v Gambia: Short-term salam sukuk 1
1 ¥ Singapore: Short-term ijarah sukuk :

Source: ISRA
Section 3 of this publication will discuss in greater detail the roles of these domestic

institutions and other key stakeholders in developing successful and sustainable sukuk
markets.
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Prominent International Institutions

Many international institutions have played instrumental roles in the institutional

development of sukuk structures and issuances. Classic examples ofgh key institutions are
summarizedin Figure 24.

Figure 2.4: International Institutions  in the Development of Sukuk Structures and Issuances

Islamic Development Bank: IDB is a multi-development bank (MDB) which was established in 1975

to foster socio-economic development in member countries. One of its key thrusts is to develop the

Islamic finance industry globally. IDB has developed many new financial instruments that are globally

accepted and adhere to the Shariah requirements including innovative sukuk structures.

Rolesin development of sukuk issuances & structures:

v" 2003: IDB pioneered the wakalah bil istithmar sukuk issuance which has a combined asset portfolio
of 49% murabahah and istisna’ receivables and 51% physical/tangible assets.

v" 2005: IDB issued another wakalah bil istithmar structure but with a lower percentage of tangible
assets (i.e. 30% of the mixed portfolio). Thereafter, IDB has been regularly issuing wakalah bil
istithmar sukuk as a source of funding for its member countries.

v" 2016: IDB proposed an innovative musharakah sukuk called ‘Multi-Level Protection Musharakah
Sukuk’ which aims to provide a variety of risk-mitigation techniques to meet diverse risk preference
of investors. IDB also proposed a sovereign sukuk structure based on ‘Sovereign Finance
Corporation (SFC)’ which issues (i) management shares: to be owned by the government; and (ii)
participatory shares: to be owned by investors via sukuk certificates issued by an SPV.

International Islamic Liquidity Management: International entity to enhance the ability of IFls to
manage their liquidity. IILM issues short-term Shariah-compliant financial instruments (i.e. short-term

sukuk) to facilitate more efficient liquidity management for IFls and to support cross-border
transactions between these institutions.

A
\ . .
‘/;' ﬁkﬁﬁ"@%nﬁ'@ﬂmw Roles in development of sukuk issuances & structures:

v" 2013, 26 Aug: IILM issued its inaugural short-term, tradable, highly-rated sukuk worth USD 490
million with 3-month tenure and backed by sovereign assets. Since its first issuance, [ILM has been
regularly issuing this short-term sukuk with various tenures ranging between 2 to 6 months. The
sukuk is distributed and traded globally via a multi-jurisdictional network of primary dealers. As at
25 Oct 2017, IILM has issued USD 3 billion sukuk.

IILM, est.2010

World Bank: WB is a MDB which was established in 1944 with two specific goals: (i) to end extreme
poverty by reducing the global population that lives in extreme poverty to 3% by 2030, and (ii) to
I promote shared prosperity by increasing the income of the poorest 40% of people in every country.

Rolesin development of sukuk issuances & structures:
v" 2014: WB helped the International Finance Facility for Inmunization (IFFIm) issuing its inaugural
3-year socially responsible investment (SRI) sukuk called ‘vaccine sukuk’ (USD 500 million) to
finance children immunization and strengthen health system.
The World Bank v" 2015: IIFIm issued its second issuance of 3-year vaccine sukuk worth USD 200 million.

Source: ISRA

The IDB is a regulaissuer and the most prominent institution that hasdriven the global sukuk
market to its current position. Its contribution is not limited to sukuk issuancebut includes
innovating new structures that fully comply with the tenets of ShariahBesidesfunding its
operational businesses, IDB sukuk issuancedsoaim to achieve thefollowing objectives:

Expandthe IDB sukuk yield curve

Enhanc its profile in the international capital markets and reach out to new investors
Establish a benchmark in the supranational market

Undertake issuance in or linked to different currencies

v > > >

As of June 2017, the IDB haissued all its sukuk under @ MTN programme, except forits
debut sukuk in 2003, which was registered and approved by the Financial Services
Authority/United Kingdom Listing Authority (UKLA). The IDB sukukis currently listed on the
London Stock Exchange, Bursa Malaysia (Exempt Regime), Nasdaq Dubai and Borsa Istanbul.
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The MTN programme was established in 2005with aninitial size of USD1.5 billionit hassince
been upsized several times to USD1@billion. The MTN programme carries AAA ratings by
ET OAOT AOGET 1T Al OAOQET ¢ ACAT A& & Genomihdiedl in)variows O
currencies, with maturities of more than1 year andtake the form of both public issuance and
private placements.

In addition to its USDdenominated MTN programme, the IDBhas also issueda LCYRML.0
billion MTN programme in Malaysia, to financeprojects in ringgit. To date, 3tranches of RM
sukuk have been issuedamounting to RM700 million. The 10year MTN progranme was
established in August2008 and will expire in August 2018. The programme is registered with
the SCand is listed and tradable on Bursa Malaysia under théssuer/SPV name of Tadamun
Services Berhad.

Meanwhile, the World Bank is considered a new entrant in the sukuk market. Yet, gives it
mandate of alleviating extreme poverty and promoing shared prosperity, this institution will
issue more sukuk in the future, particularly social and green sukuk.

2.3.2 EXISTING STANDARESETTING BODIES AND THEIR ROLES

Conventional standard-setting bodiessuch asthe Organisation for Economic Caperation and
Development OECD) the International Organisation of Securities CommissionsIQSCO) and
the Basel Committee on Banking SupervisionBCBS) have issued different guidelines on
economic development, goverance, securities regulation, prudential regulation, risk
management, and othetopics. However, some of these guidelines do not cater the unique
nature, specificities and business propositions of the Islamic financial services industry. This
has therefae led to the establishment of various international standaresetting bodies to
support the growth and development of theglobal industry, as illustrated in Figure 25. These
institutions have played pivotal roles in the development of the sukuk market.

For example,the IFSByvia its IFSB15 (as indicated in Figure &) provides guidance on the
maintenance of highquality regulatory capital components by IBls that comply with Shariah
rules and principles. It defines the relevant criteriafor tier-1 (comprising common-equity tier-

1 (CET1) andadditional tier-1 (AT1)) andtier-2 (T2) capital to adapt to the regulatory changes
under Basel Ill, and identifies the type of Shariakompliant instruments that institutions
offering Islamic financial services (IIFSynay issue to qualify for inclusion in AT1 and T2. These
instruments include equity-based sukuk such amusharakah mudarabahand wakalah sukuk.

Following the implementation of Basel Ill and IFSBEL5, the global sukuk market hasseen the
issuance ofAT1 ard T2 sukuk by Islamic banks to satisfy their regulatory capital requirements.
While perpetual AT1 sukuk issues are mainly dominated by G&f@sed Islamic banks (e.g. Abu
Dhabi Islamic Bank (ADIB), Dubai Islamic Bank (DIB), Alilal Bank, Qatar Islamic Bankand
Boubyan Bank), other Islamic banks in various jurisdictions including Malaysia, Turkey,
Pakistan and Saudi Arabihaveissued T2 sukuk.
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Figure 2.5: Major Standard -Setting Organizations

Accounting and Auditing Organization for Islamic Financial Institutions: International setting
body that prepares accounting, auditing, governance, ethics and Shariah standards for IFIs. As at June
2017, AAOIFI has issued 57 Shariah standards, 27 accounting standards, 5 auditing standards, 7
governance standards and 2 codes of ethics. AAOIFI is currently revising old standards and in the
midst of issuing more new standards.

Roles in developing sukuk market: AAOIFI issued Shariah Standard No. 17 on ‘Investment Sukuk’
in 2003 which elaborates on the Shariah rules for issuance and trading of investment sukuk, as well
as their types and characteristics. The standard classifies investment sukuk structures based on their
underlying Shariah contracts into 14 categories. The standard led to a paradigm shift in the
development of Islamic financial products particularly sukuk, which had traditionally been illiquid
and had commonly been associated with their conventional counterparts.

AAOIFI, est. 1990

International Islamic Financial Market: International standardisation body for Islamic capital and
il gl money markets focusing on standardising Islamic products, documentation and related processes.
idgall sl

== |nternational Islamic »

Financial Market

1IFM, est. 2001

IIFM worked with the International Swaps and Derivatives Association (ISDA) to develop ISDA/IIFM
Tahawwut (Hedging) Master Agreement.

Roles in developing sukuk market: IIFM issued Reference Paper on Repo Alternatives and
Collateralization that play a major role in liquidity management for the primary and secondary sukuk.

Islamic Financial Services Board: International standard-setting body for prudential and

supervisory agencies to ensure soundness and stability of the Islamic finance industry. The work of

IFSB complements standards issued by BCBS, I0SCO and International Association for Insurance

Supervisors (JAIS). IFSB issues standards on risk management, capital adequacy, corporate

governance, transparency and market discipline.

Roles in developing sukuk market: IFSB issued the following standards on sukuk:

v [FSB-7 (Capital Adequacy Requirements for Sukuk, Securitisations and Real Estate Investment)

¥ IFSB- 15 (Revised Capital Standard for IIFS Excluding Islamic Insurance (Takaful) Institutions and
Islamic Collective Investment Schemes)

v IFSB-19 (Guiding Principles on Disclosure Requirements for Islamic Capital Market Products
(Sukuk and Islamic Collective Schemes))

IFSB, est. 2002

Source: ISRA

These organizations have setvarious standards to facilitatethe further growth of the sukuk
market. Nonetheless,little success has been achieved thus far as thestandards are only
adopted by a few jurisdictions. Besides, more effort should be made, particularly in
standardizing legal documentation for various sukuk structures that are available in the
market. This standardization would go a long way towards prowiing simplified documents,
thereby reducing sukuk issuance costwhich is regarded as the mairdeterrent pushingissuers
and investors towards conventional bonds Some argue that even sukuk structures and
Shariah rulings on sukuk must also bestandardized, especially with the recent Dana Gas
episode (Ulusoy and Ela, 2017). Standardization would enhance transparency in
understanding the complex requirements of sukuk structures thus boosting market
confidence.

2.4 PARTIES INVOLVED IN THE ISSUANCE OF SUKUK: ESIAND
RESPONSIBILITIES

Different sukuk structures involve different parties, depending on their underlying Shariah
contracts. For instance, partnershipbased sukuk (usharakahand mudarabahsukuk) require
a managerto manage the venture; leasdvased sukuk(ijarah sukuk) entails a lessor,a lessee
and a servicing agent; and agencypased sukuk (vakalah bil istithmar sukuk) needs an
investment agentto manage the investment assets.
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Nonetheless, any generic sukuk issuance would involtbe parties listed in Tables 2.2 and 2.3.

While Table 2.2 describes the essential or required parties and their roles, Table 2.3 delineates

some optional parties involved in a sukuk issuance.

Table 2.2: Required Parties in Sukuk Issuances and Their Roles

Parties
Issuer
Obligor

Originator

Sukuk holder
Primary
subscriber
Special-
purpose
vehicle
Shariah
adviser

Regulator

Credit
enhancer
Investment
bank

Trustee

Facility agent

Security
agent/trustee

Credit rating
agency

Legal adviser

Roles and Responsibilities
An entity which offers and issues thesukuk; caneither be the obligor oran SPV.
An entity which needs the fundingand isresponsible for paying the sukuk holdersz
coupon paymens and principal amount at redemption.
An entity which sells the asset(s) to the SPV issuer and receivi®e proceeds from
the sale ofthe sukuk. Can also be the obligor or relatetb the obligor.
Owner of thesukuk; can either bethe primary subscriber or a secondary investor.
Entity or individual that subscribes to thesukuk offering and is the first holder.

An entity incorporated in onshore or offshore jurisdictions; this corporate entity is
used to nominally own assets and/or facilitate other aspects of theukuk issuance
and structure for various purposes, including tax efficiency and asset protection.
The formal authority which approves the sukuk structures in terms of Shariat
compliance; it can be at the institutional level issuing the sukuk and/or at the centra
level (e.g.the SACof the SC).

Sovereign approving body; all capital market fferings need to be approved or
exempted by a regulator. Typically, there is a main regulator where thsukuk is
primarily offered (in the country of the obligor), but international -currency issuances
will need to be approved by the relevant regulators.

A third party (e.g. a government agency, bank dakaful company) or a related party
(holding company) that provides a guarantee or some form of credit enhancement.
A singleor small group of investment banks which primarilyact the lead arranger
(arranging the sukuk offering, advising the issuer/obligor on market conditions and
coordinating the offering, including marketing); a rating adviser (providing advice
on how to achievean optimal rating); a book runner (managing the fundraising,
approaching potential investors, providing guidance on pricing, market conditions
and appetite, and monitoringsukuk demand and orders); anda lead manager (a
significant subscriberof the sukuk issuancethat provides credibility) .

A professional firm or unit of a bank or law firm which mechanically acts on pre
agreed instructions; act and holds the sukuk assets on behalf of the holders

A professional firm or unit of a bank or law firmwhich managesthe operational
aspects of the sukuk structuresuch asthe disbursement ofthe issuanceamount and
profit payments to investor accounts A facility agent can also act as a securit
agent/trustee.

A professional firm or unit of a bank or law firm which managesthe assets
securitized/ collateralized under the sukuk deal (e.g. holds speciisecurity assets for
the benefit of the holders realizegdliquidates any mortgage or other collateral in the
event of a default).

A pre-approved professional firm which provides opinions on credit risk and
examines the partiesin the transaction and the structure. Credit rating opinions are
issuedupon or soon after issuanceand updatedthroughout the life of the sukuk.

A law firm which advises on the legal and regulatory requirements (e.g. a lega
opinion on structure and enforceability, and may cover legal due diligen¢evhich
may be a requirementand guidance on commercial matters

Source: ISRA (2017)
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Table 2.3: Optional Parties in Sukuk Issuances and Their Roles

Parties Roles and Responsibilities

Listing/ registrar  Listing means included in the official list of an exchange. Listing require
ongoing disclosure.The registrar records the names otthe holders. However,
not all sukuk are listed.

Market maker Investment banks which holdsukuk to facilitate ready buying and selling of
small amounts

Hedging A bank or group of banks which hedgeashflows to enable thesukuké €ash

provider flow to be met (e.g. local currency to foreigror floating rate to fixed).

Underwriter Investment banks which underwrite a sukuk offering, i.e. purchasing an

amount of sukuk offered but not subscribed. Successfutukuk tend to be
presold and ovewsubscribed,thus reducing underwriting risk.
Secondary Entity or individual that becomesa holder and purchases the sukuk after it
investor has been traded in the secondary market by the primary subscribers
Source: ISRA (2017)

2.5 THE IMPORTANCE OF ESTABEHING SHARIAH ADVISORY BOARDS FOR
SUKUK

As an Islamic financial instrument, sukuk must adhere tdhe strict rules and requirements of
Shariah at every stage: structuring, issuancand trading. Compliancewith Shariah is essential
in maintaining the distinguishing features of sukuk from conventional bonds and fixethcome
securities. Any breachin meeting Shariah requirements would negativelyaffect the growth of
the sukuk market. Consequently,it is imperative to establish a sound Shariah governance
framework (SGF) that performs an oversight functionduring different stagesof the sukukd O
development, from its inception and conceptualization until maturity. There is a role for
Shariah advisory, Shariah supervisionand Shariah review and audit functions. Mds
importantly, a Shariah advisory board must be established to ensure effectivendependent
oversight of Shariah compliance. Box 2.1 explains the roles tife Shariah advisory board
pertaining to sukuk, as outlined by the Shariah Committee ttfie AAOIFI.

Box2.1:! | /) &ilidgln the Role of the Shariah Advisory Board in Sukuk Structures

The Shariah Committee ofhe AAOIFI has issued the following rulefor Shariah governance with
regard to sukuk issuancefollowing its study of 3 sessions:

(i) Madinah on 27 June 2007
(i) Makkah on 8 September 2007
(iii) Bahrain on 1%14 February 2008

Shariah supervisory boards should not limit their role to the issuance offatwa on the
permissibility of sukuk structures. All relevant contracts and documents elated to the actual
transaction must be carefully reviewed (by them),after which they should oversee the actual
means of implementation, and make sure the operation complies, at every stage, with Shari
guidelines and requirements, as specified in thehariah Standards. The investment okukuk
proceeds and the conversion of the proceeds into assets, using one of the Shadampliant
methods of investment, must confornto Article (5/1/8/5) of the AAOIFI Shariah Standard No. 17
[Investment Sukuk].

Source ISRA (2017)
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2.5.1 SHARIAH GOVERNANCE FRAMEWORKS (SI5AND A CENTRALISED SGF
The IFSB defines Shariah governancd O  GsétEdk institutional and organizational

arrangements through which the IIFS ensurethat there is effective independent oversight of
Shariah governanc@over each of the processes described in Figuret2.

Figure 2.6: Shariah Governance Processes

Ex-ante

*Dissemination
of Shariah
resolution

*Periodical
internal
Shariah review

e|ssuance of
Shariah
resolution

*Annual
Shariah audit

Source: IFSB (2009)

Shariah governance is regarded as the backbone of the Islamic finance regory and
supervisory infrastructure OET AA OEA ET AOOOOU80O AAEAOAT AA OI
effectiveness of Shariah governance itself. A vibrant and efficient Shariah governance system is
central to guaranteeing the fair, competent and transpant operation of Islamic finance, as
xAl1T AO O 00bbi O Diffefeht @dutr®sé aiGpd diffErénOdigaizérionals
structures in Shariah governance. There are at leag models available acrosshe various
jurisdictions, as explained in Figue 27.

Figure 2.7: Models of Shariah Governance

Model 1 Model 1T Model 111
Two-tier Non-centralized  Single centralized
centralized model model model

Central Centralized Shariah Centralized Shariah

regulatory advisory body advisory body
authority

lS]E_lmlf: ﬁ11anc1a] Shariah committee Shariah committee
institutions at individual IFI at individual IFI

(IFIs)

Malaysia, Indonesia, Saudi Arabia, United
Countries Sudan, Pakistan, Arab Emirates Morocco
Oman (UAE), Kuwait, Qatar

Source: BNM,ISRA

25

3



The Role & Sukuk in Islamic Capital Markets

COMCEC

For countries which have adopted the2-tier centralized model, the $\C at the central
regulatory authority must approve all sukuk structures prior to the issuance. In Malaysia, for
instance, all matters pertaining to Shariah in ICM products and instrumenticluding sukuk,

fall under the authority of the SAC othe SCAt the outset, sukukissuancesmust be approved

by registered Shariah dvisers or the Shariah committees of the relevant Islamic banks and
financial institutions. LCY sukuk that utilize the existing structures approved bythe SC and
issued in the marketrequire the issuer to submit all the requsite documents tothe SC forits

31 #80 AT AT OOAT AT Oh Aéiord the ladgiDentglate. HoWeddE, foAisSu@ncdsA U O
involving new structures or variations to existing structures,the SCmust be consulted prior to
submission to the SAQo facilitate a detailed deliberation.

For countries which adopt noncentralized Shariah governancethe commercial or investment
banks appoint their own Shariah committes, which comprise eminent scholarsto provide
their opinion on the Shariahcompliance of the sukuk structureswithout any specific national
regulatory oversight. By contrast, the singlecentralized model only has acentralized SAC at
the regulatory level. Nonetheless, this model remains unclear in terms of its practicality
considering the volume of sukuk structures that reqire Shariah approval.

Based on our analysis, countries which have@-tier centralized Shariah governance have
facilitated the rapid growth of the sukuk market, and provided greater clarity and
transparency to the industry in terms of the Shariah complianceof structures, thereby
improving standardization. This is proven in the case of Malaysithe sukuk market of which
has reached maturity This model has never interrupted the establishedregime of the
AT O1 @eguiafor®and supervisory frameworks.

2.6 THEIMPORTANCE OF CREATING A CONDUCIVE ENVIRONMENT FOR
SUKUK

Most countries looking into the development of the sukuk market seek to establishcanducive

environment that would support sukuk issuance and safeguard investor protection. In
particular, they endeavaur to set up a facilitative legal and regulatory framework in
accordance with international standards and best practices.

2.6.1 LEGAL

Capital market transactions, including sukuk, are typicallyinder the purview of the same laws
and regulations that governconventional finance, not Islamic law. Most of the contract clauses
are usually compared against conventional practices and the sukuk documents generally
reflect Shariahcomplianceand are not governed by Shariah.

In general,there are 3 kinds of legal systems common law, civil law and Islamic law. Most
countries tend to adopt the common law or the civil lawsystem or have legal systems that
reflect aspects of both civii and common lawMany Muslimmajority countries tend to
incorporate Islamic law within their conventional legal frameworks to some extent, especially
on personal matters (e.g. marriage, divorce, family law, inheritance) and criminal law. Islamic
law would not, in principle, govern commercial transactions. Figure 3. provides examples
where these legal systems prevalil.
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Figure 2.8: Types of Legal Systemsand the Adopting Jurisdictions

Common Law Civil Law Mixed Law

Muslimm-majority
countries, e.g. UAE
where civil law prevail
along with Islamic law,
while DIFChas

Most part of Europe
and former French,
Dutch, German,

The United
Kingdom, the United
adopted English
common law to
provide comfort to
international financial
institutions

States and former
British colonies

Spanish or
Portuguese colonies
or protectorates

Source ISRA
CommonLaw vs Civil Law z Recognition of Trust Law

One of the key factors thaexplains the level of financial development in a country is its legal
system, and the adaptability of its laws in response to changing economic circumstances.
Arguably, legal systems based on common law are usually more flexibles-a-vis evolving and
responding to changing conditions as rules can be replaced based on the doctrine efare
decisis(i.e. previously decided cases or precedents). Such chasga law would be more
difficult, time consumingand costly under the civil law systemwhich is based on statute and
codes promulgated by the legislature and can only be amended by the legislature, introduced
by a formal procedure and considered binding on courts.

The flexibility of the common law system in theface of new cases and its adaptability to new
rules could facilitate the development ofislamic finance A study by Grassa and Gazdar (2014)
confirms that countries with mixed legal systems based on common law and Islamic law are
favourable to the development of the Islamic finance industry. On the otheramd, countries
with mixed legal systems based on civil law and Islamic law are less flexible in making changes
to their old laws, and inevitably hinder the development of Islamic finance. Another study by
Said and Grassa (2013Yeveals that countries with mixed common law and Islamic law
systems have developed sukuk markets.

A key legal issue with sukuk concerns the transfer of ownership of the underlying assets to
sukuk holders. Common law jurisdictionsrecognize the concepts of trust and beneficia
interest, unlike civil law systems which only recognize ownership held by 1 party. For
example, h GCC countries that apply civil and Islamic lasythe separation between legal and
beneficial ownership is notrecognized This causes a problem in transfeing beneficial title of

the assets from the originator to the SPW without perfecting the legal transferd under an
assetbased sukuk structure.The implication is that with a real asset transfeif T A OOOOA
basis (i.e. transfer of legal title) sukuk investors would have legal recourse over the underlying
assets @ssetbacked sukuk) under a default scenarioOtherwise, the investors would only

have recourse against the obligor (assdbased sukuk).

Under assetbased sukuk structures, sukuk ownership takes place through a trust which is
widely used in common law sgtems. Under a trust arrangement, the SPV purchases the asset
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as atrustee and declares a trust over the sukuk assets ifavour of the beneficiaries (sukuk
holders/investors) that have beneficial rights over the assetsentitling them to receive cash
flow from the assets, usufructs and/or investments The trust assets hence comprise the
underlying assets as well as therelated rights and obligations As a means of credit
enhancement, these sukuk structures usually incorporate a purchase undertaking from the
I ATEGCTI O O AOGU AAAE OEA AOOAOO 1O OEA ET OAOOI OC
partnership upon the redemption of the sukuk or in the event ofa default. This purchase
undertaking is akin to a contractual claim against the originator for no-payment of the
O O E Gikado@l obligations. As such,the level of protection afforded to investors depends on
the type of contract adopted and the terms and conditions of the sukuk structure. Table 2.4
summarizes the key legal, financial and risk implications of assetbased and assebacked
sukuk structures.

In civil law jurisdictions which do not easily allow the setting up of trusts, alternative

structures have begun to emerge to allow sukuk transactions to be carried out in accordance
with the local laws.

Table 2.4: Asset-Based and Asset-Backed Sukuk

Implication Asset-based Asset-backed
Legal - ownership of A Originator/obligor transfers A Transfer of legal ownership
the assets beneficial ownership of the of the assets from

assets to investors. originator/obligor to a third

A Legd ownership remains with party (typically, an SPV).
originator/obligor.
A In the event of a default,
investors have recourse to
originator/obligor.
Financial - cashflow A BaOAA 11 | OECE!A Basedoncashflow generated
source principal activities, although by the assets.
structuring mechanism may
elevate the creditworthiness
of originator/obligor.

Risk z default A Investors have recourse to A Investors have recourse to
originator/obligor. the assets and rights of
disposal.

Source:. ISRARAM

SPV z Country-Level Differences between Sukuk Mechanisms/Structures, Acceptability
from a Legal Perspective

Sukuk structures typically involve a legal entityknown asan SPV (speciapurpose vehicle) or
SPC (speciapurpose company) or SPE (speciglurpose entity), which holds the sukuk assets
as an agent or trustee on behalf of the sukuk holders. Trust laws tend to be the preferred
mechanismwhen establishing such an entity. Thecharacteristics of anSPV is described in
Figure 29.
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Figure 2.9: Characteristics of SPVs

«In many offshore jurisdictions, companies can be established that are not owned
by anyone except a professional nominee or a charitable trust. Their affairs will
be handled by a professional corporate secretary that typically deals with a large
number of such SPVs.

Orphan entity

* The SPV is established solely for the purpose of undertaking activitites
Single purpose, relating to the sukuk transaction. Typically, this is achieved by having
b ankruptcy ¢l e brofessional nominee directors who are instructed not to permit the SFV to
. enter into any other arrangements except those detailed in the sukuk
entity documentation. In this way, the SPV is also intended to be bankruptcy remote

Taxation- and *The SPV is established for the sole purpose of sukuk issuance, benefiting from

. . minimal taxation and regulation costs. They are commeonly established in popular
regulatlon-hght offshore jurisdictions which compete to provide cost-efficient locations for
entity international sukuk to host such SPVs, e.g. Labuan and the Cayman Islands.

Source: ISRA (2017)

As mentioned in the earlier subsection, the predominant structures of sukuk issued in
common law jurisdictions have been based on a trust arrangement via the establishment of an
SPV. Unlikethe common law that recognizesthe concepts of trust and beneficial ownership
thus allowing ownership to be held by more thanl party (legal and beneficial),civil law only
recognizes ownership by 1 party. In such jurisdictions, sukuk, therefore, tend to be issued
through several alternative structures facilitated bythe promulgation of local legislation.
Turkey, for example, has passed specific laws that allow ¢hformation of assetleasing
companies, which are a form of SPV regulatday the Capital Market Board of Turkey. These
assetleasing companies are specifically incorporated to enable the issuance of certificates
under the ijarah structure to investors which allows the assefeasing companies to finance the
purchase of the assets and lease them back to the obligor.

Oman is another examplewhich introduced the concept of financial trust which is akin to the
common law concept of trust. Under this regulabn, a financial trust, created through a trust
instrument, transfers legal ownership of the trust property to the trustee henceallowing the
SPV to hold the propertyin trust for the benefit of the sukuk investors(Curtis, 2013). In other
Gulf countries, mechanisms have been developed to replicate security via contractual
arrangements with adocal security agené These agents are usually reputable local financial
institutions but do not have the fiduciary responsibilities required of trustees. Such agenare
also important when purchasing local assetsn many jurisdictions, these assets cannot be sold
to non-nationals (Howladar, 2006).

The Role of the Trustee

As mentioned earlier, the concept of trust has becoeman important element in sukuk
structuring. The trust in sukuk structures is typically administered by a duly registered trustee
body or corporation, although the sukuk issuer/SPV can appoint itself as the trustee in the

OOEQE OOOOAOOOAS8 4 E Andtopomibifies ar® nammally doc@dnteddre CE 0 O

a trust deed; hence it is the duty of a trustee to use a reasonable degree of skill and diligence in
exercising such rights, powers and responsibilities. The trustee's main function is to protect
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the interests of the sukuk holders. Theefore, the trustee must always exercise reasonable
diligence to ascertain whether the issuer has committed any breach of the terms and
conditions of the sukuk, or the provisions of the trust deed or whether an event of default has
occurred. In such an egnt, proper notice should be given to the beneficiaries. The trustee may
extensively cover the roleof an intermediary or caretakerthat manages the entire transaction
of the sukuk until maturity, or may serve asan arbitrator when necessary (Hasan et. aR012).
The trustee can becategorizedinto 3 types, depending onits function, as described in Figure
2.10.

Figure 2.10: Types of Trustee

«The trustee that is responsible to: (1) represent and protect the interest
and rights of the sukuk holders in accordance with the trust deed; (2)
ensure that the requisite administration and monitoring functions are

Sukuk holder carried out in a professional mamnmer as required by the transaction
docwments; (3) notify the sukuk holders of the occurrence of any trigger
event(s) and /or event of defaults as soon as the trustee becomes aware of
such event(s) occurring; and upon proper sukuk helders’ instructions and
indemmnification, to take such steps and/or institute such proceedings to
enforce the security for the sukuk and the repayment of the sukuk

trustee

«In the sukuk issuance that inveolves the creation of charge or security, the
trustee is duty bound to hold the legal charges or the assignmment of assets (by

Security trustee way ofsecurity) for the benefits of the sukuk holders.

*The trustee that holds the shares of the SPV by way of a discretionary trust
for the benefits of the named beneficiaries. The trustee will do such act and
sign such documents as may be required to be done or signed by a

Share trustee shareholder of the SPV, including signing transactions documents; to pass all

necessary resolutions approving the annual audited accounts of the SPV; and

to pass all necessary resolutions in connections with the winding-up of the

SPV following the conclusions ofthe transaction.

Source: Hasan et al. (2012)
2.6.2 REGULATORY

In general, there are3 broad approaches toa regulation adopted by different legal systems to
various degrees. These are: (ihe fraud and abuse inhibition gproach, which inhibits fraud
and related abuses in the market(ii) the merit approach, where the regulator intervenesto
warn investors about the relative merits of an investment and (iii) the fair dealing approach
which reflects fair dealing in market transactions (ISRA, 2015). Most jurisdictions seek to
regulate ICM transactions premised on these principlesbased approaches. These are in line
xEOQOE )/ 3#/ 80 Al OA DOET A Eebthebrbtectan @ inv@shobs eostiridg: A O
markets arefair, efficient and transparent; andthe reduction of systemic risk- all of which are
also applicable to the regulation of Islamic securities. Thg / 3 #/ 6 O IslpngcriQapitd]
Market Fact Finding Reportdoes not specify separate regulation fothe devdopment of an
ICM, as delineated in Box 2.2. Itdoes, however, recommend the establishment ofan
appropriate Shariah governance framework that would regulate the Islamic capital market.
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Box2.2:) / 3 #Appréach to Regulating ICMs

8OEA AT 1 OAT OEI T Al OAAOOEOEAO equallg &pphAt®tke | ICM, D A
the addition of some form of Shariah approval or certification process . This augurs wellfor
the growth of the ICM as it implies that there is no need to formulate separate regulatory
principles forthe | CM." U A@OAT OET T h )/ 3#/ 80 1TAEAAOEOAC
can be applied to the CM.Within this context, the ICM may be perceived as a class of producty
within the wider securities market [emphasis added].

Source: IOSCO (2004)

For this purpose, most jurisdictions have adapted their existing laws and regulations to comply
with Shariah (Islamic law) by makingthe necessary anendments, instead of enacting new laws
and regulations specifially for the ICM or sukuk transactions. Consequently, a 2-tier
regulatory approach is applicable to sukukn many jurisdictions:

A A single legislation to govern the debt capital market and fditate the issuance of both
conventional bonds and sukuk.

A Specific guidelines to regulate the issuance of sukuk. In Malaysiag.the SC hadissued
Guidelines on SukugAugust 2014), which were later superseded byGuidelines on Unlisted
Capital MarketProducts under the Lodge and Launch (LOLA) Framew@line 2015) and
Guidelines on Issuance of Private Debt Securities and Sukuk to Retail Invé3time2015).

To further promote sukuk development, many jurisdictionshave madechanges to their tax
regulations, to level the playing field for bonds and sukuk. Tax incentives havalso been
provided to further boost the sukuk market, attractinglocal and international issuers. Table
2.5 liststhe varioustax changes introducedy selected countries to faditate sukuk issuance.

Table 2.5: Tax Changesto Promote Sukuk

Country Tax Changes

Malaysia A Tax neutrality is provided in the Income Tax Act 1967
A Stamp duty is exempted from Islamic securities issued urd MIFC until 2020
A Administrative tax procedures are exempted from special purpose vehicle

(SPVs)
Expenses incurred during the issuance of sukuk is tax deductible
Liberalization of withholding taxes to attract foreign entities to issue or invest
in sukuk
Sukuk is treated as conventional bonds in terms of tax payment
Tax rebates are given to individual investors in retail sukuk
Inland Revenue and Stamp Duty Legislation Ordinance 2013 have remowvt
the additional profit tax and stamp duty chargegprior to sukuk issuance
All categories of sukuk issued are exempted from Companies Income Te
Personal Income Tax, Value Added Tax, Capital Gains Tax and Stamp Dutie
Sukuk holders are exempted from withholding, state and federal income, an
capital gains taxes.
South A The government introduced tax neutrality laws for diminishingmusharakah
Africa murabahah and mudarabah contracts in the Taxation Laws Amendment Acl
of 2010 which recognizes these contracts to be equivalent to othe
conventional contracts.
A In 2011, government sukuk was also recognized under the Act.

> >

Hong Kong

> >

Nigeria

>
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Country Tax Changes
United A Alternate Finance Investment Bond (AFIB) introduced by Finance Act of 200
Kingdom deemed sukuk as 'securities' for tax purposes and eliminating VAT and stan
~ duty on transfer of certificates
Turkey A In 2011, Turkish Law No0.6111 was issued to provide tax exemption o

favourable tax treatment for sukuk, reducing the withholding tax on sukuk
and introduced tax neutrality onijarah sukuk issuance

A In 2016, the other sukuk structures namelywakalah, murabahah, mudarabah
and istisnadwere granted tax neutrality with a law amending the Stamp Ta
Law, VAT Law and Law on Charges.

Indonesia A Withholding tax on interest payments for government securities, including

sukuk, was removed

A In 2016, the Financial Services Authority (Otoritas Jasa Keuangan (OJt
provides lower registration fees for corporate sukuk issuances

Soure: Compiled from various resources by ISRA and RAM.

2.6.3 SUPERVISORY

The role of an effective supervisory framework is to esure discipline, control and minimum
standards of prudential conduct, among others. The regulatory and supervisory framework
encompassesthe various frameworks put in place bythe regulatory authorities in their
respective jurisdictions to deal with specifc areas licensing of capital market intermediaries;
requirements for acceptable market conduct; Shariah compliance requirements; registration of
Shariah advisers; disclosure, corporate governance and transparency requirementand
establishment of robust infrastructure such as stock and commodity exchangesThese
frameworks are usually established throughhe collaboration of different bodies and agencies,
such as government authorities, regulators, exchange authoritieand industry associations.
They can take the form of specific guidelines issued thulfill certain purposes.For instance, he
requirements setout under the LOLA Framework(June 2015) bythe SCinclude the following:

Lodgement requirements

Requirements for the invitation, offering, subscription, purchase and issuance of
sukuk.

Ringgit andFCYsukuk.

RI sukuk.

Credit rating requirements and exemptions

Details of the approved Shariah primary and supplementary principles and concepts
Transferability and tradability, programme issiances utilization of proceeds and
Shariah advisers.

D> > > B> D
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2.7 NEW FRONTIERS FOR THE DEVELOPMENT OF SUKUK IN THE ICM

As mentioned earlier, the growth of the sukuk markehas beenstimulated by a number of new
entrants as well as innovative structuresA specific area that is gaining increasing interest
relates to SRland green sukuk.

2.7.1 CONVERGENCE OF SUKUK WITH SRI

There is an inevitable overlap of the rationale behind SRI and Islamic finandgoth are trying
to achieve a balance betwee&BSGssues. Bothsectors are now worth millions of dollars, with
the SRI industry being at leastlO times larger than its Islamic counterpart. The SRI industry
boastedUS21 trillion of assets under management asf 2016 (Responsible Finance Summit,
2016).1

The growing importance of ESG issues, particularly environmental concerns, has ledntore
concertedefforts in the Islamic finance industry to come up with more sustainable and greener
initiatives. One such development is the issuance of SRI sukukhich mobilises funds for
sustainable development objectives. Malaysjain particular, is a leaderin this sphere; the
framework for SRI sukukwas introduced by the SGn August 2014 to facilitate the financing of
SRl initiatives. This frameworkhas beenintegrated with the LOLAframework (June 2015).

Figure 2.11 provides details on prominent SRI sukuk issued in the market up to November
2017.

Figure 2.11: SRISukuk Issued in the Islamic Finance Industry

. .  Issued the first SRI sukuk in December 2014 of a 3-year tenure
International Finance raising USD 500 million to fund health and immunisation projects
Facility for Immunisation in the world’s poorest countries.
(IFFIm) * Issued a second SRI sukuk in September 2015 of a 3-year temure
for USD 200 million.

¢ Issued the first SRI sukuk in Malaysia in June 2015 under its RM 1
billion sukuk programme. The amount raised was RM 100 million,

- representing a first tranche under the sukuk programme. The
Khaza}l;athgsn)na] proceeds were used to financially support Yayasan Amir’s Trust
EE Schools Programme.

+ [ssued the second tranche SRI sukuk in July 2017 of a 7-year
tenure for RM100 million.

+ [ssued the first green SRI sukuk in Malaysia in July 2017 totalling
Tadau Energy Sdn Bhd RM 250 million (about USD 59 million) for financing a 50-
megawatt solar power plant in the state of Sabah.

¢ [ssued the world's largest green SRI sukuk in October 2017 worth
Quantum Solar Park RM 1 billion (about USD 236 million) te finance the construction of

Ma]aysia Sdn Bhd three large-scale solar photovoltaic plants in the states of Kedah,
Melaka and Terengganu, Malaysia.

Source: ISRA

1 Responsible Finance Summit Unlocking Finance, Expanding Impact (2016RFS Concept Note, 381 March 2016 Kuala
Lumpur: Bank Negara Malaysia.
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2.7.2 PROPO&L FOR A COMMON GLOBAL SUKUK ANBADABILITY OF SUKUK
CERTIFICATES

Taking the African Domestic Bond Fund (ADBF) project as an example, the African
Development Bank recently approved USD25 milliofor the ADBF to developts domestic debt
markets. The fundis structured as an enhancedexchangetraded fund (ETF) listed on
Mauritius and other stock exchanges to enlargéts investor base. The project has3
components the ADBF, the African Domestic Bond Indeand Regional MultiDisciplinary
Working Groups. TheOIC can take this project as guidancein creating a Shariahcompliant
project that can ensure common global sukuk issuance and tradability.

Meanwhile, existingorganizations that are highly rated and with innovative sukuk structures
can assist with sub sukuk projects. Examples ofuchorganizationsare:

A The Islamic Development Bank (IDB) . The IDB Sukuk is offered in the Reg S format and
is open for subscriptionby investors in many countries. The current IDB Sukuk is based on
the wakalah structure, under which the IDB plays 3different roles:

(i)

(ii)

The SellerOn each sukuk issuance date, the IDB will sell assets to the SPV. The SPV acts
as the Issuer and Agent for the sukuk holders. The assefld to the SPV W become
the underlying sukuk asses, to bejointly owned by the sukuk holders.

The Wakeel and GuarantoiThe IDB will be appointed asthe wakeelto manage and
administer the sukuk assetsas per the agreed terms and condition. On each periodic
distribution date, the wakeelwill collect and distribute the income generatedby the
sukuk asses for distribution to the sukuk investors. Any excess incomewill be
retained by thewakeelas an incentive bonus.

(iii) The Obligor.Onthe maturity date, the IDBwill buy back the sukuk certificates/assets

from the SPV and redeem the sukuk certificates. The SBM then distribute the cash
proceeds to the sukuk holders.

A The International Islamic Liquidity Management Corporation (IILM) . The IILM has
adapted the assetbacked commercial paper (ABCP) model for its sbrt-term sukuk. The
programme includes 2 SPVs based on therakalah contract, one for sukuk issuance and the
other to hold assets. The programrme has3 main components:

(i)

(ii)

The Assethat is sold to a local SPV, whickecuritizesthe assets and sells the resuint
sukuk to an assetholding SPV set up by the IILM.

The Time Reservamounting to 2% of the size of the issuancgo manage timing
mismatches incashflows.

(iii) The Primary Dealers Networkhat bids in an auction to set the price and quantity at

which eachprimary dealer wishes to purchase the sukuk.
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3. SUKUK STRUCTURES, ISSUANCAESD INVESTMENT

In determining the extent of OO E OFEI8A0 OOEOAT AOO ET A sfigélerdlOUG O A
review of its bond market has beenundertaken in the respective casetsdies. Countries that

have active LCY bond markets facilitate easier accessvis-a-vis promoting sukuk as an

alternative form of financing, as highlighted in Box 3.1.

Box 3.1: Benefits of LCYBond Markets

LCY bond markets offer several benefits. First, they eliminate the doublemismatch problem by
aligning the currency and term ofthe credit with the currency and term of the credit providers.

Secondy, LCYbond markets create competitionagainst banks by providing large corporations

and infrastructure projects an alternative source of fundingn the eventthe terms and conditions
of bank loansare deemedunattractive. Thirdly, bond markets arebetter able to provide longterm

capital (with terms of over 10 years) compared tobanks. FourtHy, LCY bonds provide alternative
investment options that offer higher yields and/or a better match withthe investment needs of
individuals and institutions. Last but not least,bond markets convey important information about
general credit conditions, as well as information on the creditworthiness of specific institutions
which is not readily available from the banking system. While the 20682009 global finandal

crisis has cast douts on former US Federal Reserve Chairmani AT ' OAAT OPAT &
LCYAT T A 1T AOEAOO AAT yORBO AU AKG TAODEOGEEA @A OO DOI
system is under stress, a welfunctioning domestic bond market reduced the impact of bank
liquidity problems (loans can be called while bonds generally cannot) andlso conveys other
significant benefits.

Source: Asian Development Ba(#013)

Central to the development of a sukuk market ithe need fora clear roadmap that focuses ot
key areas:

=

Promoting the issuance of LCY anBCYsukuk.

Fostering supply (sell side) and demand (buy side) for sukuk issuance

3. Improving the existing legal regulatory and tax frameworks to promote a level playing
field for sukuk issuance

4. Enhancing market infrastructure (i.e. development of an Islamic money market to

support secondary trading, an electronic trading platform for transparency and

monitoring of issuances and price guidance).

N

According to McKinsey (2017), 6 pillars or building blocks ensure the longterm growth of
capital markets, as depicted in Figure 3.1.
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Figure 3.1:- A+ ET @AilbidygBlocks to Sustain the Long-Term Growth of Capital Markets
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3.1 CRITICAL SUCCESS FACTORSR A SUSTAINABLE SUKUK MARKET

Central to the development of a sustainableukuk market is the provision of a level playing
field vis-a-vis conventional bonds. Commercial reasoning will always be the tipping point for
issuers, and creating a vibrantthriving environment for sukuk is the key to success. Another
critical componentE O O1 tdp AdvAd AA B O rémibtihg thd Islaic finance agenda.
The dynamic shift towards sukuk, instead of conventional bonds, is a balance driven by both
supply (sell side) and demand (buy side). This can only be achieved through the collective
efforts of governments and regulators,in collaboration with industry players.

Based on our analysis, each jurisdictiofnas evolved in its own way to overcome inherent

domestic risks. The @ncerted efforts of key market stakeholders listed in Table 3.1an
facilitate a supportive ecosystenin which sukuk issuancecanthrive:
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Table 3.1: Facilitative Roles of Key Market Stakeholders

Market stakeholder Examples of development actions

A Gop downd
Islamic finance agenda through
measurable andtransparent action
plans.

Government

A Proactive commitment to include sukuk A

issuance as a debmanagement tool in
budgetary funding.

A Leadingissuer in building sovereign
benchmark yield curves.

A Stimulate growth of domestic savings
through regulated pension schemesrad
the development of strong institutional
investors (e.g. assetnanagement
companies takaful/insurance
operators).

A Fiscal stimulus(e.g. tax incentive$ to
promote the country as a point of
origination and investment for sukuk.

A Encourage savers to bringheir wealth
stored in physical assets such as real
estate and gold, and bank deposits into
the financial markets.

A Identify suitable state-owned entities
(SOESs) or governmerdink ed companies
(GLCs) to become sukuk champions in
promoting innovative sukuk gructures
and creaing benchmark yield curves.

Regulators A Implement quantifiable master plans
and roadmaps to guide market players
in developing a strong ecosystem for the
sukuk market.

A Promote international best practices
and standards for legal documentation,
enforceability of security, bankruptcy a
insolvency law, dispute resolutionsand
investor protection, among others.

A Encourage onshore issuance of LCY anc
FCYsukuk by domestic and
international foreign entities with local
set-ups.

A Educate investors (both institutional
and retail) and issuerson the value
proposition of sukuk and related ICM
products.

A Provider of market/product courses in
developing a pool of certified human
talent for the ICM.
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Impact on capital
markets

/A A E | ran@in@thed A Promote the efficient

use of domestic wealth
through financial
intermediaries.

Create material selland
buy sides from the
domestic and
international
communities.

Establish a robust and
deep capital market.

Attract foreign
investors and
strengthen the liquidity
structure of the
domestic capital
markets.

Encourage participation
from the sell and buy
sides.
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Market stakeholder

Exchanges

Service providers
(e.g.investment
banks, securities
companies,
advisory houses,
brokers, traders,
rating agencies)

Non-bank financial
intermediaries
(NBFIs) (e.g.
institution s,
pension funds, asset
and wealth
managers, private
bankers)

Financial
institutions and
their holding
companies

Source: RAM

As explaired in Table 3.1, NBFIs are the cornerstone institutional investors, apart from
financial institutions, that canelevate the growth of the sukuk market to the next level. Box 3.2

Examples of development actions

Issuer-friendly listing requirements in
terms of documentation and processes.
Provide incentives for sukuk compared
to conventional bond issuancein terms
of listing fees and expenses.
Encourage good corporate governance.
Collaborate with regulatorsin building
market awarenessof sukuk, issuance
processes, taxelated issues and
benefits,and timelines, among others.
Market makerto identify potential sell-
side and buyside clients for ICM
products and provide liquidity through
market participation.

Capacity building inhuman
development to facilitateICMtalent
management

Diversify productsto meet the various
financing objectives of market players.
Developstrong market appetite for
long-dated debt securities and
encourage projectbasedfunding.
Acceptance of lowergrade investment
credits (high-risk, high-return
mentality) to allow mid-cap companies
to tap the capital markes.

Encourage development of capital
market instruments as potential
financing substitutes.
Createasustainablesupply of sukuk to
finance captal-adequacy requirements.
Define a strategy and operational model
that provides value-based guidance to
clients between balancesheet financing
and capital markets.

A

Impact on capital
markets
Generate confidence
amongexisting and
potential investors.

Stimulate product
development in both
the sell and buy sides.
Provide strongtalent
base to develop
innovative products
that appeal to the
international
community.

Facilitate issuance of
infrastructure -based
sukuk with maturities
exceeding? years.
Develop price guidance
for corporates across
the entire investment-
grade rating spectrum.
Promote valuecreation
through capital-market
activities to enhance
shareholder value.
Promote efficient use of
capital between
business lines.
Generate capitaimarket
activity on both the sell
and buy sides.

DOl OEAAO OEA 71 OIfWBFISAT E6O AAEZET EOQEIT T 1
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Box 3.2: Definition of NBFls

NBFIs comprise a mix of institutionsthat include pension funds, insirance companies, mutual funds, leasing
factoring and venture capital companies. Theecommon characteristic of these institutions is that they
mobilise savings and facilitate the financing of different activities, but do not accept deposits from the puhli
NBFIs play an important dual role in the financial system. They complement the role of commercial banks
filling the gaps in their range of servicedn addition, they compete with commercial banks and force them tq
be more efficient and responsive tdhe needs of their customers. Most NBFIs are also actively involved in tf
debt markets & well asthe mobilization and allocation of longterm financial resources. The state ol
development of NBFIs is usually a good indicator of #t of the financial sysem.

Source: World Bank Grouf2015)
3.2 KEY CHALLENGES IN THE DEVELOPMENT OF A SUKUK MARKET

Although the sukuk market is developing at a significant pace, some countries stllslew of
potential challenges, which could impedetheir growth and future development. These
challenges include:

Legislative framework

Tax framework

Shariahstandardization

The development of a sustainable supply of corporate sukuk

The level of financial intermediation provided by NBFIs andhe diversification of
investor bases

> >

3.2.1 LEGISIATIVE FRAMEWORK (COMMON LAW VS CIVIL LAW)

In a sukuk transaction the creation of &rusto and the recognition of deneficial interesto
underscores the essence or validity of a contract to uphold the rights of sukuk investors over
the underlying sukuk asses andthe cashflows that are attached to the assets. As indicated in
Section 2, the concept of trust and beneficial interest iecognizedlegislatively under common
law but not civil law. As such,for countries that adopt the civil law code the recognition of
trust and beneficial interest must be incorporated intoits legal framework to ensure the
commercial viability of a successful sukuk issuance. To overcome this issue, some daiV
jurisdictions such as Turkey (as explained in Box 3.3) have issueslikuk structured as a
securitization instrument under a similar legislative framework as that for an assetbacked
securitization (ABS).

Box 3.3:4 O O E Assét-Oeasing Companies and Trust Certificates

Turkey is a prime example of a country that has emulated the recognition of trust certificates. To facilitate th
issuance of sukuk, the Turkish government in February 2011 passed vital legislation to allow the formation
assetleasing companies (ACDs or SPVs,including tax-neutrality measures. The ACLs are specificall
incorporated to enable the issuance of certificates under a framework provided by the Capital Markets Boa|
i £ 4OOEAUB0O #1111 O1 EN 8narixhpdnEifle haeEh&sbtbe ijdrah Bteuttdel ihich allows
ALCsto purchase assets and lease them back to the obligor.

Effectively, the ALCsfinance the acquisition of such assets using funds raised by the issuance of certificat

the leaserental payments from the obligor mirror the profit distribution s due under the certificates. The
cashflowfrom the lease rentalsis used to service profit distributions tothe sukuk investors.

Source: Republic of Turkey Ministry of Finance, General Directorate of Revenue Policies
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3.2.2 TAX FRAMEWORK

In practice, asukuk transaction necessitates multiple asset transfarfrom the SPV to the entity
seeking to raise finance (i.e. the originator/obligor). Each transfer may result in a tax liability
(e.g. stamp duy and capital gairs tax) that will put sukuk at a disadvantage relative to
conventional bonds. Due to the assdiacked or assetbased nature of sukukthe necessary
changes to tax legislatiormust be addressed to ensure greater outreach to market players. If
the requisite changes to tax legislation are not in ice, the considerable tax burden fosukuk
issuers will rule it out as a credible funding source. Legislation changes are also needed for
sukuk certificates to be considered securities andor investment returns on sukuk to be
recognizedin the same way iterest would be treatedfor a conventional bond.

Notably, Malaysiahas exceedkd all expectations in terms of the proactive measures adopted to

facilitate sukuk issuance The key reason the country continues tday claim to the bulk of

global sukuk isswes is because ofthe changes enactedn favour of tax, land transfer and

registration laws that do not penalize sukuk issues compared toconventional bonds. To
AOOOEAO OOOAT COEAT EOO )OI AT EA ££ET AT AA APDPAAI
incentives which give sukuk an advantage over conventional bonds. Apart from being tax

neutral, sukuk in Malaysia arealso tax positive thanks to these incentives. As a result, the
government and regulators have been successful in turning the countrinto a point of

origination and investment for sukuk, reinforcing its reputation as aglobal centre for Islamic

finance.

For sukuk to be successful, it is important to create the necessary legal and tax frameworks as
the basic building blocls for its ecosystem. As sukulgains traction globally, more countries
have started to integrate sukuk into their legal and tax codes. THdK, France, Luxembourg,
Hong Kong, Japan, Singapore, Senegal, Moroand Omanare some of the countries that have
followed suit in creating the neessary taxneutral framework which is central to the
development of a vibrant Islamic finance market.The subsequent inaugural sovereign sukuk
issuances by these nationsepresent the first step towards creating a benchmark yield curve
that corporate issuas canfollow.

3.2.3 STANDARDISATION OFSHARIAHGOVERNANCE

The approach to the type of sukuk structure used is defined by theeceptedShariahguidelines

and framework in each jurisdiction. In principle, the standards that have been approved by the

AAOIFI are he most widely adopted and preferred as the international benchmark by most

Islamic countries. However,the! | / ) &) 6 0 OOAT AAOAO AOA 11O AET AE
Despite theexistence ofinternational Shariahguidelines, differing views from Shariahadvisers

are a common challengefor market practitioners in countries that do not adopt ay

standardized or harmonized Shariahframework.

Based on our analysis, each jurisdiction lsevolved differently to accommodate theShariah
related needs and requiremets of its domicile country, with each having progressively
developed its Islamic finance landscapeln our assessment of sukuk structures, reference is
made to AAOIFShariahStandards No. 17 on Investment Sukuk, asmmarizedin Table 3.2.
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Table 3.2: Shariah Contracts under AAOIFI Shariah Standards on Investment Sukuk

Sale-based Leased-based Agency-based Partnership - Others
based
A ljarah 7 A Wakalah bil A Mudarabahz A - OUA OA 6
leasing of istithmar z profit -sharing share-
A Murabahahz property or investment and loss cropping
Mark-up sale usufruct agency bearing
pursuant to a
contract
A Istisnafy A Musharakah A Musagahy
manufacturing Z profit and irrigation
sale loss sharing
A ljarah A Mugharasahz
muntahiah bi agriculture
al-tamlik z a
leasing
contract
which
A Salamz includes a
forward sale promise by
the lessor to
transfer
ownership of
the leased
property to
the lessee
Source: AAOIFI (2015)

As part of a sukuk transaction, datwa (or legal pronouncement) is usually pocured from
Shariahscholars to provide issuers and investors withthe comfort that a sukuk instrument is
indeed Shariah-compliant. However, these endorsements are subject to different
interpretations, and differences in opinion can create volatility Since doubts about Shariah
compliance are likely to affect marketability, a guiding set of principles which the majority of
Shariah advisors can agree upon should be developed On 7 February 2017,the AAOIFI
announced a new exposure draft for @entralized Shariah board. With industry practitioners
calling for greater standardization, this initiative marks another milestone in embracing a
centralized model, which will further strengthen the Islamic finance ecosystem andncrease
consumer appetite forShariahrcompliant products.

The Malaysian and Indonesian governmesthave progressed to address this problem ahe
national level, by establishing acentralized Shariah supervisory board to ensue that every
sukuk issuedfully complies with nationally accepted Shariah principles. In comparison,the
GCC operates in an industrgriven environment, where each Islamic financial institution is
guided by the views and opinions of itsown Shariah advisory board. Based on market
feedback, approval of a sukuk structure may not necesskr be viewed the sameway by
another Shariah scholar. Hence these differing interpretations and opinions have to some
extent affected the progress of sukuk issuance ithe GCC.n 2016, the UAE Cabinet approved
the establishment of a Sharialauthority to set the standards for Islamic finance products as a
meansof providing a standardized approach toproduct development and settingthe rules and
prin ciples for banking transations.

41


https://www.islamicfinancenews.com/glossary/shariah-2

The Role & Sukuk in Islamic Capital Markets

COMCEC

An example that has defined the evolution of sukuk structures the statement made by Sheikh
Tagi Usmani (chairman of the AAOIFEhariahBoard) in late 2007. He commented that most of
the sukuk in the market (specifically those undemusharakahor mudarabah structures) were
not in line with the principles of Shariah As a result, the AAOIFBhariahBoard had convened a
series of meetings in Bahrain, after which the revised AAOIFI sukuk guidelinesere
announced in 2008 as depicted in Box 3.4.

Box3.4:! | /) &joro@cement on Revised Shariah Standards on Sukuk (2008)

A First: Sukuk, to be tradable, must be owned by sukuk holders, with alhe rights and obligations of
ownership in real assets, whether tangible, usuircts or services, capable of being owned and sol
legally as well as in accordance with the rules ddhariah The manager issuing sukuk must certify the
transfer of ownership of such assets in its (sukuk) books, and must not keep them as his own assets.

A Second: Sukuk, to be tradable, must not represent receivables alebts, except in the case of a trading o
financial entity selling all its assets, or a portfolio with a standing financial obligation, in which somi
debts, incidental to physical assets or usructs, have beenunintentionally included.

A Third: It is not permissible for the manager of sukuk, whether themanager acts asa mudarib
(investment manager), orsharik (partner), or wakeel (agent) for the investment, to undertake to offer
loans to sukukholders when the actual earnings fall short ofthe expected earnings. It is permissible,
however, to establish a reserve account for the purpose of covering such shortfalls to the extent possik
provided the same is mentioned in the prospectus.

A Fourth: Itis not permissible for the mudarib (investment manager),sharik (partner), or wakeel (agent)
to undertake {now} to re-purchase the assets from sukuk holders or from one who holds them, for i
nominal value, when the sukukis extinguished at the end ofits maturity. It is, however, permissible to
undertake the purchase on the basis of the net value tiie assets,their market value, fair value or a
price to be agreed upon, at the time of their actual purchase. It is known that a sukuk manager ig
guarantor of the capital, at its nominal value, in case of his negligent acts or omissions or Rg
AT i1 Pl EATAA xEOE OEA ET OAOOI 008 mAdarb AirvedtEhént raeimager) F
sharik (partner) or wakeel(agent) for investments.

In case theassets of sukuk ofal-musharakah mudharabah or wakalah for investment are of less value
than the leased assets of "lease to own" contractgarah muntahia bi-tamleek), then it is permissible for
the sukuk manager to undertake to purchase those assetat the time the sukukis extinguished - for the

remaining rental value of the remaining assets, since it actually represents its net value.

Fifth : It is permissible for a lessee in a sukukl-ijarah to undertake to purchase the leased assets whel
the sukuk is extinguished for its nominal value, provided hethe lessee) is not also a partnemmudharib
or investment agent.

Source: AAOIFI (2008)
Efforts to promote the streamlining of processes to shorten turnaround time and the adoption

of a harmonized global approach to Shariah compliance will necessitate progression in
building the next phase of growth for the sukuk market
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3.2.4 DEVELOPMENT OF A SUSTAINABLE SUPPLY OF CORPORATE SUKUK

Several benefitsaccrue toan issuer (government and corporate sectorpf sukuk, including the
following:

1. Diversification of financing sources as a riskmitigation measure.

2. The base of Shariahcompliant investors remains largely untapped with significant
demand for products such as sukukwhich lacks in supply.

3. The potential to achieve competitive financingcost due to alarger investor base.
Sukuk can be purchased by both Islamic and conventional investorbut Islamic
investors are restricted toonly investing in Shariahrcomplaint instruments.

4. Capitatmarket instruments provide the necessary avenue to enter mainstream
international markets andto accesghe liquidity of foreign investors.

Based on our analysis, the performance of the corporate sector (which includes quasi
government issuances) remains the best yardstick in teking the pulse of a local sukuk
market. Hencethe key to building a sustainable supply of private sector sukuk is to create a
sovereign benchmark yield curve for corporate issuers.

The governmens in core sukuk markets such as Malaysia, Bahraithe UAE and Qatar have

successfuly tapped the ICMthrough LCY and FCY sukuKkrhis has helped set the necessary

benchmark yield curve for corporate issuance. As a result, Malaystag UAE and Qatar have

boostetd OEA x1 O1 AGO i1 00 AA Odtibiissuamncesmadrassivaribus EebitdOl O x E
(e.g. financial institutions, infrastructure and utilities, construction, propert).

Indonesia, despite being one of the largest sovereign sukuk issuerbas yet to create a
sustainable supply of corporate sukukMacroemnomic factors (.g. avolatile local currency
and ahigh inflation rate) and the acrowding-out effectd(as defined in Box 3.5pf public-sector
issuance arethe principal reasons local companies prefer conventional FCY bonds meeting
their financing neals. On the flipside, Saudi Arabia has a strong pipeline of corporate sukuk
issuers despitelacking sovereign sukuk benchmarks. Saudi Arabianly raised its inaugural
USD9.0 billioninternational sukuk in April 2017, followed by the debut of its SAR17.0 Hiion
domestic sukukin July 2017.

Box 3.5: Crowding Out and Crowding In

4EA T AT A1l AOOEAAT OAOI xAET C 1066 OEAI OU OOCCAOOC
bond issuance will transfer a portion of investments away from private enterprises andotvards financing

public debt. This is because a surge in government issuance can inflate interest raggacreasing borrowing

costs for the private sector and making sovereign debt more attractive than even corporate higeld issues.
This effect can beexacerbated by shallow financial markets and reduced reliance on bank lending fq
corporates. A high amount of external government debt could also deter foreign credit from the privat
sector in that country, due to a heightened vulnerability to a sovereigdebt crisis.

4EA +AUT AGEAT OAOI xAET ¢ ET 6 OEAIT OU DPOi PT OAO ET {
economy, will support investment in private enterprises, e.g. improving investor confidence. Specificall
regular and standardized issuance of government debt can play a key role in the development of corporal
bond markets. In emerging economies, robust government bond markets can encourage andbilise an
investor base that can be tapped by corporate bond issuers.

Source: Tendulka& Hancock (2014)
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3.2.5 LEVEL OF FINANCIAL INTERMEDIATIONND DIVERSIFICATION OF INVESTOR
BASE

The presence of strong NBFIs in an ICM is a key elemémtstrengthening the liquidity of the

primary and secondary markets. NBFIs play an important rolén enabling the government to

execute its funding strategy under a wide range of market conditionshus minimising long-

term execution and refinancing risks. Through intermediation by NBFIs there will be

increased funding efficiency, hence alleviéig the negative econont and financial effects of

heftier government debt, including the crowding out of banking credit to the private sector. In

a mature market, the investor base should ideally include both domestic and foreign investors

and all types of institutions » ranging from commercial and retail banks to corporate

treasuries, insurance companies, mutual funds, pension fundsdindividual investors.

Based onthe 71 O A " ATESO OOOOAET,Ahkre & abdsiO i dff@tvd 1 O CT /
utilization of available resources and greater resource mobilization for private sector

spending. The global financial crisis had highlighted the constraint on traditional bankingis-

a-vis supporting long-OA Oi DOl AOAOGEOA ET OAOOI AT 008 "1 3 %,
requirements on financial institutions further dampen banksb capabilities to sustainably

provide long-term financing solutions. Ths opens the doorfor NBFIs as capital providers.

3.3 COMPREHENSIVE ASSESSMENT OF SUKUK STRUCTURES

Based onour assessment of sukulstructures , issuances and investments, each jurisdiction
adopts Shariah standards and regulatory frameworkthat have been approved or accepted by
the local governing bodies (e.g. Shariasdvisory boards andsecurities exchanges). To provide
a better understanding of the diferences between sukuk structures , issuances and
investments , we have segregated our analysis according to the following geographical areas:

Arab countries
Asian countries
African countries
Non-OIC countries

PowbdpE

3.3.1 ARAB COUNTRIES

The issuance of sukuk in Aralcountries has predominantly beenundertaken by the GCC
countries (i.e. Saudi Arabiathe UAE, Bahrain, Qatar, Kuwaidand Oman). Other Arab nations
such as Jordan &ve also been successful in promotingukuk issuance

Based on Chart 3, ijarah contracts constitute a large portion of sukuk issuancesby

Shariah principles used in the issuance of sukuk in this regiofthe! ! / ) &) 6 0 OANOEOAI A
any trading of sukuk must be backed by the ownership of tangible assets, usufructs/services or

a mixture of tangible and intangible assets has resulted ia marked preference for ijarah.
Nevertheless,the requirement of having to secureavailable unencumbered assets &pushed

the commercial decision by governments and corporates to adoptakalah contracts, which

comprise a hybrid of murabahah receivables andijarah assets or any other tangible assets.

This trend is depicted in Chart 3.2.
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Chart 3.1: Selected Arab Sovereign Issuances by Shariah Contracts (2011 -June 2017)
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Sources: Bloomberg, Eikon Thomson Reut&rs
*Data extracted from Eikon Thomson Reuters is for Jordan only

Chart 3.2: Quasi-Sovereign and Corporate Issuances by Shariah Contracts (2011 -June 2017)
100%

80%
. - w Wakalah bil etithmar
0% —r Wljarah
T Mudarabah
T W Murabahah
o m Musharakah
A0% m Hybrid
m Others
) I
0%

United Arab Emirates Saudi Arabia Kuwait Oman Bahrain *Jordan

Sources: Bloomberg, Eikon Thomson Reut&rs
*Data extracted from Eikon Thomson Reuteepresentslordan only

45



COMCEC

The Role & Sukuk in Islamic Capital Markets

Figure 3.2: IDB Trust Services Limited zWakalah Bil Istithmar

Sukuk Structure
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Note: Portfolio means a separate and independent portfolio of assets created by IDB, which includes:

1. At least 33% of the tangible assets must consist of leased assets, disbustispdassets, shares and/or
sukuk.

2. No more than 67% of the intangible assets must compiiéesnadreceivables and/ormurabahahreceivables.

A case in pointis the IhT EA $AOAT T Bi AT O wakdlahibib i€ithray Sukukf A£E OO0
issued in 2003. In the structure jjarah assets constituted 65.8% of the entire portfolio while

murabahah and istsnaddOAAAEOAATI A0 | AAA Ob OEA 1 OEAO ot18cl
subsequentsukuk issuance, as illustrated in Figure 3.2, the proportion dangible assets was
OAAOAAA O1 ocob jEB8A8 OEA 1 AOAI OAO EI OEA 11

precedence, market practitioners in other countries have adopted similar benchmarks ithe
structuring of their wakalah structures.

3.3.2 ASIAN COUNTRIES

Within the Asian region, Malaysia and Indonesi®oast the largest shares in terms of sukuk

issuanceThe kKA U AE £FAOAT AA EO - Ardépih@ell Byad Sustanailelsip@ly Al I OET
of corporate sukuk issuers ) T AT T AOEAG O OibsiA®i& Fh€ key dDVBEDD ks

historical volume and number of sukuk issues. In September 2014, the Government of the

(1TT¢c +117¢c 3PAAEAI ' AT ETEOOOAODEC 2ACET TirstT £ OEA
non-OIC country in Asia to issua USD16.oillion sukuk, following changes intax legislation in

July 2013. Japan and Singapoted followed suit in enacting similar reforms, in an attempt to

eliminate asymmetries in the tax treatment of sukuk and taditional bonds. This isto level the

playing field, so that sukuk can compete with conventional debsecurities. Of the nonrOIC
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countries in this grouping, only Hong Kondnasreturned to the debt market 3times, to expand
its Islamic finance reach in buitling its sukuk benchmark yield curves.

In Malaysia, the resolutions by the &C of the SC have become the overarching guide in the
interpretation of Shariah principles, which have facilitated product development and the
structuring of innovative financial instruments in its ICM. The topdown approach by the
government and the regulators in implementing acentralized SAC withinthe SC had been a

£l OAOECEO OEAO EAO OOOT AA - Al AUOE AvarkingAegdelAT AEAI
The resolutions andthe Islamic Securities Guidelinesre aimed at enabling and developing a

more innovative and sophisticated ICas well as facilitating the introduction of a wider range

of Islamic instruments.

Chart 3.3 depicts sukuk issuance by sovereignwith murabahah accounting for the largest
share in Malaysia. Othersovereign sukuk iss@sin the Asian region predominantly useijarah

structures. This we believeis in line withthe! | / ) &) 6 0 OANOEOAIT AT O 11 OEA

Chart 3.3: Selected Asian Sovereign Issuances by Contracts (2011 -June 2017)
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Figure 3.3 describesthe wakalah sukuk OOOOAOOOA AAT POAA

ET OEA

(GoM) global sukuk issuance. From the@ & O /BBabij@réh sgkik structure in 2002, the
Shariah contracts have evolved to adopt a hybrid structure combiningarah and wakalah. On

the other hand, Figure 3.4 illustrates theijarah sukuk OOOOAOOOA OOAA

sukuk issuance.

EI

Figure 3.3: Malaysia Sukuk Global Berhad zWakalah Sukuk Structure
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Figure 3.4: Perusahaan Penerbit SBSN Indonesia lll zljarah Sukuk Structure
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3.3.3 AFRICAN COUNTRIES

In the African region The Gambia, Sudan, Nigeria, Senegal, South Africa, Togo and Ivory Coast
have successfully issued sukul&ukuk as an &ernative tool of financing is gainingtraction and
greater awareness in the African regionwhere requirements for infrastructure funding are
EECE8 ! AAT OAET ¢ O OEA 71 Ol A " Adeédba s@tifiBantAT T OET /
amount of investmentto the tune of USD93.0 billion (International Financial Law Review,
2015). Governments all over the world generally finance their development and infrastructure
budgets through tax and other revenue (including by borrowing from the capital markets
through the issuance of various types of financial paps). Given the persistent commodity
price slump affecting extractive industries, African governments are now receiving
significantly less income from their traditional base of natural resources. As a result,
alternative sources of finance are required to fundthe capital projects necessary to spur
economic growth and diversify their economies.

The' Al A Kalaf ukuk have predominantly been used by the Central Bank of Gambia for
short-term liquidity management. For other selected African countries, since sukukssuance
proceeds have been used for infrastructure -related funding, the complementary sukuk
principle has beenijarah. The reasons given by market players include the simplistic features
in terms of flexibility, tradability and suitability in funding construction projects. Unlike the
murabahah structure, the ijarah structure enables secondary trading of the sukuk instrument
on an exchange, which in turn help increase investord B A O O BrA thebtéiactioh.
Additionally, the ijarah contract is inherently designed to produce periodic rental payments
which automatically act as coupon payments to sukuk investorsh@rt 3.5 delineatesthe main
Shariah contracts used by selected African countries in thresovereign sukuk structures.

Chart 3.5: Selected African Sovereign Issuances by Shariah Contracts (2013 -June 2017)
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3.3.4 NON-OIC COUNTRIES

In 2014, the UK became the firstgovernment from the West to tap the sukuk market. Since
then, other non-OIC countries (e.g. France and Luxembourgpave joined the ranksin making
tax-related adjustments in support of sukuk issuanceThe rationale behind these sukuk
issuances is to provide finagial intermediation and support to the Islamic financial services
industry, as a complementary activity to their existing positiois as international hubs in their
respective jurisdictions. Table 3.3 gives a snapshot of sovereigijarah sukuk issued by
selected non-OIC countries.Meanwhile, Figure 3.5 illustrates theijarah sukuk structure used

ET OEA 5+860 O1 OAOAECI

OOEOE EOOOAT AAB

Table 3.3: A Snapshot of Sovereign ljarah Sukuk Issuances by Selected Non-OIC Countries

United Kingdom Luxembourg Saxony Anhalt
(Germany)
Sukuk issuer HM Treasury UK Luxembourg Treasury  Stichting Sachsen
sovereign sukuk PLC Securities SA Anhalt Trust

Originator Governmentof United Grand Duchy of Federal State ofSaxony

Kingdom Luxembourg Anhalt (through the
Ministry of Finance)

Currency Pound Euro Euro

format

Structure ljarah ljarah ljarah

Obligor/sukuk Unrated AAA (S&P), Aaa AAA (Fitch), AA

rating(s) (Moodys) i 30AT AAOA O

Sukuk assets

Government buildings
andland

Government buildings
and land

Specific buildings
owned by the Ministry
of Finance

Purpose Proceeds from the sukuk To finance government General budgetary
paid for the premium for  spending purposes
the 99-year lease on the
premises
Issuance date 2 duly 2014 7 October 2014 August 2004
Tenure 5 years 5 years 5 years
Maturity 22 July 2019 7 October 2019 August 2009
Amount GBP200 million EUR200 million EUR100 million
Period 2.036% 0.436% 6-month EURIBOR + 1
distribution bps
Listing London Stock Exbange Luxembourg Stock Luxembourg Stock
Exchange Exchange
Geographical Middle East, Asiaand n/a n/a
distribution of Britain
investors

Sources: Offering Circular of HM TreasurK dovereign sukuk PLC, Prospectus of Luxembourg Treasury Securities

SA, Structure Document of Stichting Sachs&mhalt Trust
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Figure 3.5: HM Treasury UK Sovereign Sukuk Plc zljarah Sukuk Structure
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3.3.5 ANALYSIS OF SUKUK STRUCTURES ISSUED BY OIC ANDGOICNCOUNTRIES

The difference n the types of Shariah contracts frequently adopted in Malaysia
(predominantly murabahah) compared to other countries is due to the varying opinions of
Shariah experts. For example, trading of debt dk A U-8aymsia common practice in Malaysia
folowing OEA 3! # 1T £ OEA 3#380 AAA B89t dhdof theEondeptd D OET

7
for the development of - Al AUOEABS O ) #- 1T 06001 ATOO ET 1 06c0O00
Malaysia, 2007).

m

Unlike ijarah or equity-based Shariah contracts, which represent beneficial interests or rights

over an asset or equity venture, sakA AOAA OOEOE AAT 1T OAO OEA OOEOE E
payments under themurabahah sale price, which is essentially a debt. The argument by the

SAC of the SC on the permissibilitgf A A U@ayn®6El0 A @bl AET AA ET OEA 2A0I
SAC, which state that there is no generalas or consensus E E ) drong Islamic jurists to

Al OAEA EO8 4EEO DOl AAOEOA ADBDPOI dtdading EdkporateEAAET EO

—;

31T A 3EAOEAE OAEIT 1T AOO 1| AUacémmbodative RdwaverOratkétO ADDO
practitioners believe a balance between commercial reasoning and Shariah requirements is

pertinent to building the necessary base for a strong ICM.h& tightening of Shariah

governance will always be an ongoinglevelopmentas a domestic sukuk market grows in line

with international best practices that satisfy globally accepted Shariah requireents.

As describedearlier in Box 3.4the! ! / ) &) 80 3 EAOEAE, aQyradindofAsOklikO 11 OO
must be backed by tangible assets. Accordingly, almost all sovereign sukuk sshave opted
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for the contract of ijarah due to its wide acceptance by Isimic jurists. Nonetheless,securing
eligible Shariahcompliant assets that are unencumbered rabeen identified as a limiting
factor vis-a-vis meeting the expected assepricing guidelines. Hence over the yearsmore

sukuk issuance)z a combination of more than one Shariah contract to meet the commercial
reasoningfor the efficient use of assets.

Based onhistorical sukuk issuance wakalah or wakalah bil istithmar sukuk has a number of
variations in the underlying assetsas explained below

® Combination of ijarah and existing debts

Figure 3.2abovedepictsthe ) $" 8 O D I nipi) 33% bf taAgible assets and 8% of
intangible assets {stisnabreceivables and/or murabahahreceivables). The percentage used in
the portfolio setsthe precedent for futureijarah sukuk structures adopted in other countries.

(i)  Combination of ijarah and newly created debt

Cagamassukukal-amanahli al-istithmar used a combination ofijarah and newly created debt
in its RM5.0 billion ICP and MTN programmes in 2010jarah contracts represented 50% of
the portfolio.

(i)  Combination of mudarabah and newly created debt

01 &£ )1 OAGOTI AT O #1 OPI OAOCET 160 2-080u dobtEd d ET 1
structure that incorporated mudarabahcontracts and newly created debt.

(iv) Combination of ijarah , sharesand newly created debt

This structure was used in the & 8 @SD2.0 billionwakalah sukuk issuancein 2011. The
sukuk createda new landmark agthe largest ever USD sovereigaukuk, the largest issuance at
that time by Malaysia in the international USD marketsand the first 10-year USDsovereign
sukuk.

(v) Combination of intangible assets (e.g. vouchers representing the right to use a
specific number of travel units ), shares and lease assets

combination.
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3.4 A COMPREHENSIVE ASSESSMENT OF SUKUK ISSUANSESPLY (SELL
SIDE)

3.4.1 ARAB REGION

As at end2016, corporate sukuk issuanceaccounted for 61.0% of total issuances by fab
nations; the other 39.0% originated from the public sector. In 1H2017, there was a shift

towards greater sukuk issuance by sovereighA OA O 3 AOAE ! OAAEA8O ET AOD

USD9.0 billion sikuk in April. This segmentexpanded EOOOEAO ET 1 ET A3-xEOQOE

tranche domestic sukuk progranme amounting to SAR17 billion in July 2017. Chart 3.6
illustrates the percentage of sovereignquastgovernment and corporate sukuk issuances by
the G countries and Jordabetween2013 and June 2017.

Chart 3.6: GC® &nd * I O A Bdvéreiyn and Corporate Sukuk Issuance (2013 zJune2017)
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Sources: BloombergEikon Thomson Reutets
*Data extracted from Eikon Thomson Reuters is for Jordan

In the last 5 years following the plunge in oil prices, the sovereigis of Bahrain, the UAE and
Qatar have been activelyissuing LCY and FCY sukuk for budget financiqpgrposes (refer to

4AAT A o081 11 OEA '##60 AOACAO AAEEAEOOQ#®

sukuk issuance, afte having raised conventional bonds in recent yearglue to the urgent need
to plug their budget deficits amid the impact ofweak oil prices. In April 2017, Kuwait followed

its neighbours in raising debt, but chose an international conventional bond to bud is first

yield benchmark (Euromoney, 2017).Given the persistently low oil prices and the funding

requirements to bridge budget deficis, we believethe GCC sovereigns will continue combing

sukuk with conventional funding methods. In the GCC, thelecison on whether sovereigns
should issue bonds or sukuk is firstdetermined by the targeted investor base followed by the
ease ofthe sukuk structure and Islamic finance strategysincethe structuring of sukuk is more
complex and timeconsuming compared taraditional bonds (Gulf News Banking, 2017).
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Table 34:GC 1 O1 OOEAO0E " OACARA7sUSEEIRBOO j cmpr

Country 2014 2015 2016 2017f
Saudi Arabia (25.9) (102.9) (84.5) (56.4)
Qatar 25.3 1.9 (11.9) (18.3)
Kuwait 13.7 (19.6) (15.0) (9.6)
United Arab Emirates 19.7 (7.7) (14.4) (7.8)
Oman (2.7 (11.6) (12.5) (7.5)
Bahrain (1.2) (4.0) (4.6) (4.2)
Total 28.9 (143.9) (143.0) (103.8)

Source: RAM (201, March

The GCC countriedoast a healthy pipeine of corporate sukuk issuancespredominantly
driven by Islamic financial institutions and governmentrelated entities. Only Saudi Arabidas
provided some diversification into other corporate sectors (i.e. aerospace, chemical, food
processing, industial, and O&G).Chart 3.7shows corporate sukuk issuances based ansector
by the GCC countas and JordanTables 3.5and 3.6 indicatethe number of domestic and
internation al sukuk issuances by Arab countries from 2001 to 2006.

Chart 3.7: Quasi-Government and Corporate Sukuk Issuances by Sector (2011 -June 2017)
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*Data extracted from Eikon Thomson Reuters is for Jordan only

Table 3.5: Arab Countries Z Number of Domestic Sukuk Issuances by Country (2001 -2016)

Country Number of sukuk issues Amount (USD million) % of total value
Bahrain 265 14,748 19.3
Jordan 3 272 0.4
Kuwait 1 332 0.4
Oman 3 825 1.2
Qatar 16 14,416 18.9
Saudi Arabia 52 37,179 48.7
UAE 14 8,251 10.8
Yemen 2 253 0.3
Total 356 76,276 100.0

Source: IFM2017, July)
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Table 3.6: Arab Countries z Number of International Issuances by Country (2001 -2016)

Country Number of sukuk issues Amount (USD million) % of the total value
Bahrain 101 9,310 8.5
Kuwait 15 2,577 24
Oman 2 582 0.5
Qatar 12 10,185 9.3
Saudi Arabia 43 26,305 24.1
UAE 90 60,244 55.2
Total 263 109,203 100.0
Source: 1IFM2017, July)
Table 3.7 gives a snapshot of sontendmark issuances byselectedArab countries.
Table 3.7: A Shapshot of Selected Sukuk Issuances by Arab Countries
Name of Zam Zam Tower SABIC 1 Sukuk Dubai Islamic Jordan Saudi
issuance Sukuk 2003 2006 Bank Sukuk Sovereign Sovereign
2015 Sukuk 2016 Sukuk 2017
Sukuk issuer  Munshaat Real Saudi Aabia Basic  DIB Tier 1 Sukuk  Jordan 2021 KSA Sukuk
Estate Projects Industries (2) Ltd Limited
KSC Corporation
(SABIC)
Originator/ Makkah Al Saudi Arabia Basic DIB Tier 1 Sukuk  Hashemite Kingdom of
obligor Mukarramah Industries (2) Ltd Kingdom of Saudi Arabia
King Abdul Aziz  Corporation Jordan Ministry of
Wagf Project Finance
Currency uUsbD Saudi Riyal uUsbD Jordan Dinar usb
format
Structure y EAOAE | ) Istithmar Mudarabah ljarah Hybrid
(Combination
of
mudarabah
and
murabahah)
Sukuk n/a 30AT AAOA ( Notrated n/a -TTAUBC
rating(s) A- A1(P) Fitch
Ratings: A+
Sukuk The right to use Specified rights and General Shariah Shariah
asset(s) the apartment obligations under corporate compliant asset compliant
complex (Zam the marketing business of DIB asset
Zam Tower) based agreements of
on the time- 31" )Yy#80 1,
sharing concept business for a
period of 20 years
Purpose To build a high To finance part of To enhance Completion of  To finance its
quality service 31 " )cap@xO capital position of  Ministry of budget deficit
facility for program and DIB &ET AT AAE
pilgrims that met general corporate offices
the specific goals  purposes
of the waqf
Issuance December 2003 29 July 2006 20 January 2015 17 October 20 April
date 2016 2017
Tenure 24 years 5-20 years Perpetual, 5 years 5 years and
callable after six 10 years
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Name of Zam Zam Tower SABIC 1 Sukuk Dubai Islamic Jordan Saudi
issuance Sukuk 2003 2006 Bank Sukuk Sovereign Sovereign
2015 Sukuk 2016 Sukuk 2017
Maturity December 2027 First put option on n/a 17 October 20 April
15 July 2011 2021 2022 and 20
April 2027
Amount USD 390 million SAR 3 billion USD 1 billion JOD 34 million  USD 9 billion
Periodic An internal rate of  3-month SIBOR + 6.75% 3.01% 2.894% and
distrib ution return on the 40 bps 3.628%
investment at respectively
26%
Listing n/a Saudi Stock Irish Stock n/a Irish Stock
Exchange Exchange and Exchange
NASDAQ Dubai
Geographical n/a n/a n/a n/a n/a

distribution
of investors
Sources: Bloomberg, Thomson Reuters, sukuk.com

In developing! OAA AT O1 OOE A § &ondiiératiénEsholldA e Egiked to the large
infrastructure funding gap that has historically been funded by governmeistand commercial
banks. As Arab governments look into economic reforms (i.e. ebacks on subsidies and
government spending) the silver liningamid the needto reduce dependency on oil revenue is
the promotion of economic growth through public-private-sector relationships, which will lead
to spill-over effectsfor the economy (e.g. increasg&construction activities, manufacturing,and
job creation). As depicted inFigure 3.6 Arab countries facean annualUSD60 billion funding

gap.

Research shows that the GCC governmentsare increasingly turning to public private
partnerships (PPPs) to plug the budgetary gaps in public-transport infrastructure
development amid fluctuating oil prices. The 2 key markets generally consideredas the most
promising in the near term are Kuwaitand the UAE (i.e. Dubai), each of which recently adopted
A 1 ACEOI AOCEOA AEOAI AxT OE A1 O 000068 3A0AE ' 0
several transportinfrastructure projects basedon the PPP model (Gulf Traffic, 2017).

Figure 36:Arab# 1 OT OOEA OGS

Infrastructure financing gaps Priority sectors for the next 5 years

USD100.0 billion

Water and 5%

Annual funding gap of o
Sanitation

USD60.0 billion

Transport 43%

USD40.0 billion
Information and 9%
Communications Technology

0,
Electricity 43%

Investment Requirements Current Spending

Source: Arab Monetary Fund Calculation (2016)
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3.4.2 ASIAN REGION

By sector, financial institutions have been the core sector raising sukuto meet capital
adequacy requirements.Secbral diversification can be observedin quasigovernment and
corporate sukuk issuances originated in Indonesia and Malaysiaefer to Chart 3.8. In terms
of the number of issues and amounthowever, Malaysia standsaboveits peers, asillustrated in
Tables 38 and 39. Elsewhere, sikuk issuances from Bangladesh, Hong Korasnd Brunei have
all been by ther governments and central banks.

Chart 3.8: Quasi-Government and Corporate Sukuk Issuances by Sector (2011 -June 2017)

b

80%

m Financial - Other
500 H Leasing

Service - Other
u Telecommunications

409 n Utility - Other

20%

0%
Ind on esia Malaysia Pakistan Turkey

Source: EikorThomson Reuters

Table 3.8:Asian# 1 OT OOE A O ofMDome3tic Bukul Issuances by Country (2001 -2016)

Country Number of sukuk issues Amount (USD million) % of the total value
Bangladesh 4 37 0.0
Brunei Darussalam 137 8,829 1.6
Indonesia 195 31,822 5.6
Iran 1 144 0.0
Malaysia 5,106 515,662 90.6
Maldives 1 3 0.0
Pakistan 71 12,006 2.1
Singapore 12 788 0.1
Sri Lanka 1 3 0.0
Total 5,528 569,295 100.0

Source: IFM2017, July)

Table 3.9: Asian Countries z International Sukuk Issuances by Country (2001 -2016)

Country Number of sukuk issues Amount (USD million) % of the total value
China 1 97 0.2

Hong Kong 4 2,196 3.6
Indonesia 13 10,503 17.2

Japan 3 190 0.3
Malaysia 73 44,854 73.3
Pakistan 3 2,600 4.2
Singapore 4 711 1.2

Total 101 61,151 100.0

Source: IFM2017, July)

57



COMCEC

The Role ¢ Sukuk in Islamic Capital Markets

The' 1 - éokzerted efforts to include Islamic banking and Islamic finance as policy tools in its

economic agenda hee been the diOET ¢ &1 OAA AAEET A OEA A1 01 OOUGBC
financial markets. The successful inclusion of Islamic finance lends considerable strength

towards AOET AET ¢C A OOOO0A OOEOE PDEDPAI ET AR 11
budgetary requirements but also by quasigovernment entities and corporates. - A1 AUOEAS O
financial institutions and infrastructure sector are believed toremain the lynchpins forfuture

large sukuk transactions due to their financing needs, which are better matched by domestic
instOOOET T Al ET OAOOHeOeBseth DPDAOEOA A1 O 111 ¢C

Apart from Malaysia, other Asian countries particularly Indonesia and Pakistanare steadily

increasing their volume of issuancesTable 310 gives an overview of selected sukuk issued by
someAsian counties.

Table 3.10: A Snapshot of Selected Sukuk Issuances by Asian Countries

Malaysia Indonesia Pakistan Brunei Japan
Sukuk issuer Axiata SPV2 Tiga Pilar Neelum Jhelum  Brunei Bank of Tokyo
Bhd Sejahtera Food Hydropower Darussalam Mitsubishi UFJ
Tbhk PT Campany April 2017 (Malaysia)
(Private) Berhad
Limited j O"4-5-20
Originator/ Axiata Group Tiga Pilar NeelumJhelum Government of  The Bankof
Obligor Berhad Sejahtera Food Hydropower Brunei Tokyo-
Tbk PT Company Mitsubishi (UFJ)
(NJHPC)
Currency US Dollar Indonesian Pakistani Rupee Brunei Dollar Japanese Yen
format Rupiah
Structure Wakalah ljarah Musharakah ljarah Wakalah
Sukuk ratings " AAg¢ j - T A (Pefindo) AAA (JCRVIS)-  AAA (RAM) AAA (RAM)
Baa2 (S&Px Domestic raing Domestic rating
International
rating
Sukuk assets  Airtime n.a n.a n.a Shariah
vouchers compliant asset
Purpose To improve its To refinance its ~ Finance To diversify To diversify
capital outstanding hydropower their portfolio their funding
efficiency debt and project sources
finance its rice
mill
construction
Issue date 13 November 19 July 2016 21 April 2016 28 April 2016 25 September
2015 2014
Tenure 5 years 5 years 10 years 1 year 10 years
Maturity 13 November 19 July 2021 21 April 2026 13 April 2017 25 September
2020 2024
Amount USD500 million  IDR1.5 trillion PKR100 billion ~ BND100 million JPY2.5 billion
Period 3.466% 10.0-10.75% 0, 113 basis 1.03% n.a
distribution points over the
6-month KIBOR
221 -860 Al O1 ORdunei, ashoO1B8 Deg 208 O
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Malaysia Indonesia Pakistan Brunei Japan
Listing Bursa Malaysia, n.a n.a n.a n.a
Singapore
Exchange
Geographical  Asia (58%), n.a n.a n.a n.a
distribution Europe (22%),
of investors Middle East
(20%)

Sources: Islamic Finance News, Thomson Reuters, RAM
3.4.3 AFRICAN REGION

In the past, African governments hd relied on traditional financiers such as export credit

agencies, multilateral agencies, development financial institutions, commercial banks and

private participants to cover their infrastructure costs. However, traditional sources of finance

are finite and must fund other sectos besidese T FOAOOOOAOOOA8 ' EOAT OEA
infrastructure gap, the need to actively seek alternative funding sources has become more

urgent. As a result, several African countries have lookedt the euro bond market, for
infrastructure development and otherpurposes.) T OAAT CT EOQOET 1T 1T &£ OEA AT 1T
Muslim population and the considerable financial strength of Asia and the Middle East, the

number of African countries preparing legal frameworks for sukukssuanceis increasing amid

a plethora of other Shariah-compliant instruments to attract investments from these
economies.Despite the effects of the dowward spiral in oil prices, many of the GCC states

have sovereign wealth funds that, over the years, have amassed significant wealttich may

also be deployed through either conventional financial products or Shariahcompliant
instruments.

In light of this development, Osun State (in Nigeria), South Africa, Senegal Nigeria have all
issued sovereign sukuk backed by infrastructureassets. Thishighlights the growing influence
of sukuk as a strategic debtmanagement instrument by African governmentsin meeting
budgetary requirements. Table 3L1 provides a snapshot of these issuances.
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Table 3.11: A Snhapshot of Selected Sukuk Issuances by African Countries

Sukuk Issuer

Originator/
Obligor

Currency Format
Structure

Sukuk Rating(s)

Sukuk Asset(s)

Purpose

Issuance Date
Tenure
Maturity
Amount

Periodic
distribution
Listin g

Geographical
Distribution of
Investors

Osun State of
Nigeria
Osun Sukuk
Company Plc

State Government of
Osun, Nigeria

Naira

ljarah

Bb+ (Agusto & Co),
A (Agusto & Co)

Elementary, mddle
and high schools

Constructschools

10 Ocbber 2013
7 years
10 Ocbber 2020
Nairall.4 billion
14.75%

Nigerian Stock
Exchange

Domestic invesbrs

Nigeria

FGN Roads Sukuk
Company 1 Plc

Federal Government
of Nigeria

Naira

ljarah

Not rated

Public road

Financeroad
projects

22 Sepember 2017
7 years

22 Sepgiember 2024
Nairal00.0 billion
16.47%

Nigerian Stock
Exchange FMDQ
OTC Securities
Exchange
Domestic investors

Senegal

FCTC Skuk Etat du
Senegal

Government of
Senegal

CFA
ljarah
Not rated

Usufruct of 3
buildings

Finance economic
and social
developmentprojects

18 July 2014

4 years

18 July 2018
CFA100.0 billion
6.25%

Regional Securities
Stock Exchange

West Africa (74%),
Middle East (24%),
Central Africa (1%),
Europe (1%), North
Africa (0.1%)

South Africa

ZAR Sovereign
Capital Fund
Proprietary Ltd
Governmentof
South Africa
USdollar

ljarah

BBB- (S&P), Baal
j-TTAUB8OQ
(Fitch)

Usufruct of
government land

Repaymaturing
debts

Sepgember 2014
5 years 9 months
17 Jure 2020
USD500.0 million
3.90%

Luxembourg Stock
Exchange

Middle Eastand
Asia (59%), Europe
(25%), US (8%),
Others (8%)

Sources: Islami€inance News (March 2016Thomson Reuters (October 201&)exology (January 2017)
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Cote d-Ivoire
(Ilvory Coast)

FCTC

Governmentof Ilvory
Coast

CFA
ljarah
n/a

Usufruct of 2
building complexes
in Abidjan

Finance
development
projects

21 De@mber 2015

5 years

21 De@mber 2020
CFA150.0 billion
5.75%

West Africa bourse

West Africa (56%),
Middle East (38%),
North Africa (8%)

Togo

FCTC

Government of Togo

USdollar
ljarah
n/a

n/a

Finance
development
projects

10 August 2016

10 years

10 August 2026
CFA150.0 billion
6.5%

"T OOO0A 27 C
des Valeurs
-TAET ET OAC

n/a



3.4.4 SUKUK ISSUANCES IN NGDIC COUNTRIES

To allow sovereigns to issue sukuk, changdsave beenmade to the countrie$tax and legal
frameworks8 &1 O A @Al Bl Ah t@a08, which deCeivesl Eoyaldssknk on! 24 July
2009, removed the tax barriersthat had rendered Shariah-compliant financial products less
tax-efficient than their conventional counterparts. The enactmenbf the legislation had been
envisaged topromote the 5 + 8 O A loffb&c@nting Bleading international centre for Islamic
finance. A key component adopted bythe UK in enabling Islamic financeis the embedding of
the ability to allow future adjustments by way of statutory instruments (or other forms of
guidance), without necessarily requiring primary legislation (SEDCO Capital, 2014). This
approach demonstratesOE A CT O AWillingndds @dnke any adjustment to facilitate
other types of isstes,showing that it has both the legislative authority and the ¢ols available
to do so. Unfortunately,there has beenno further developmentto dateinthe 5+8 O OOEOE
market.

France and Luxembourg havelso enactedtax regulations that specifically show how Islamic
financial products are treated according to their &x codes.Elsewhere, Singapore has made
additional amendments to its income tax regulations to clarifyn detail how Islamic banking is

handled. Although there have beenefforts by governments and regulators to develop the
necessary infrastructure,the number of isswes has beenrather few. Table 3.12 indicates the

total number of domestic sukuk issuancesvhile Table 3.13 shows the number of international

sukuk issuances by nofDIC countries (outsidethe Arab, Asian and African regions).

Table 3.12: Number of Domestic Sukuk Issuances by Country (2001 -2016)

Europe Number of sukuk issues Amount (USD million) % of the total value
France 1 1 0.0
Germany 2 83 2.8
Luxembourg 3 280 9.0

UK 9 1,368 44.1

us 5 1,367 441

Total 20 3,099 100.0

Source: 1IFM2017, July)

Table 3.13: Number of International Sukuk Issuances by Country (2001 -2016)

Europe & Others Number of sukuk issues Amount (USD million) % of the total value
Germany 1 123 100.0
Source: IFM2017, July)
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3.4.5 ANALYSIS OF SUKUK ISSUANCES IN OIC AND N8I COUNTRIES
Absenceof Islamic Pricing Benchmark

One of the challenges of sukuk is that iteeturns usually rely on the conventional market O
benchmark rates such as the London Interbank Offered Rate (LIBOR) tine Euro Interbank
Offered Rate (EURIBOR). The use oke#einterest-based benchmaris in pricing raises concern
among scholars who argue that the return is equivalent to riba (interest). From a
practE OET T A0O6 O b A Odebphea tbdir Aidue h&detéristic of being Shariah
compliantdare commonly structured as debtbased instruments, with features similar to
conventional securities.Given their bond-like features andthat they operate in a convational
setup where investors are familiar with the cornventional pricing mechanism, this has
influenced sukuk pricing to adopt the conventional pricing benchmark. In addition, the
following are the key challenges facedvhen pricing sukuk:

A As a relativelynew instrument, it has yet to develop its own pricing mechanism.

A There isalack of consensus among issuersovhat isa suitable Islamic benchmark rate.

A The sukuk market still faces low liquidity, lack of market depth, and lack of critical mass
for issuances. It is believed that as the sukuk marketlevelops further, an Islamic
benchmark rate will naturally develop.

The use of an alternative pricing benchmark is most pronounced in the caseiffrah sukuk,
where sukuk holders receive their returns basd on the rent of the underlying assetsinstead
of using an interestrate benchmark, it is often argued thathe pricing of ijarah sukuk should
be reflective of the rentals arising from the underlying assets.

Economic Development

Based on past sovereigrsukuk isswes, the core purpose of issuing sukuk habeen to fund
budget deficits or related budgetary requirements including the construction of infrastructure
projects. Fromthe core sukuk markets (e.g. Malaysidhe GCC and Indonesia}he traction of
sukuk issues by other OIC and ne®IC countriesunderlines the benefits of including sukuk as
an alternative financing solution.

Due to O O E Qitringix value proposition to match longterm institutional funds with the
capital expenditure for infrastructure projects, it has been a boon for countries such as
Malaysia which have identified the private sector asits engine of growth. Although ather
countries are emulatinga similar trend, the inherent challengesin domestic sukuk markets
have influenced theprogress of development (e.g. lack of support from NBFIs in Indonesia and
Turkey).

Regulatory and Shariah Standardization

The lack of astandardized approach to regulatory and Shariah governance kdnfluenced the

development of sukuk marketsThe international-standard benchmarks in the development of
Islamic finance have beerthe AAOIFI andthe IFSB.The standards adopted by each member
country vary according to the policies and framework that have been established to govern
local sukuk markets. Counties that have implemented acentralized approach have shown
progression in terms of product development and market sharef global sukuk issuance.
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Value Proposition

Key to the sustainability of a sukuk marked @ velopment is the establishment of a LCYsukuk
market where the private sector participates frequently. To attract the private sector is to
AOEI A A OOOTT¢ OAI OA DpOI bi OEOEIT A& O OOEOE
financial masterplan. The gability of macroeconomic factors play a significant role in
determining the stage ofthe sukuk marketd @ogress. The amalgamation of all these factors is
aprerequisite for the growth of A AT OT OOUB8 O ) #- 8

3.5 COMPREHENSIVE ASSESSMENT OF SUKUK INVESTMENDEVAND
(BUY SIDE)

3.5.1 ARAB REGION

According tothe World Bank, the financial industry in the GCC is generally dominated by the
banking sector. NBFIs havea limited presence in the GCC. Investment funds have been
increasing rapidly in several countries, although largely focusedon domestic equities andreal
estate. The insurance sector remains small and targeproperty/casualty risks. Contractual
savings are underdeveloped and dominated by public pension systems, which are mainly
defnedasOP AsyouCl 6 OAEAI AO 71 O A " Al E ute Idtie ©8he
accumulation of longterm resources for investment. Since most investment funds arewned
by banks, it is not surprising that domestic investors of GCC sukuk largelycomprise local
financial institutions. Table 3.4 shows the compositiors of financial markets as a percentage
to GDPwhile Table 3.1 highlights the key indicators of financial intermediation by NBFIs as a
percentageof GDP in the GCC countries.

Table 3.14: Composition of Financial Markets by Country as aPercentage of GDP

Historical data

Data based on latest available date

Country  Outstanding
bond
Bahrain  25.7%(2012)
Kuwait 0.4% (2012)
Oman 0.8% (2012)
Qatar 23.3%(2012)
Saudi 1.7% (2012)
Arabia
UAE 9.7% (2012)

Outstanding

loan
40.0%(1990)
96.5%(1995)
13.9%(1980)
77.6%(1993)
24.7%(1988)

18.4%(1980)

Market
Capitalization
77.2% (1996)
43.9% (1993)
12.9% (1993)
119.8%(2007)
74.2% (2009)

20.4% (2003)

Sources: World Bank, Bloomberg, The Global Economy
Note: Outstanding loanss defined asank credit to the public and private sectar

Table 3.15: Key Indicators of Financial Intermediation

Outstanding
bond
94.5%(2016)
6.2%(2016)
22.8%(2016)
49.3%(2016)
10.8%(2016)

29.6%(2016)

Outstanding

loan
91.1%(2014)
70.8%(2014)
49.0%(2014)
67.7%(2014)
55.8%(2014)

90.3%(2014)

Market
Capitalization
60.9% (2016)
105.4%(2006)
35.1%(2016)
101.5%(2016)
69.4% (2016)

61.1% (2016)

by NBFIs as aPercentage of GDP

Country
Bahrain
Kuwait
Oman

Qatar

Saudi Arabia
UAE

Source: The Global Esomy

NBFIs assets as % to GDP

31.5% (2014)
2.44% (2014)

n/a

n/a
14.4% (2014)
n/a
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Pension fund assets as % to GDP

20.5% (2006)
n/a

n/a

n/a

26.0% (2016)
2.7% (2007)
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A review ofthe investorsof the' ##6 O OAAAT O A ludling sukEu®) Gtidvd ashi§ro
reliance on foreign investors. Amid negative or nearero bond yields in the U, euro zoneand
Japan, these investors have been attracted to the bond yield$eséd by the Gulf region. This is
evident from the size of theorder books of selected GCC bond isegin 2017 and pricing levels
(refer to Figure 3.7).

Figure 3.7: SelectedGCCG* OAAEOO8 / OA AgdDyrainitstainvedtar Prafifes
———— Demand remains anchored for GCC papers —————
= Amount issued = Orderbook 4 Times oversubscribed
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Investors by geography
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3.5.2 ASIAN REGION

Hong Kong and Malaysia have undergoneshlthy developmens in terms of the composition of
their financial markets. Indonesia is still attempting to establish a higher ratio of its
outstanding bond market againstits GDP. The Indonesian government and regulators
acknowledge the need to effectively AEOAOOE AU OEA  Aour€eb &nd bave®
embarked on several measureto do so. Nonetheless, such effortsequire persistence to
ensuresuccessful implementationTable 3.16 shows the compositiors of financial markets as a
percentage of their GDP while Table 3.17 highlights the key indicators of financial
intermediation by NBFIs as a percentagef GDPfor some Asian couatries. Meanwhile, Box 3.6
elucidates the depth of NBFIs in the Malaysian market.

Table 3.16: Composition of Selected Asian Financial Markets as aPercentage of GDP

Historical data Data based on latest available date
Country Outstanding  Outstanding Market | Outstanding  Outstanding Market
bond loan Capitalization bond loan Capitalization

Hong Kong  6.0% (1997) 163.5%(1990)  80.6% (1975) | 66.5%(2016) 271.5%(2014) 995.1% (2016)
Indonesia  17.0%(2008) 12.6% (1980)  32.9% (1995) | 25.09%(2016) 36.2% (2014)  45.7% (2016)
Malaysia 519%(1997) 75.9% (1980)  61.2% (1981) 102.0%(2016) 135.0%(2014) 121.4% (2016)
Pakistan 4.2% (2012) 32.3% (1980) 24.6% (1993) |18.2% (2016) 36.0% (2014)  15.3% (2011)

Sources: The Global Economy, BNM, SC, Asia Bond Online

Table 3.17: Key Indicators of Financial Intermediation by NBFIs as aPercentage of GDP

Country NBFIs assets as % to GDP  Pension fund assets as % to GDP
Hong Kong n/a 37.4% (2014)
Indonesia 3.3% (2014) 1.69% (2011)
Malaysia n/a 57.9% (2014)
Pakistan n/a 0.02% (2012)

Source: The Global Economy
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Box 3.6: Depth of - Al AURNHEFK 6 O

- Al AUGEAGO A& AOO 11 OEA AAeadt-blddided idbuildidg aBttdayer cdpigh)
market. As at end2016, the aggregate assets of NBFIs accounted for about 39.4% (2015: 38.8%)tloé

overall financial systend @ssets.Provident and pension fundsalong with the fund-management industry
accounted forthe bulk (83%) of the . " &) O8 Thk ©lar8eStMBFIs mae 68% of their total assets.The

financial-intermediation activities of NBFIs mostly take the form of financing and investment irplain

vanillad debt and equity instruments. Thesecomprised a smaller98.6% of GDPin 2016 (2015: 101.9%),

reflecting the slower growth of investment funds (2016: +4.3%; 2015: +6.0%) anc weaker equity market.

Amongthe larger NBFIs, thé& share of investments in equity has remaineanostly stable, constituting 29%-

72% of their respective assetbases. Similarly, the share of investments in debt securities has been stabl
ranging between 4% and 41% oftheir total assets. These entities continue to play an important role i
supporting the liquidity of their domestic financial markets, includingamid heightened selling pressure by
non-resident investors. In recent years, NBFIs havbeen gradually increasing their investments in real

estate, infrastructure projectsand private equity, in a bid to improve yields and diversify investment risk.
However, such investments remain relatively small at less than 10% of the total assets of individual NBFI
although this is expected to trend higher followingthe announcedintention of severallarge NBFIs toelevate

investments in these asset classes over the next few ysaThe share of overseas assets has also remain
broadly unchanged, ranging between 7.3% and 28.4% tife total assets of individual NBFIs.

Source: BNM (2016)

In our analysis of the buy side of selected Asian countries, referenbas beenmade to the
McKinsey Asian Capital Markets Developmentndex to evaluate the level of intermediation
with a focus on countries that have raised sk in the past (efer to Figures 3.8 and 3.%

Malaysia is rankedthe highest amongits peers with a score 0f3.25 (out o 5) in terms of: (i)

funding at scale; (ii) investment opportunities; and (iii) pricing efficiency Indonesia recorded a
score of 2.20 and Pakistan 1.30.

The key data points in the scores includéhe following:

1. Financial depth of the primary market - Malaysia is ranked as moderate compared to
Indonesia (shallow) and Pakistan (very shallow).

2. Availability of long-term debt 7 Malaysiais ranked as@eepdcompared to Indonesia (very
shallow) and Pakistan (shallow).

3. Availability and stability of outstanding foreign portfolio investments (FPIs)against GDFR
Indonesia is ranked FPI> 25%, followed by Malaysia (FPI< 25%) and Pakistan (FPI<
10%).

4. Availability of investment opportunities across asset classeg Malaysia is considered
(Gleepd > 240%), with Pakistan and IndonesiaA A A | Yedy shallowd < §0%).
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Figure 3.8: McKinsey Asian Capital Markets Development Index

Fundingat  Investment Pricing
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Figure 3.9: Constituents of McKinsey Asian Capital Markets Development Inde x

Theme

Sub-theme

2 Weight allocated: 40% while arriving at total score
4 Moderate *
SourceMcKinsey& Company (2017April)

Shallow My Very shallow

Metric

1. Financial depth of primary
market

3 Weight allocated: 10% while arriving at total score

Description
3-year average issuances of equity, government bonds (>1 year),
corporate and FI bonds, and securitised products, as percent of
GDP

Availability
2. Availability of long-term debt | Ratio of long-term (>10 years) to short-term (1 to 3 years) debt
6 issuances, vis-a-vis overall size of the debt market
== Fundingat
\\“scal e . ) 3. Availability and stability of Stock of Foreign Portfolio Investment (FPI) as percent of GDP, vis-
Diversity of sources foreign investment a-vis 5 year standard deviation of FPI flows
4. Competitiveness of cost of Cost of equity and debt adjusted for inflation
Affordability capital
5. Availability of investment Stock of all capital market assets (comprising outstanding equity,
Availability opportunities across asset corporate and FI bonds, government bonds and securitised
classes products) as a percentage of GDP
Investment
opportunities 6. Appropriate risk-adjusted 7-Year Sharpe ratio, 2008-2015, for investments in cash equity
Return returns products

Market
(6‘ efficiency

Pricing efficiency

7. Quality of pricing information

Efficiency index comprising !

® Long-term memory,/ Hurst Exponent, measuring correlation
in the long —term series.

® Fractal dimension, measuring correlation in shorter
fractions of the earlier long-term series

= Approximate entropy, measuring the availability of
information which can be used to protect market trends.

SourceMcKinsey& Company (2017 April)
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3.5.3 AFRICAN REGION

In terms of financial market development, African countriediberalized their financial sectors
in the late 1980s and 1990s, as part of the structural adjustment programmes promoted by the

IMF and the World Bank. The reforms includedhe removal of credit ceilings,the liberalization
of interest rates, the restructuring and privatization of state-owned banks, and the

introduction of a variety of measures to promote the development of private bankg systems
and financial markets (Review of Development Finance, 2015 hese measureshad been
accompanied bybank supervisory and regulatory schemes, including the introduction of
AAPT OEO ET OOOAT AA EI
to be the most advanced compared to its peeras depicted by an increase in its outstanding

AAOOAEI

A Tfirdhcial erkeOsegmg O |

A O

bonds and marketcapitalization as a percentagef GDP. Overall, despite the growthf! £AZOEA A G O

financial system it remains relatively underdeveloped compared to other upand-coming
emerging markets.Table 3.18 shows the composition of financial markets as a percentage of

GDP.

Table 3.18: Composition of Selected African Financial Markets as aPercentage of GDP

Country  Outstanding
bond

Gambia 0% (2012)

Nigeria 5.5% (2012)

Senegal  8.4% (2012)

Ivory 50.9%(2012)

Coast

South 34.0%(2012)

Afric a

Sudan n/a

Outstanding

loan
42.4%(1980)
18.29%(1980)
38.4%(1980)
40.8%(1980)

49.6%(1980)

17.0%(1980)

Source: The Global Economy

*n/a. z not available

" AOAA 1

Historical data

Market
Capitalization

17.0% (2003)

14.0% (2003)
n/a

12.0% (2003)

161.6%(2003)

n/a

OEA Al i Pl OEOA

Data based on latest available date

Outstanding
bond

0.2% (2016)
12.4% (2016)
30.0% (2016)
120.4%(2016)

82.7%(2016)

n/a

| EQ

Outstanding

loan
40.4%(2014)
18.3%(2014)
38.8%(2014)
26.3%(2014)

77.2%(2014)

9.8% (2014)

Market
Capitalization
n/a

7.4% (2016)
n/a

34.2% (2016)

322.79%(2016)

n/a

I £ ET OAO by f@¢n

holders. Although African governments have implemented measures to heighterthe

development of NBFIschallenges such as financial inclusioand a low savings ratehave been

hampering progress, as depicted imable 139.

Table 3.19: Key Indicators of Financial Intermediation

by NBFIs as aPercentage of GDP

Country
The Gambia
Nigeria
Senegal
Ivory Coast
South Africa
Sudan

NBFIs assets as % to GDP|

Source: The Global Economy

*n/ a.z not available

120.3% (2014)
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n/a
n/a
n/a
n/a

n/a

Pension fund assets as % to GDP

n/a

4.4% (2012)

n/a
n/a

40.8% (2014)

n/a



3.5.4 ANALYSIS OF SUKUK INVESTMENTS IN OIC COUNTRIES

Based onour observation of sukuk markets, the dearth of sukuk issuansehas resulted in
investorO ®uy-and-hold behaviour, thereby causing the lack of a secondary market. For
AgAi 1 Ah - A1l AUOEAGO OAAT T AAOU OOAAET C EO il
volume and number of sukuk issues. NeverthelessO EA AT OT OO8G O OF DAH @ A&
launch of a Shariahcompliant fund with an initial investment of RM100.0 billionin early 2017

has exerted pressure on the sukuk pipeline#1 OBP1 AA xEOE ) Ol ATl EA AAT E
requirements, this will further affect market conditions. In support of ) O1 ATl EA AAT EO
requirements for liquid assets, Islamic securities issued by the government, local central banks

and selected highly rated sukuk have been used tolfill market demand

The mntinued progress in product development andthe identification of potential sukuk
issuers in domicile sukuk markets will bode wellfor supporting the growing demand for
Shariahrcompliant assets. As highlighted earligersukuk has proven a useful tool in the funding
of infrastructure projects. Continued development thatsupports both commercialneedsand
Shariahrequirements, as well as the cooperadn of all market participants, will strengthen the

pillars holdingupA AT OT OOUBO ) #- 8
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4. CASE STUDIES

4.1

INTRODUCTION: SELECTION CRITERIA AND METHODOLOGY

In determining the selection criteria and methodology several factorshave beenanalysed The
developmentstage matrix (shown in Table 4.1)has been established to categorise the
countries under review.

@

Table 4.1: Development -Stage Matrix for Sukuk

. Moderate . Low

Matured Developing Infancy
Malaysia UAE Indonesia Turkey Hong Kong Nigeria
Level of
mag_rlpeconomic BBB.
stability
(ratings of the A- (S&P), AA (S&P), (S&P)aBaa:S BB (S&P), AA+ (S&B, B (S&P),
country based on A3 Aa2 (Moodys), Bal Aa2 B2
; (Moodys), (Moodys), BBB (Moodys),
various factors such . . : ? (Moodys), (Moodys),
as geopolitical A- (Fitch), AA (Fitch) (Fitch), BB+ (Fitch) AA+ (Fitch) B+ (Fitch)
; o A2 (RAM)  AA2 (RAM) BBB: BBB: (RAM)
tension, volatility of (RAM)
local currency, level
of inflation rate)
Percentage of
Muslim population 61.3% 76% 87.2% 99.8% 1.4% 50%
to total population
Percentage of
;SS'Z‘[;'SC tgatg't‘gl‘g > 20% > 20% < 5% < 5% <1% <1%
banking assets
Market share of total
global sukuk > 40% 10%-20% 10%-20% < 10% <1% <1%
issuance
Legal framework:
- Common law or . . .
civil law Civil law, Civil law, Civil law,
- Amendments to Common market market with clear Common Common
local law law driven driven processes law law
- Clarity of dispute
resolution,
bankruptcy act,
arbitration
Regulatory
framework:
- Strong and single Comprehen Gaps
regulation to sive Vulnerable  between Releaseof
govern bond framework due to sovereign  Communique Global
market and minimal and to govern financial Under-
- Specific guidelines  gyigelines  framework  corporates sukuk centre developed

on sukuk

- Regulatory
protection for the
bond market

- Ratings

@,

@,
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Shariah governance

framework:

- Centralised
Shariah board

- Resolutions on
sukuk structures

- Key functions
such as advisory,
review and audit

Tax neutrality:

- Removal of taxes
related to transfer
of assets

Tax incentives:

- Waiver or
deduction of taxes
and/or issuance
costs

Product innovation:

- Diversi ty in sukuk
structures and
products

Infrastructure:

- Trading platforms

- Listing and
approval
processes

- Activity level of
Islamic money
market

Diversification of

investor base:

- Intermediation by
NBFls

- Inclusion of retail
investors

Diversification and

frequency of:

- Sovereign
issuance

- Corporate
issuance

Cost

competitiveness:

- All-in cost in terms
of legal, pricing,
issuance timeline

Establishment of a

sovereign sukuk

yield benchmark

Establishment of a
corporate sukuk
yield benchmark

Source: RAM, ISRA
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Further details onthe developmentstage matrix are providedin Table 4.2below.

Table 4.2: Description of the Development -Stage Matrix

Stage of Sukuk
Country Market
Development
Malaysia Matured
UAE Developing
(advanced)
Indonesia Deweloping
(intermediate)
Turkey Developing
(beginner)
Hong Developing
Kong
Nigeria Infancy

Source: RAM, ISRA

Rationale

the world leader in terms of market share. As at en@016, Malaysia
accounted for41.1% (USD29.9 billion) oftotal global sukuk isstance.lts

classification A Omatiredd is predicated by a healthysukuk issuance
pipeline for the public (34.6%) and private (65.4%) sectors, a vibrant

ecosystem (e.g. tax incentives, intermediation by NBFIs) and a stror
value propostion that puts sukuk at an advantage compared tc
conventional bonds.

By market share, the UAE made up 10.7% (USD8.05 billion) of tot
global sukuk issuance as at end016, mainly from the private sector On
average,the UAE ranks second after Saudi Arabia in contributinsto the

supply of GCC corporate sukuk issuance. Even though its ecosystem |
room for further improvement, its healthy pipeline of corporate sukuk
O00PDPI OO0 OEA 1 AOEAOGSGO 1 AGAT T £ A
4EA YT ATTAOEAT CIi OAaypandkd ION Bas kednla
boon toits sukuk market. As at ene2016, the country recordeda 16.3%

(USD11.9 billion) market share, supported by issuances from the publi
(97.2%) and private (2.8%) sectors. By comparison, the sukuk
ecosystem favours the public sector, with no real value proposition

created for corporate issuers. Nevertheless, Indonesia is placed unde
adevelopingd due to its growing influence and potential in capturing a
slice of the global sukuk market.

4EA COI xOE 1T &£ 400EAUGO OOEOE 1A
its participation banks and sovereign issuancesSincethe release ofthe

OACOI AOT 08 O ommsukuK, té mufE2Aof isses has rapidly

increased, capturing4.0% (USD30 billion) of the entire global sukuk

market as at end¢mmp @8 4 EA &devedpinG®Odtiaiud is

underpinned by its EAU OOAEAET 1 AA Q6 propélidgtiel
sukuk industry to its next phase of growth.

Hong Kong is reputed as an established international financiakentre. Its

endeavour to incorporate Islamic finance into its financial system is to
support a complementary rolevis-a-vis the Islamic finance community
which it currently serves. As a nofDIC nation that has returned to tap
the sukuk market3OEi AOh EO O1 AAOOAT OAOin «
expandng its financing sources and investor base. ltcategorisation

under cdevelopingd relates to this initiative by the government

compared to other global financialcentres such as London, New York
and Singapore.

Nigeria has proactively included Islamic finance in itsnasterplan to

facilitate its ICM progression. However, its underdeveloped financia
systemand currency fluctuations, among otherspose certain challenges
against the development ofits domestic bond market. Hence its
placement under dnfancyoto depict the needto strengthen its market

infrastructure and attain macroeconomic stability, to facilitate the

growth of its domestic bond market.

72



4.2 MALAYSIA
421 1 6%26) %7 [/ & -1 ,193)1 83 #10)4!, -12+%43

The financial services industry has been a key drivesf- AT AUOEA8 O AATTT 1 EA AAO/
one of the 12 national key economic areas (NKEAs)nder OEA Al Gid:oﬁb@ﬂb() o)
Transformation Programme (ETP), the national strategic initiative formulated by thé&soMto

elevate the country to developeehation status by 2020.I1t is also the foundation of the

Financial Sector Blueprint (FSB), the 1§ear maserplan implemented by its central bank

i".-q A O OEA T ATACAT AT O 1T A& - Al AUOGEASadedD OAT OEOD
high-income economyA key recommendation under the FSB is for Malaysia to consolidate its

success and position itself as a leadlj international centre and global hub for Islamic finance.

Under its financial services NKEA for Islamic finangethe GoM targetsthis segment to

constitute 40% of total financing in Malaysia by 2020.

As aresult of the Go 61 A OACOI AOT OWOSX)jcdnched effdrts, -Maldysdia has
evolved into one of thex T O I nfogt @dvancedand leading ICMs. Based on our methodology
for this report, we have placed Malaysia under theOnatured6 category due to its
comprehensive Islamic finance ecosystemwhich underscores the countryd (Qosition the
x1 O1T A60 1 AOCAOGO 1 AWM 0%EUSD153HIIDN) Bf tofalyloialislikakA
issue8 3 ET AA - Al AUOEIA 8990, thEfdaddng O Ead $purrdis@Ednomic
growth, channelingdomestic financial resources towards infrastructure development andisa

key componentl £ O E Audgdt maha@ement.

- Al AUOERAGIA AT#AAA OE A 60%ofthe &rdire & fitAl O drketiagat end2016,
compared to53% a decadeearlier, as shown h Chart 4.1

Chart 4.1: Growth of - A1 A U OE évér@ 10-ear Period
RMbillion
8,000.00 - ! r 80%

7,000.00 -

604 §

6,000.00 - 53% r 60%

5,000.00 -

4,000.00 - r 40%
3,000.00 -

RM2 9 trillion
2,000.00 - l I l I r 20%

1,000.00 - RM1.7 trillion

T T T T f 0%
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2020e

N Total capital market Total size of ICM =9 ICM to total capital market

Sources. BNM SC . . s
Note: Based othe3 # 8 O A Ah&Eidedf B&ICNI iB equivalent tthe total market capitalization of Shariah
compliant securities andhe amountof outstanding sukuk.

the3#6 0 #ADPEOAI - AOE A2010) andCC@pﬁI&D Blarket Magterplane 2200
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2020). The SC estimate that the overall ICM in Malaysia will swell to RM2.9 trillion (or
USD670.4 billion) by 2020 (efer to Boxes 4.1 and 4.2or details on these 2 Masterplans).
Based on our analysis of historical data, the stimulus for Islamic finance in Malaysia and the
attainment of global recognition have leen predicated by the prominence of sukuk issuance by
the private sector, following the' 1 - @&fforts to consolidate publicsector activities and
promote the private sector as an engine of growth.

Box4.1:MAT AUOEAB8O #ADPEOMPL) - AOEAO 01 AT p j #

A 10-year plan (2001-2010) outlining strategic focus and 3 years (2001 -2003)
actions, with 152 recommendations to address 4 key

i : 0  Strengthen domestic capacity
Malaysian capitatmarket challenges.

and develop strategic and
nascent sectors

2 years (2004 -2005)

U Further strengthen key
sectars and gradually
liberalise market access

Objectives:

1. To be the preferred fundraising centre for
Malaysian compaies.

2. To promote an effective investmenimanagement
industry and a more conducive environment for
investors.

3. To enhance the competitive position and efficiency
of market institutions.

4. To develop a strong and competitive environment
for intermediation services.

5. To ensure a stronger and more facilitative
regulatory regime.

6. To establish Malaysia as an international ICM.

5 years (2006 -2010)

0 Further strengthen market
processes and infrastructure
towards becoming a fully
developed capital market
and enhane international
positioning in areas of
comparative and competitive

<Phase 3 <hase 2<<Phase 1

advantage.
Source: SC
Box42d - Al AUOEAGO #ADPEMPRI - AOEAO 01 AT ¢ j#
The roadmap to transform the competitive dynamics of B. Governance strategies:
-Al AUCGEABO AAPEOAI | AOEA-0020).¢
Cutlines growth strategies to address structural challenges anc 1. To enhance product regulation to
critical linkages to foster a more diverse and innovative manage risks.
intermediation environment, and to nurture new growth 2. To expand accountabilities as
opportunities. intermediation scope widens.
3. To develop a robust regulatory
A. Growth strategies: framework for a changing market
landscape.

1. To promote capital formation. 4. To facilitate effective oversight of
2. To expand intermediation efficiency and scope. risks.
3. To deepen liquidity and risk intermediation. 5. Tostrengthen corporate
4. To facilitate internalization . governance.
5. To build capacity and strengthen information 6. To broaden participation in

infrastruct ure. governance
Source: SC

Since the mid1980s, the private sector has been playing an instrumental role in the strategic
development of the Malaysian economy. Spurred by strong economic expansiand the
concerted support and efforts of the G|, regulators and market participants, the corporate
bond market has charted an upward growth trajectory. The catalyst for this remarkable
expansion was the Asian financial crisis in 1997, which highlighted ghmismatches in funding
maturities and the need for diversification from bank funding. The intermediation by the bond
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market has allowed the matching of longerm, capital-intensive spending with the longterm
liquidity provided by institutions, pension funds and insurance companies, among others. As a
result, the outstanding OA1T OA 1 £ LCK boAdd Gds Agdodn exponentially, from
approximately RM143.7 billion as at eneDecember 1997 to RM1,251.6 billion as at endune
2017.

As depicted in Chart £, - Al AUOEAGO AADPEOAI | AOEAO AT A
against GDP in 1997 shows an undeteveloped bond market and overdependence on bank
financing. Maturity mismatches and a sudden capital flightad pushed Malaysia into the thick
of the Asian fancial crisis in 1997. As at endJune 2017, thedomestic financial system
boasted a weltldiversified mix of funding between the capital markets and the banking system,
which has been tested during the global financial crisis. In comparison to major fineial
markets, Malaysia escaped relatively unscathed due to the strong foundation that was
established through CMP1 and CMP2 following theskan financial crisis. Chart 48 outlines the

AOGT 1T OOETT 1T &£ - Al,vwhitiOHadedpéndelldnd develbpadstadilpsince 1987,

Loans/Financing Loans/Financing
Outstanding Outstanding
160% 123%

Equity Equity
Capitalisation Capitalisation
143% 1997 June 2017

Outstanding
amounts as a %
of GDP at
USD285.8
billion

Outstanding
amounts as a %
of GDP at
USDE5.6 hillion

Bonds Outstanding Bonds Outstanding

Sources. BNM, SC

75

b=

pa—



Chart 4.3: Evolution of MalayO E Bén®Market

2017 - Release of the
Islamic Fund and Wealth
2014 - Establishment of management Blueprint
Sustainable and Responsible T
: Investment Sukuk Framework !
QOutstanding Bonds GDP Annual Change
i 1
(USD billion) 2000 - o 2011 - (%)
&Fd'%ltmm;] ::)55‘&"19]';195 1PDS 2004 - Guidelines on Islamic Capital Market Masterplan 2 :
350,0 - alver of stamp duty fora PDS Financial Sector Masterplan 2 - 12,0
1989 - r I X !
Initial PDS guidelines by BNM 2001 - 2006 - I v - 10,0
300,0 Waiver of stamp duty for all Financial Sector Master Plan Launch of MIFC : ¥
company bonds Capital Market Master Plan Guidelines on \ - 80
T Guidelines on ABS BPA and Credit Rating Agency v
250,0 - i P\ —— \:"’\/\_ I
I
1| 1990 - RAM established 1 1 2003 - 1 -~ 40
: | : : Islamic PDS accorded various tax v ’
200,0 - 1 | 1992 - Mandatory ratings 1 incentives (eg. stamp duty waiver, - 20
! I requirement ' tax deductions on issuance '
150.0 I : 1 \ expenses) and tax-neutral Fo-
E 1
’ ' ! 1| 1993 - Securities Do framework
1 | | Commission established . P! v - (20)
1 | I 1
100,0 - 1 ! 1 v L
k) . : | : | # + [410]
! 1 ! 1 v
! I ! 1 - (60)
50,0 - ! | ; |
v v h 4 - (80)
(10,0)

A D O DN DN HS AN DO O DA OGPPSO LA DO DMLY N H A
s s R R R R R L R o I B R I N RN LN e N RN I N S N N R N N R T e T e U A I
N N N A S O M S S S O S R
&
L Y ) \ Y ) L \?-
Asian Financial Crisis  Dot-com bubble Global Financial Crisis
Private Sector = Public Sector ~——GDP Growth (%)
Source: Bond Info Hub, BNM
ABS = assetbacked securities MIFC = Malaysia International Islamic Financial Centre
BPA = bond pricing agency PDS = private debt securities

CRA = credit rating agency
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AAAO

i AOEAOO EI

against theother big economies in the region, as explained in Box 4.3.

Box 4.3: Size of Selected Asian Debt Markets as at end-2016 (USDhbillion)

-A1T AUGEABO OEUAAAT A AT
Corporate  Government
10 A PAROAAT OACA 1T & ' $o0 bond bond
bond market ranked third after those of Japan market market Total
and South Korea as taend-2016. In terms of Japan 670.8 8,965.8 | 9,636.6
absolute value, the USD260.2 billion Malaysian China 2,155.0 4,974.0 | 7,129.0
bond market was placed fifth after Japan, China, Korea 1,010.9 702.0 | 1,713.7
South Korea and Thailand as at eng016. Thailand 81.5 2215 303.0
Malaysia 119.0 141.2 260.2
4EA '1-80 PDPOACIi AGEA AE Singapore 99.0 137.0  236.0
the domestic bond market is in line with its Hong Kong 97.0 133.0 230.0
objectE OA 1T £ AOOAET ET ¢ OA/ Indonesia 23.0 139.0 163.0
by 2020. Philippines 18.0 80.0 98.0
Vietnam 2.0 42.0 44.0

Size of Selected Debt Markets Relative to GDP (as at end-2016)

% of GDP

250.0% -

200.0% -

Mix

150.0% -

100.0% -

50.0% -

.0 0 0 HEE e m .
Japan Korea Malaysia Singapore Thailand HongKong China  Philippines Vietnam  Indonesia
Private Sector M Public Sector

Source: Asian Bonds Online

4.2.2 GROWTH OF THE SUKUK MARKET IMALAYSIA

Spurred by the success of the corporate bond market, the BM@nd regulators had the foresight
to strengthen its Islamic finance ecosystem which has propelled Malaysia into the
international financial markets as a world leader insukuk issuance To incentivise an already
active corporate bond market, additional fiscal and financiastimuli had beenintroduced, such
as a taxneutral framework and tax deductions for sukuk issuance expenses, which hakiened

As a result, the outstanding value of sukuk issued in Malaysia she@an average annual growth
rate of 13% over the last decade, compared to 4% for conventional bonds. As at ehthe
2017, the outstanding value of LCY sukuk amounted to RM748billion, against RM534.0
billion for conventional bonds. Since 2014, outstanding sukuk has surpassed outstanding
bonds by more than halfand the percentage has beenmising steadily as thequasigovernment
and corporate sectos have beenopting to issuesukuk instead of conventional bonds.
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Domestic Market z Public Sector Issuance

Over the years, in support ofts aspiration to turn Malaysia into an international ICMthe Gavi

has progressively increased the percentage of government investment issues IjGlompared

to Malaysian government securities (MGS) (adescribed in Box 4.4). Chart 4.4hows that as at
end-June 2017, a total of RM67.0 billion ofovernment securities had beenissued, of which
46% constituted sukuk, compared to only27% as at end2006.

Chart4.4:- Al A U Sduekeig®Sukuk vs Conventional Issuance (2006 -June 2017)

RM billion

RM94.0
billion

120.00

100.00

RM42.4
billion

80.00 -

RM67.0
billion
60.00

46
40.00 | 27 %

0.00
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016  June 2016 June 2017

Sukuk issuance M Conventional issuance

Source: Bond Pricing Agency Malaysia (BPAM)

Box44d, - Al AUOGEABSO

In 1983, the Malaysian Parliamenpassed the Government Gl MGS | % of GlI
Investment Act to enable the GMl to raise funds through (RM (RM to total
the issuance of norinterest-bearing certificates known as billion )  billion ) | issuance
Gll. The first Gll issuance took place in July 1983. The 2006 19.6 174.3 10.0
primary reason for the introduction of Gll had beento 2007 28.0 191.7 12.7
enable Islamic banks to hold firstclass liquid 2008 425 231.8 16.6
assetginstruments to meet the statutory liquidity 2009 66.0 2423 21.4
requirements and alsofor investment. 2010 81.5 261.0 23.8

2011 110.0 277.7 284
Gll had first beenissued based on the Shariah contract o 2012 143.5 292.1 32.9
gard hasan (benevolent loan). Since 22 July 2014, Gl 2013 172.5 305.1 36.1
issuancehas adopted the murabahah concept. As at end 2014 185.5 3296 36.0
2016, the percentage of Gll relative to the Go 0 2015 214.0 340.1 38.6
borrowings had increasedto 39.6%, from only 10.0% a 2016 2345 357.4 39.6

decade ago - indicating the Go & @ommitment to
supporting the growth of Islamic finance.

~ Source: BNM

Historically, a large portion of the Ge & lidget deficit has been fundedby capital-market

instruments. Hence given the larger budget deficit projected f02017 (as depicted in Table
4.3), our analysis oncludes that the G will remain committed to supporting the issuance of
Islamic securities to finance its budget shortfall.
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RM billion 2014 2015 2016e 2017f
Government revenue 220.6 219.1 212.6 219.7
Government expenditure 259.1 257.8 252.1 260.8
Budget deficit (38.5) (38.7) (39.5) (41.1)

Source: Miistry of Finance, Malaysia

Due to thefaster pace of issuancdor Islamic government securities over the last decadehe

total outstanding amount of Islamic government securitiehas augmentedrom 11% (RM21.6

billion) of total issuance as at eneR006 to 44% (RM291.4 billion) as at enelune 2017, as
illustrated in Chart 4.5.

RM billion RM662.4
billion
700.00 -
600.00 -
500.00 - 44,
400.00 1 RM198.1
billion
300.00 -
200.00 - 114
100.00 J I
0.00 T T T T T T T T T T T
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 June 2017

Sukuk issuance B Conventional issuance

Source: BPAM

Domestic Market z Private Sector Issuance

- Al AUOGEAB® O Apkimihgithroegh infEadrlicure -led projects has been a boon tche

sukuk market, especially for the quasgovernment and corporate sectos. Total bond issuance
by quasi-government entities and corporates swelled from RM79.3 billion as at end2006 to a

record of RM137.7 billion a decade later. The positive momentum caed through to 1H 2017,

when total quasi-government and corporate bond issuancesurged 17% y-0-y to RM78.9
billion , with sukuk accounting for62% of the total, asllustrated by Chart 4.6
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RM billion RM137.7
billion
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Source: BPAM

As at endJune 2017, sukuk issuance represeetl a hefty 73% of total outstanding quasi
government and corporate bamd issuance (refer to Chart 4.7)Based onour analysis, the
tipping point for the private sector to choose sukulcentres on its value proposition.

Chart 4.7:- Al A U Odephrat©Sukuk vs Conventional Outstanding ( 2006 -June 2017)

RM billion
RM582 6

700.00 1 b|||I0n

600.00
500.00

400.00 1 RM232.5
300,00 | billion
200.00 1 49,,
= i
0.00 - .

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 June 2017

[ Sukuk issuance B Conventional issuance

Source: BPAM

4.2.3 ANALYSIS OF SUKUK STRUCTURES, ISSUANCE AND INVESTMENT
Analysis of Sukuk Structures
From predominantly debt-based Shariah contracts in 2005 (refeto Chart4.8), the market has

evolved through the last decade. Keylevelopments include the establishment of Bursa Suq Al
Sila (BSAS) in Augus2009, and the publication of the! ! / ) &har@ltStandards in 2010.
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BSAS is an international commodity platform that is able to facilitate commoditipased Islamic

financing ard investment transactions under the Shariah principles of murabahah
musawwamah and tawarruq. Following the establishment of BSAS, there was a spike in
murabahahsukuk issuance in 2010; this has remained one of the preferred contracts for sukuk

issuance. Our analysis indicates that he reasons for this increasepoint to ease of

Ei D1 Al AT OAQET 1 Atokot Etils® &xbstih@ dssetd ariinsuifidient assets to

comply with the 3 # & O -pActb@duidelines. There are other platforms in the market tht

I £#FAO OEI E1I AO OAOOEAAO OOAE AO ! Al Av AAadlAAEET & ¢
Sedania AsSalam# ADPEOAIT 3 BIEANEAFO ¢nmrw j AT 11 AAOEOAT U OA
bl A O £l Nohethéle§s BSAS isstill the preferred platform for the issuance of commodity
murabahahsukuk.

Following the release ofthe ! ! / ) &hamaldStandards in 2010, several countries (including

Malaysia) had aligned their operations and practiceswith the international standards. As a

result, even though the typs of Shariah contracts used are still diversemurabahah, wakalah

AT A EUAOEA AT 1 OOAAOO AAAT O OAA Al O efR0i6, 401 E 1T £
shown in Chart 4.8

Chart 4.8: Malaysian Corporat e Sukuk Issuance by Type of Shariah Contract (2005 -2016)
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In the structuring of sukuk, the following SC guidelines are taken into consideration:

1. Shariah Resolutions for the ICM

The initiatives by the regulators to scEAE AU OEA &l O1 AAGETT 1T £ - Al Al
establishment of acentralized SACof the SC to govern all Shariah matters related tthe ICM.

Similarly, a separate SA@as beenset up under BNMto adviceon all matters related to Islamic

banking andtakaful. The SACs have from time to time issued Shariah resolutions and decisions

related to their relevant jurisdictions. The resolutions of the SACs are publicly available and

are used as a reference point by the industry and academia around the world. €lproactive

approach of the SACs has allowethe ICM as well as the banking andakaful sectors to

81



flourish, by cultivating a conducive environment for product innovation and flexibility while
ensuring compliance with Shariah principles. Figure 4.1summarizes the roles of these 2
Shariah authorities.

-1 ,193)153
REGULATORYBODIES

1 2) 1 (

Islamic Banking and Takaful ‘ ’ Islamic Capital Market ‘
ShariahAdvisory Council of ShariahAdvisory Council of
BNM SC
Objective: Established irMay Objective: Establishedn May
1997, the committee is 1996, the committee is
responsibleto advise on responsibleto advise on
matters relating to Islamic matters pertaining to Islamic
banking andtakaful business capital market.
or any otherlIslamic finance
area that is supervised and
regulated by BNM.

Sources: BNM SC

Based on our observation, several SAC resolutions differ from the opinions of Shariah expert
in other countries. According to theResolutions of the Securities Commission Shariah Advisory
Council (Second Editionthese variations exist due to difference in time and place, andthe
divergence in the needs and background of a country. Regardlessf the difference, each
jurisdiction (e.g. Malaysia and GCC countries) has evolved to accommodate the requirements
of its domicile country, with each having expanded rapidly over the years in the development
of its Islamic finance landscape.

2. Requirement of Identified Assets , Ventures and/or Investments

The Guidelines on Unlisted Capital Market Products under the Lodge and Launch Framework
(2015) set out the asset requirementss whether tangible or intangibled /&I O OOEOE EOOC
related to the contracts d A A hltbaman ajil (BBA), murabahah, istisnadtand ijarah:

a) The identified asset and its use must satisfghariahrequirements.

b) If the identified asset is subject to any encumbrance or is jointly owned with another party,
prior consent must be obtained fom the charge or joint owner.

c) Where the identified asset is in the form of a receivable, it must baustaqir (established
and certain) and transacted on the spot, either in the form of cash or commodities.

In relation to sukuk issuances based omusharakah, mudarat_)ahand'wakalgh 'biI isj[ithmar, the
ventures and/or investments must also comply withthe 3 # 8 O dSBafiahEqliEements.
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3. Asset-Pricing Guidelines on Saleand Purchase Sukuk Structures

The assets (tangible or intangible) used in a sukuk sicture must also satisfy the assepricing
guidelines. The purchase price for the sale and purchase of an identified asset under the sukuk
structures of BBAmurabahah, istisnagand ijarah must adhere to the following requirements3

a) The purchase price musnot exceed 1.51 times the market value of the asset
b) In cases where the market value of a particular asset cannot be ascertained, a fair value or
any other value must be applied.

The rationale for the asse® OEAET ¢ COEAAI ET AO HefestsGsb thadd dé OAA O E
market value of the underlying assetsommensuratex EOE OEA ET OAOOT 008 bDOET
value.Where there is anunavailability of assets (e.g. unencumbered, insufficient assets to meet

the assetpricing guidelines, commercial reasas), issuers have the option ofitilising any of

the approved platforms to purchase Shariah-compliant assets to facilitate the sale and

purchase requirements under anurabahah(via atawarrug arrangement) structure.

Analysis of Sukuk Issuancesz Supply (Sell Side)

Sincethe early 2000s, the private sectothas beenE AAT OEAEAA AO OEA AT O1 00U
AAOGA T £ OEA AT O1s00aB Giscah shibufi ®ekd intréddceEvia e annual

budgets for Islamic finance These haveroven successfulin incentivising the private sector to

opt for sukuk instead of conventional bonds. As giwn in Figure 4.2 the ICMhas played host

too many sectors with fi nancial institutions andinfrastructure & utilities claiming a largeslice

of the piedue totheir sizeable financing amoung.

100% —

80% - Consumer Products

W Industrial Products
T0% - ® Mining and Petroleum

A=et-Backed Securiies

60% - B Trading and Services

M Plantation and Agriculkure
0% - W Property and Real Esate

B Construction and Engineering
40% - Transportation

Diversfied Holdings
Infrastructure and Utilities
M Financial Services

30% -

20% -

10% -

0% -
2015 2016 YTD Sep-17

Sources: BPAMRAM

3 The guideline is not applicable tgjarah sukuk that does not involve the sale and purchase of identified assets.
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Table 4.4 provides a snapshot of benchmark corporate sukuk issued in Malaysia.

Table 4.4: A Shapshot of Benchmark Corporate Sukuk Issuances in Malaysia

Sukuk issuer
Obligor

Currency format

Structure
Obligor/sukuk
ratings

Sukuk assets

Purpose

Issue date
Tenure
Maturity
Amount

Period
distribution
Listing

Geographical
distribution of
investors
Source: SC

Malaysia Building
Society Berhad
(First covered sukuk)

Jana Kapital Sdn Bhd

Malaysia Building
Society Berhad

Ringgit
Murabahah
AAl (RAM Ratings)

Portfolio of securitised
assets

To be used for working
capital purposes,

24 December 2013
15 years

22 December 2028
RMS billion

4.4%

Not listed

Domestic

lhsan Sukuk Berhad
(First SRI sukuk)

Ihsan Sukuk Berhad
Khazanah Nasional
Berhad

Ringgit

Wakalah

AAA (RAM Ratings)

Tangible assets and the
commodity murabahah
investment

To be used for the
purpose of funding
Shariah compliant
Eligible SRI ppojects
18 Jun 2015

25 years

16 June 2040

RML1 billion

4.2%- 4.6%

Not listed

Domestic

Tadau Energy Sdn
Bhd

(First green sukuk)
Tadau Energy Sdn Bhd

Tadau Energy Sdn Bhd

Ringgit
ljarah, Istisnad
AA3 (RAMRatings)

Solar PV Plants

To be used to finance
the large-scale solar
project

27 Jul 2017
16 years

27 July 2033
RM250 million
5.0%

Not listed

Domestic

Deduction of issuance costs for sukuis one of the tax incentives provided under the

Malaysian kudget. Over time and in line with the market requirementof adopting Shariah

contracts that arerecognisedinternationally, the deduction of issuance costs moved from sale
based contracts (particularly BBAA A U-fhah)Xé partnership, lease, agency and selstd sale

based contracts (i.eijarah, musharakah mudarabah, murabahah based ontawarruq). Figure

4.3 elaborates on some tax incentivesextended to Islamic financial transactions based on
Malaysiad Budget 2018.
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Figure 4.3: Tax Incentives Accorded to Islamic Finance Based on Budget 2018

Stamp Duty

Deduction on = Deduction on additional expenses for issuance of retail sukuk under the principles of mudarabah,
Issuance Cost musharakah, istisna’, murabahah and BBA based on tawarrug, ijarah and wakalah (YA2016 to YA2018).

Special Purpose .
Company for

Malaysian Budget 2017/2018

= Stamp duty exemption on all instruments relating to the issue of, offer for subscription or purchase of,
or invitation to subscribe for/purchase debentures or Islamic securities approved by SC.

= Remission of 20% of stamp duty chargeable on the principal or primary instrument of financing made
in accordance with the principles of Shariah for the purchase of a residential property from 1 Jan 2016
to 31 Dec 2017.

= Stamp duty exemption on certain instruments relating to Islamic banking takaful activities and Islamic
capital market under a scheme to promote MIFC executed from 1 Jan 2007 to 31 Dec 2020.

= Deduction on additional expenses for the issuance of sukuk under principles of ijarah and wakalah
(YA2016 to YA 2018).
= Tax deduction on issuance costs of SRI sukuk (YA 2016 to YA 2020).

Single deduction for cost of issuance of Islamic securities by a SPC.

issuance of sukuk

Source: PwC 2017/2018 Malaysian Tax and Business Booklet

Other supporting taxrelated initiatives that have EAAET EOAOAA OEA AT 01 O0OUB8 O

a vibrant sukuk hub that has attracted not only domestic but also global issuers and investors

are listed below. These fiscal measuresave beenE 1 OOT AOAAA ET 1 ET A xEOE
of becoming an international Islamic hub, known as the Malaysia International Iskamic
Financial Cente (MIFC)

1. Promoting Malaysia as a point ofrigination:

A
A
A

A

SPVs for the issuance of sukuk are not subject to the administrative tax procedures
under the Income Tax Act 1967.

Companies that establish SPVs are given tax deductions on thetdacurred by the
SPV for the issuance of sukuk.

The issuance cost for all Islamic securities approved by the $Celigible for tax
deductions.

Stamp duty is exempted for instruments relating to Islamic securities issued under
the MIFC until 2020.

2. Promoting Malaysia as arinvestment destination:

No withholding tax is imposed on norresident investors vis-Uvis the profit or
income received from FCY sukuk originated in Malaysia and approved by the SC.
Foreign investors in Malaysia are allowed to hedge #ir positions with onshore
banks in relation to committed flows of funds, such as the repatriation of
investment proceeds, dividends and profits from Malaysia, and the purchase of
ringgit assets in Malaysia.

Free inward and outward movement of funds relahg to both foreign direct
investments and portfolio capital investments.
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Another important element that has shaped the supply side is credit ratingwhich provides

COEAATAA 11T Al EOOOAO8O AOAAEOxT OOEET AOGG AT A £

offer numerous benefits, predominantly investordriven due to the requirement for
continuous monitoring and surveillance @ their investment portfolios. Since the release of the
initial PDSguidelines by BNM in 1989, credit ratindhad beenmandatory in Malaysia until end-
2016. Effective 2017, the mandatory credit rating requirementhas beenwithdrawn to allow
market forces to determine the added advantage of independent credit opinions, a prami
adopted bydeveloped countries

Investors and issuers ned to consider a multitude of risks, including inflation, interest rats,
liquidity, credit, industry and market performance when evaluating their bond/sukuk -related
decisions. Supporters of rated bonds/sukuk argue that credit ratings improve market
transparency through independent and comparable assessments of creditworthiness.
Ultimately, investors will need to weigh the pros and cons in light of their responsibilities to
monitor and assess risk on an ongoing basis. Figure 4,4llustrates the process tow for sukuk
issuance in Malaysiagf which credit rating or the credit processis a critical component.

Figure 4.4: Process Flow for Sukuk Issuance in Malaysia

2

Appointment of Principal Adviser,
Lead Arranger, Lead Manager, -
Facility Agent and Shariah Advisor

Finalisation of optimum financing
structure and term sheet

2

Conduct legal, business and Appointment of other transaction
financial due diligence parties e.g. Trustee, Legal Counsels,

Rating Agency, etc

Rating process and Shariah - Submission to SC’s ICM for approval

endorsement

Lodgement of sukuk application

Q99

Signing of transaction
documentation and establishment «

of sukuk facility with SC
Issuance of Information Closing procedures — settlement
Memorandum and pricing of sukuk and issuance of sukuk

SourceRAM

Analysis of Sukuk Investments z Demand (Buy Side

Malaysia has one of the largest and most liquid capital markgtcharacterised by a deep
institutional investor base. The intermediation provided by its capital market has allowed the

matching of longterm, capitalintensive spending with the longterm liquidity provided by
institutions, pension fundsand insurance companies among others.
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operators and mutual funds. Leading institutions bythe size of assets under management
(AUM) include the Employees Provident Fund (EPF), Kumpulan Wang Persaraan
(Diperbadankan) (KWAP), Permodalan Nasional Berhad (PNB) and Lembadabung Haiji
(LTH) (refer to Table 4.5. These entities can be regarded as cornerstone investors for the
sukuk market.

Table 4.5: Malaysian Institutional Invest ors

EPF KWAP PNB LTH
j - Al AUGEA( j - Al AUBGE/j - A1 AUOEA( | - Al AUOE,
retirement fund) largest retirement fund -management  pilgrimage fund)
fund) company)
AUM RM731.1 billion RM126.8 billion RM266.5 billion RM64 billion
(end-2016) (estimate, end- (end-2016) (estimate, end-
2016) 2016)
Shariah- 45% 49.7% Not available 100%
compliant (end-2016) (end-September
investments out 2016)

of total AUM
Sources: Annual Reports

Given the enlarged investor base (inclusie of Shariahcompliant investors) for sukuk
compared to conventional bonds ad the growing appetite for Shariarcompliant assets sukuk
yields have been more competitivedhan those ofconventional bonds, as depicted in Charts 4.9
and 4.10.Between August 2005 and 2006the spreads between Islamic and conventionatlebt
securities came up todouble digits for tenures of 1and 5years.Snce sukuk constitutes more
than 60% of new isswes now, however, the price differential has beenreduced to 5bps. This
unique market-driven phenomenon adds to the conducive environment whichin combination
with the various tax and regulatory incentives provides that tipping point to become the
preferred choice for issuers.
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Chart 4.9: YTMs of Malaysian Corporate Bonds ( AA-Rated) z Islamic vs Conventional (Aug
2005 -Aug 2006)
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Chart 4.10: YTMs of Malaysian Corporate Bonds ( AA-Rated) z Islamic vs Conventional (June
2016-June 2017)

1YR YTM- AAL (Islamic vs Conventional) 5YR YTM- AAL (Islamic vs Conventional)

e 1 YR ConvCorporate-AALl === 1YR IsimCorporate-AAL %
4.60 5.00

4.40 4.80
4.20 I%}gj:e 4.60 I average
4.00 "—\ ' 4.40 <—§ ' ]'5bps
3.80

% @ 5YR ConvCorporate-AALl === 5YR IsimCorporate-AAL

4.20
3.60 4.00
3.40 T T T T T T T T T T T T ] 3.80 T T T T T T T T T T T T ]
© © © © © © © ~ ~ ~ ~ ~ ~ © © © © © © © ~ ~ ~ ~ ~ ~
T I % 3: 3 g:Z:igot T 233 :3 3 :E3:IPoE
=3 53 2 5 = =3 © 2 s =
323286 888 ¢ £ 2 8% 3 33286 28 8¢ ¢ g % 3
7YR YTM- AA1 (Islamic vs Conventional) 10YR YTM- AAL (Islamic vs Conventional)
% = 7YR ConvCorporate AAL  ====7YR IsimCorporate-AA1 % === ]10YR ConvCorporate-AA1l ====10YR IsimCorporate-AA1l
5.00 5.20
4.80 5.00
average average
4.60 5 4.80 - ]'5bps
bps \
4.40 4.60 ]
4.20 4.40
400 +—F—m—————————— T —T—T— T 4200 +—F7—7—7" 7 ————————— T
©w © © © © © © ~ ~ ~ ~ ~ ~ ©o © ©0 © ©o © ©0 ~ ~ ~ ~ ~ ~
ER - B T 2% a:?gc:iiiioe
> 33 2 T 5 > 33 3 T s
23286 8 &8¢ £ 2 8% 3 332836 28 8¢ ¢ 2 % 3
SourceBPAM

88



Since the Geo &iGaugural Gll issuance in July 1983, the paper has been predominantly held by
domestic investors. As at endlune 2017, approximately 43% of Gl &s held by banking and
development financial institutions, 38% by institutional funds and another 9% by foreign
investors (refer to Chart4.11).

As at end2016, the bulk of MGSissues were held by foreign investors (47%), followed by

institutional investors (22%) and banking and development financial institutions (17%) ¢efer

to Chart4.12). Since credit is agnostiasto whether it is Islamic or conventional the disparity

AAOxAAT ETITAAOO T &£ ")) AT A -'3 PDIET OO O £ OAE
documentation for MGSIn the last 2 years, the visibilityarising from the incorporation of

- Al AU OE A héBatclpys Gldbal Adgregate Index in March 2015 and the inclusion of the
UD-denominated Malaysian sukuk in the EMBI Global Diversified Index in October 2016 have

helped enhancethe marketability of the Go & I€lamic debt securities to foreign investors. In

hindsight, the GV should have included Glin recognisedindexes much earliefto promote its

marketability amonginternational investors.

Chart 4.11: Gll Issued Domesti cally z Classification by Holder (2008 -2016)
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Chart 4.12: MGSlssued Domestically z Classification by Holder (2008 -2016)

100% 4
I ||
90% — P
I—
80%- 224
70% - I
60% - /
509% -|
20% 47
30% -
\
20% - T
10% - 17 %
0%
2008 2009 2010 2011 2012 2013 2014 2015 2016
W Other H |Insurance companies
B Employees Provident Fund + KWAP M Foreign holders

M Banking institutions + Development financial institutions

Source: BNM

As at end2016, the investor base forLCY corporate bond (i.e. Islamic and conventional

bonds) is dominated by localinvestors, mainly domestic commercial banks, Islamic banks and
investment banks (51%), insurance companies (33%)and the EPF (10%) with foreign

investors making up another 6% (refer to Chart 4.13). Sincethe | ENOEAEOU | £ - Al
domestic corporate bond marketis significantly derived from local institutions, this provides

some cushion against external shockand, in turn, accords somedegree of stability to the

DAOAI Oi AT AA T £ market. Nevértheleds(t refndirls Ausceptible to volatility

stemming from global developments.

100%

90%
BO% 33«
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B0% 10
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20%
514
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¥ Insurance companies B Employees Provident Fund
B Foreign commercial and Islamic banks B Domestic commerical, lslamic banks and Investment banks

Sources: BNM EPF
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Based on our analysis of MMUOEAGS O Alirivestord tdn® EoAOGMad ET 1 Ad O
maturity . The reasonsgiven by local investors includethe following:

—_
(@}
mh

0] High demand for Shariah -compliant assets

In January 2017,the EPF launched itsSimpanan Shariahfund, with an initial

investment of RM100.0 billion. According tothe %0 & 8 © O OA O A-tokpliéhh 3 EAOE
assets represeneéd approximately 45% ofits total portfolio as at end-2016. The EPB O

ongoing efforts to expand its Shariah-compliant investment portfolio is expected to

boost its appetite for sukuk.

(i) Limited supply of AA-rated debt instruments

Since the global financial crisis, investors have become more cautious in their
investment strategies. Over the yearsthe issuance of singleA-rated papers in
Malaysia has dwindled due toli OAOOT 006  AtAdast NAratedEipapers.
Generally, AArated papers are issued bytop-tier blue-chip companies or those that
have secured concession oprivatization contracts, with cash flows supported by
strong paymasters (e.gthe GdM or governmert-related ministries or bodies). As such,
the limited supply of AArated papers versusthe large appetite for stable fixedincome
assetshas led to dack of secondary trading.

424 +%9 &! #4/23 5.$%20)..)." -1,193)183 35+5+

mainstream financial markets. Anchored by its unique value proposition and underscored by

an ecosystem that has beedeveloped progressively, Malaysia boasts a robust domestic ICM

that looks setto becomean international centre for Islamic finance. The key factor$ighlighted

in Figure 4.5haveb1 AUAA AT ET O00O0I AT OAl OiT 1 A ET. OEA OOAA;
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Figure 4.5: Key Factors Underpinning the Growth of - A1 A U Sukuk &1&ket

Legal & Regulatory
Framework

® Effective arbitration processes
or dispute resolution
mechanism and judicial
system.

Facilitative and robust legal
and Shariah framework to
support the clarity and
enforceability of the sukuk
transactions.

Establishment of regulatory
institutions to monitor and
oversee the performance and
operations of the ICM.

Robust regulation and
supervision to facilitate
financial stability and market
discipline which considers
uniqueness of Islamic financial
transactions.

Market &
Infrastructure
Development

y N

IIIT

= Awell functioning
infrastructure for efficient
management of liquidity and
surplus funds.

Progressive development of
ICM financial instruments that
have led many Islamic first
sukuk structures.

Efficient clearing and
settlement system.

Boost a supportive liquidity
management operation
underscored by an active
Islamic money market.

Due to the varying sukuk
issuances by tenures and
sectors, Malaysia has a well
developed benchmark yields
curve that provides
transparency for price
guidance.

Taxation

Tax

$58

= Under the MIFC banner the
facilitative tax regime has
promoted Malaysia as a center
for origination and
investment.

The incentives include tax
deductions on issuance costs
for sukuk, liberalisation of
withholding tax to attract
foreign investments to
issue/invest in sukuk, etc.

These substantial tax
incentives have put sukuk at
an advantage over
conventional bonds resulting
in a ‘tax positive’ positiorn.

Diversified market
players in supply &
demand sides

= CMP1 and CMP2 set the stage
in developing the value
proposition for the sukuk
industry.

= As aresult, the ICM has played
an instrumental role to fund
the activities and operations of
numerous corporates across
various sectors.

= Active participation from
NBFIs have further deepened
the liquidity for sukuk and
demand continues to grow in
building a cohesive ecosystem
to support future growth.

Source: RAM, ISRA

yl OAOI O T &£ &£ET AT AEAT AT CET AAOET ch - Al AUOEABO
that have spearheaéd OEA AT OT OOUB8 O 1 AAAAOOGEED ET GQdkoOi O T A&
Examples include structural enhancemerd for tax efficiency, Shariah compliane and to

support higher credit ratings. In 2016, KhazanatNasional Berhadraised USD398.9 million of
exchangeable sukuk that can be converted into shares of Beijing Enterggs Water Group Ltd
(BEWG).The wniqueness of the structure allovs Islamic investors to participate, as Khazanah

will satisfy any exchange via a cash settlement if BEWG shares do not meet the financial ratios

for Shariah compliance as set by the Dow Jonesslamic Market Index andthe FTSE Shariah

Global Equity Index Series on the date of the exchange. Similarly, Malaysia Building Society
"EAG O jusD9313ahillion (or RM3.0 billion)covered sukukwas issued in 20137 the

xT Ol A6 O [EE OO Gkubidvéstors Er®ddtfildditoAcims on the issuer anthe assets

backing the structure (i.e. duallayer security).

- Al AUOGEAGO AAOAT A A indstaken reote than@0 yedrsdachidie Figuie A.&
encapsulates several developmeiai phases tha Islamic finance has undergone since its formal

inception in 1983, and its expected evolution in the coming years.
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Figure 4.6: Phasesof Islamic & ET AT AA8 Ointp F Al @ O Bitalici&lQandscape
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| windows
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= Capital Markets and Services
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l » Intreduction of tax stimulus I
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I * Financial Sector Blueprint I
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banking.
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digital innovation.
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» Establishment of Shariah I I Account Platform (2016]). I
committees. * Islamic Fund and Wealth
* First sukukissuance. I Management Blueprint I
[2017).
1 1 1 >
1980s 1990s 2001-2010 2020

Source: MIFGRAM
4.2.5 COUNTRYSPECIFIC RECOMMENDATIONS

As a role model for other countriesthe challenge for Malaysia now iso preserveits leadership
in the development of Islamic finance. Based on the spid@hart 4.14 Malaysia is ranked the
highest in all segments excepthe penetration of retail investors, which remains a heavily
regulated industry. Thesubsequent Tables 4.6 and 4.7highlight some of the key issues and
challenges facing the Malaysian sukuk markgith some recommenad solutions.
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Chart 4.14: Factors Influen cing the Development of - AT A U Sukuk &1&ket

Benchmark yield curve

Cost competitiveness

Diversification of issuer

Diversification of,
investor base
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dispute resolution

: Productinnovation

Regulatory framework

Shariah governance
framework

— lalaysia

Tax incentives

Tax neutrality

Sources: RAM, ISRA

Table 4.6: Recommendation sto Improve Demand (Buy Side) z Medium -Term Solutions

Issues and challenges

Greater awareness of impact investing (e.g.
achieving social objectives without
compromising commercial returns) is
required .

Lack of participation by retail investors
despite a few retail issu es under GLCs
Shortage of liquidity -management
instruments for Islamic banks

Sources: RAM, ISRA

Demand (buy side) opportunities

Rl is a USD60.0 trillion industrythat is still
expanding.The common shared vales
between sukuk and SRI can foster greater
linkages between Islamic finance and
conventional SRI investorsOngoingefforts by
the Islamic finance community to build
awareness and promote a shift in mindset to
consider social impact objectives.

Increase awareness amonmembers of the
public to invest in retail sukuk.

Develop new products or promog innovation
to enable Islamic banks to compete effectively
againsttheir conventional counterparts.

Table 4.7: Recommendation sto Improve Demand (Sell Side) z Medium -Term Solutions

Issues and challenges

Strengthen value -based intermediation
(VBI) z In July 2017, BNM released
guidelines on Value -based Intermediation:
Strengthening the Roles and Impact of
Islamic Finance

Sources: RAM, ISRA

Supply (sell side) Opportunities

VBI has been identified as the next market
mover for Islamic finance. Similar initiatives
(e.g. peerto-peer crowd funding) devoted to
achievingsocial justice will heighten Malay& A ¢
appeal in light ofthe United Nations6
Sustainable Development Goals (SDGS).
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4.3 UNITED ARAB EMIRATES (UAE)
431/ 6%26) %7 |/ & 5! %063 #!0) 4!, -1 2+%43

The UAE is a constitutional federation o emirates, i.e. Abu Dhabi, Dubai, Sharjah, Ajman
Fujairah, Umm alQuwain and Ras al Khaimah, formed on 2 December 1971. Each emirate
maintains autonomy over its oil resources, fiscal polies and debt issuance, and manages its
own budget.

Global Islamic banking and finance practices originated fromEA 5! % xEAT OEA
commercial Islamic bankdDubai Islamic Bank (DIBPwas founded in 1975. However, the UAE
Islamic capital market only commencedin the early 2000s, with the establishment of the
Securities and Commodities Authority (SCA) in 2000~hich plays a key role in orgarsing and
regulating the UAE capital market} and the foundation ofthe Dubai International Financial
Centre (DIFC) in 2004(a financial free zone and fulfledged onshore financial centre to
promote Dubai asan international financial hub similar to London, New York and Hondkong).
Securities exchange$ad then been establishedo propel the growth of the financial markets

in the UAE, notablythe Abu Dhabi Securities Exchange (ADX) aride Dubai Financial Market

x1 Ol

(DFM), which operate under the SCA, and Nasdaq DudaODEA - EAAT A %AOO60 EI

financial exchang#&located in the DIFC and regulated bythe Dubai Financial Services
Authority (DFSA).

The UAE Islamic debt capital marke¢xpandedsignificantly in 2005, after the GCCeconomie
efforts to reduce their overdependence on oil and hydrocarbon revenueand seek other
investment strategies including fixed-income instruments. The growth had been further
spurred following the setting up ofthe Dubai Islamic Economy Development Centre (DIEDC) in
2013, to promote Dubai as the capital ofthe Islamic economy whereby Islamic finance has
been set as the firs7 key strategic pillars. In March 2017the DIEDC launched its refreshed -5
year Islamic economy strategy (20172021), which focuses on the growth of3 core Islanic
economic sectorsincluding Islamic finance ¢efer to Box 4.5 forfurther details on both DIEDC
strategies). In 2014, Dubai also launched its #ear plan, known as Dubai Plan 2021 to
reinforce and acceleratdts position as a pivotal hub in the globaéconomy.
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Box 4.5: DIEDCStrategies to Position Dubai as the Capital of the Islamic Economy

Strategic Objective of Dubai the Capital of Islamic Economy

Growth engine

Top of mind hub

Innovative system

Make the Islamic Econonty a main
contributor to the economic growth,
sustainability and diversification in

Push Dubai as top-af-mind hub across
all pillars of Islamic Econony and main
destination for industry leaders

Create conducive ecosystem in Dubai
toenhance local value-add,
knowledge/RED through Islamic

Dubai & UAE

innovation and entrepreneurship

Islamic Economy Strategy (2013 -2016)

Key objective s:

To develop an g m

enabling and

empowering o , . i I~ .

environment Islamicfinance | Halal Industry ~ Family Tourism IslamicKnowledge ~ Islamic Art&Design  Islamic Digital Economy ~ Islamic Standards

including the Global rustedname  Destinationof  Pioneer of the Capital of Leading global World class

necessary referenceand  Jand solutions choice for Islamic digital Islamic network of center for

infrastructure  and £conomic providerfor  family friendly economy fashion, arts information Islamic
o engine of the Halal tourism and design and education economy

legislative & well as Islamic industry onthe Islamic standards and

regulatory finance economy certification

framework to

support the growth

of the lIslamic | ey Strategies for Pillar 1:

economy via 7

strategic pillars. A Work with both public and private sector partners to establish Dubai as one of

A

A

the international financial centresthat will be a global reference and economic
engine of Islamic finance.

Reach outwithin the Middle East and beyond to build the international bridges
essential for the global succesof Islamic finance.

Work with the Islamic finance industry to develop the regulatory framework
that will enable the sector to flourish and become a global alternative to
conventional finance.

Key Milestones for Pillar 1:

Establishment of various instiutions, including:

- Dubai Cente for Islamic Banking and Finance (DCIBF)

- AWQAF International Orgarsation

- Incubator for Islamic digital SMEs

Organising annual events dedicatedo the Islamic economy and finance:
- Global Islamic Economy Summit Islamic EcongymAward
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Refreshed Islamic Economy Strategy (2017 -2021)

Key objective s:

To set strategic
directions to ensure
long-term  impact
and support
stakeholders in
defining and

executing initiatives
to grow the global
Islamic economy via

3 core sectors
(Islamic finance,
halal industry and
Islamic lifestyle)
and 3 enabling
pillars (Islamic
knowledge, Islamic
standards and
Islamic digital
economy).

* Islamic culture and arts_
= Modest fashion and design
= Family-friendly tourism

* Halal food & beverages
* Pharmaceuticals
* Cosmetics

* Islamic financial markets
* Islamic banking zssets
* Takaful / Re-Takatul

—
(—]

Islamic finance Islamic lifestyle

Halal industry

Islamic Knowledge :

Training and educationzal programs
Conferences

* Ressarch and development
* Publications

* Standards for different Islamic
economy core pillars

Islamic Standards  Certifications

= Accreditations

Acceleration programs * Research and development

* Publications

Islamic Digital -
Economy

Key Strategies for Sector 1:

A To increase the contribution of Islamic finance products to Dubéithe UAEs
GDP and contribute to the resilience and diversification of the national
economy.

A To develop robust and transparent capital markets in Dubathe UAE as a
prime destination for investors and capital seekers

A To develop a global framework for Islamic fiance and become globally

recognised for Islamic finance educational progranmes and philanthropic
projects.

Sources: DIEDC (2015 DIEDC 2017)

As a result of these initiatives, Islamic finance assets in the UABvVe been increasing since
2013 (as depictad in Chart 415). In 2016, the value reachedJSD203 billion representing 55%
of the5 | %6t GDP.

Chart 4.15:5! %6 O
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Unfortunately, the percentage of the ICMparticularly sukuk (only USD30.12 billion),against
total Islamic finance assets israther low compared to Islamic banking assetswhich

contributed 44% (USD 163.12 billion)of the 5 | %®DPasat end-Deember 2016, as depicted
in Chart 4.16.

Chart 4.16:5 ! %8 O )BénkidgiA&sdts and Outstanding Sukuk (2012 z2016)
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Source. DIEDC (201), Bloomberg

Nonetheless, Chart 4.7 shows that the overall UAE capital market (conventional and Islamic)
grew from just USD31.39 bilion (14%) in 2006 to USD153.07 billion (44%) in 2016, an
increase of about 30%. Concerted effortsby the Dubai and Abu Dhabi governmentshave
played significant roles in this development. Dubai, in particular, hasundertaken major
construction and infrastructure projects such as hotels, roads and parka the leadup to its
role as the host oWorld Expo 2020.

Chart 4.17:5 ! %@uitanding Capital Markets vs Bank Financing Relative to GDP

Loans/Financing N
RS gt

58.1%

1124%

Equity
Capitalisation

32.0% 2006

Outstanding
amounts as a %

of GDP at
USD222.1 billion

2016
Outstanding
amounts as a %

of GDP at
USD348.7 billion

Equity
Capitalisation
61.1%

Bonds Outstanding Bonds Outstanding

14.0%

Sources: World Bank, The Global Economy, Bloomberg, ISRA estimates

Despite the low penetration of the ICM relative to the Islamic banking industry in the UAE,
numerous initiatives have been undertaken by the UAE government, particularly the Dubai
government, to spearheadthe growth of the ICM. Eased on the methodology adopted for this
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study, it isclearthat the UAE sukuk market is still at thedeveloping stage with some degree of
advancement in certain aspects compared to other countries within the same category. Chart
4.18 summarises the evolution of the UAE bond markdtom 2000 to June 2017.

Chart 4.18: Evolution of the UAEBond Market (2000 z2017)

* SCAissued new
regulations on sukuk
and bonds to develop

Release of Special Purpose local currency debt

Establishment of Nasdaq Dubai (formerly Company Regulation (SPCoR) market SCAlaunched new
the SCA to regulate known as Dubai which facilitates issuance of * CBUAE established strategies to develop
the UAE capital International Financial sukuk & other structured Interim Marginal Islamic capital market
market Exchange) was set up finance from DIFC Lending Facility (IMLF) including sukuk

Setting up of DIFC as an onshore DFM became the first Establishment of UAE Cabinet approved

financial centre (a separate global Shariah-compliant DIEDC the launch of Higher

jurisdiction within the UAE) with exchange for listing of Shariah Authority to set

laws and financial regulations equity and sukuk standards for Islamic

based on common law & being financial products

regulated by DFSA
Source: DIEDC (208)

4.3.2 GROWTH OF THE SUKUK MARKET IN THE UAE

As noted earlier, the UAE sukuk market started ithe early 2000s andcharted phenomenal
growth between 2005 and 2007. Nonetheless, it declined ir2008-2010 following the global
financial crisis (GFC) and the resudint market conditions, and partly due to the
pronouncement by the AAOIFI in 2008 on purchase undertakings in equity-based sukuk
structures, a well ashigh-profile defaults by GCGukuk issuers and the neaidefault on the
Nakheel sukuk after the GFC in 2009he market experienced a resurgencen 2011 and has
been expandingsteadily since,exceptin 2015. Asat end-June 2017, total sukuk issuance in the
UAE had reached USD3.23 billion, representing 26% of total bond isance, as depicted in
Chart 4.29.
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Chart 4.19: UAE Sukuk vs Conventional Issuance (2006 -June 2017)
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Among the GCC countess, the UAE ranks second after Saudi Arabigith total sukuk issuance
of USD3.23billion as at endJune 2017 signifying 15% of total GCC sukuk issuancéts
outstanding amount of USD30.44 billionaccounted for only 27% of total outstanding GCC
sukuk as @ end-June 2017. Thisvas mainly due to SaudiArabiad OSD9 billion dual-tranche
debut sovereign sukuk in April 2017 which had raised the total issuancevalue and
outstanding sukuk amount in the GCC market. As @&nd-June 2017, the total value of sukuk
raised by GCC issueraieimed up toUSD21.52 billion while the total outstanding amounfor
the GCC marketit USD113.66 billion, an increase of USD14.34 billioaver the previous
corresponding period (refer to Charts 4.20 and 4.21, respectively).

Chart 4.20: UAEvs GCCTotal Sukuk Issuance (2006 -June 2017)
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Chart 4.21: UAEvs GCCTotal Outstanding Sukuk (2006 -June 2017)
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The growth of the bond market in the UAEhas beenpredominantly led by USBdenominated

issues dueto the pegging ofthe dirham (AED) againstthe USD the influence of global investor
sentiment, andthe various benefits offered bythe DIFC to firms and institutions such aszero

tax on profits, no restriction on foreign exchangeand double-taxation treaties. The advantages
of issuing USBdenominated bonds and sukuk for UAE entities include the following:

A No currency risk asthe AED is pegged tothe USD at 3.9.
A Low interest rates, hencereducing borrowing cost.
A Enhances thdiquidity of bond markets.

Nonetheless, overdependenceroexternal funding also posessome challengeswhich will be
discussed later.

Domestic Market z Public Sector Issuance

According to the IMF Repd (2017), the UAE has very minimaldomestic government debt
because large fiscal surpluses duringhe oil price boom had weakenedthe incentive for the
government to issue domestic debt. Emiratgovernments issue external debt (i.eFCYbonds
and sukuk) a tap sovereign wealth funds (SWFs) to finance budget deficitslp to June 2017,
only 3 emirates had issued sukuk, i.e. Dubai, Ras al Khaimah and Sharjah (oBlissueshad
been in AED while the rest were in USD; the Abu Dhabi governmenthad only raised
conventional bonds. The peak of sovereign sukuk issuance occurred in 200@th the Dubai
government leading the UAE marketThe high® OT £ET A OOEOE AAZEADI 600 1T £ $
triggered a slump in theUAE sukuk market in 2010InvestorsGperception of Dubai credit had,
however, improved by 2012, leading the Dubai governmentto issue al0-year benchmark
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sized sukuk worth USD600 million(in 2012) and another valued atUSD750 million(in 2013),
yielding a respective6.45% and 3.875% Chart 4.22 indicates total UAE sovereign sukuk
issuance in comparison to sovereign bonds as ahd-June 2017.

Chart 4.22: UAE Sovereign Sukuk vs Conventional Issuance (2006 -June 2017)
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Source: Bloomberg

The plunge inglobal oil prices in 2015-2016 had slashed theUAE gvernmentd @venue (efer
to Table 4.8, leading tothe diversification of its funding sourcesincluding international bonds
and sukuk to financeits budget deficit.

Table 4.8:5 | %BuBget Deficits (2014 z2017f)

AED billion 2012 2013 2014 2015 2016e* 2017
Government re venue 550.032 582.839 550.439 391.542 358.419 388.863
Government 400.893 434.489 477.31 420.203 412.176 427.305
expenditure
Budget deficit 149.14 148.35 73.13 (28.66) (53.76) (38.44)
Source: IMF

* IMF estimate  **IMF forecast

Since each emirate is autwomous in terms of managing its individual budget and raising funds
to finance budget deficits, thefederal government has not issued any debt instrument.
However, the UAE governmerdt @oposed (in 2017) federal debtmanagement law will allow
the federal government to tap the bond market;the latter is expected to issue sukuk in the

future. Thisisinlinex EOE OEA 3#!1 80 1T Ax1 U 1 AOT AEAA AAOAI T Pi

for the UAE CM, which includes the 3 # ! 8 O in Qpdatidg regulations on sukuk and
introducing a system of Shariah board governanceln addition, the UAE government, in
collaboration with the Central Bank ofthe UAE (CBUAE) andhe UAE Banks Federation, are
working on the guidelines to set up ahigher Shariah authority , as a national reglator to
formulate guidelines, policies and regulations for Islamic financial productsApproval for the

setting up of Shariah authority was securedET - AU ¢np¢e8 4EA #"51 %30 AO

Interim Marginal Lending Facility (IMLF) Y similar to collateralised repo Y for both
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conventional and Islamic bank$ in April 2014, to strengthen liquidity management by
domestic Islamic bankswould also help boostsukuk issuance SinceApril 2015, the Shariah
compliant IMLF has recognisedA AT OOT x A O 8 sdveteifn sbkBkl oCs0kuK is&ued by
authorities in any of the emirates as collateral.

Domestic Market z Private Sector Issuance

Similar to public sector issuance, LCY domestic sukdly corporates in the UAE isalso very
limited. Instead, the UAE sukuk meket is very well known for its Eurobond market. Based on
data from Blomberg (as at endJune 2017, only 10 LCYissues had beenraised, mainly by
companies involhed in real estate Most GREswhich have been a major source of growth and
development for the UAE economy in Dubai and Abu Dhabiend to source their funding
externally to supplement their domestic borrowing which is highly dependent on bank
loans/financing. The tendency to source external funding could be due to the absenceaof
long-term benchmark domestic yield curve. A similar trendcan beobserved for UAE national
banks. According to the UAE Financial Stability Report (2016)he share of nonresident
funding to total funding of UAE national banks increased from 17.6% in 2015 to 19.6% in
2016. Nonresident funding is split almost equally between capital market funding and non
resident deposits. External capital market funding of UAE national banksdvanced19.1% in
2016, from 16.2% in 2015, partly underpinned by the shallow domestic bond mant (refer to
chart 4.23).

Chart 423: UAE. AOET T A INon-Resider®dBunding to Total Funding
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GREs during andafter the GFCin 2007-2009, as highlighted earlier. As aend-June 2017,
private sector sukuk issuanceonly came up toUSD3.23 billion (26% of total corporate bonds)
compared to USD9.21 bilon of conventional issuances, as shown in Chart 42

Chart 4.24: UAECorporate Sukuk vs Conventional Issuance (2006 -June 2017)
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4.3.3 ANALYSIS OF SUKUK STRUCTURES, ISSUANCE AND INVESTMENT
Analysis of Sukuk Structures

Since the UAE does not have amgntralized Shatiah authority (as at Dee2017), sovereign and
corporate issuers have the liberty to choose from an array of approved Shariah contracts
outlined by the AAOIFI in its Shariah Standards No. 17 on Investment Sukuk to develop their
sukuk structures. While govenments have issued a combination ofijarah and wakalah bil
istithmar sukuk, corporates haveundertaken more diversified structures, as depicted in Chart
4.25.
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Chart 4.25: UAE Corporate Sukuk Issuance by Type of Shariah Contract (2006 -June 2017)
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UAE issuersstand among the global key playersthat have been actively issuing benchmark

sukuk, with quite afew éworld & OstédBHRovative structures. Table 4.9 provides a snapshot of
some benchmark corporate sukuk issuances in the UAE

Table 4.9: A Snapshot of Benchmark Corporate Sukuk Issuances in the UAE

Abu Dhabi Islamic Medjool sukuk 2013 Khadrawy sukuk
(ADIB) sukuk 2012 2015

Sukuk issuer ADIB Capital Invest Medjool Limited Khadrawy Limited
1 Ltd

Originator/ Abu Dhabi Islamic Emirates airline Emirates airline

Obligor Bank

Currency format UsD UsD USD

Structure Mudarabah Wakalah ljarah

Credit ratings ' ¢TBY7r! C n/a n/a

Sukuk assets Generalbusiness of  Rights to travel Rights to travel and all
ADIB services ordinarily

provided by Emirates
to passengers except
any service relating to
the sale of alcohol, pork

or tobaccorelated

products.
Purpose RaisingTier-1 General corporate To purchase 4 new
capital. purposes including, but not Airbus A380-800

limited to, the financing of  aircraft.
aircraft and working -
capital requirements.

Issuance date 19 November2012 19 March 2013 31 March 2015
Tenure 6 years 10 years 10 years
Maturity 16 Ocbber 2018 19 March 2023 31 March 2025
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Abu Dhabi Islamic Medjool sukuk 2013 Khadrawy sukuk

(ADIB) sukuk 2012 2015
Amount USD1 billion USD1 billion USD 913 million
Period ic 6.375% 3.875% 2.471%
distribution
Listing London Stock Nasdaq Dubai London Stock Exchange
Exchange & Nasdag Dubai
Geographical n/a n/a Middle East and Asia
distribution of (49%), Europe (32%),
investors US (29%).

Sources: ISRA (2017), ISRA (2016)
Analysis of Sukuk Issuancesz Supply (Sell Sidg

4EA CcOiI xOE T &£ OEA 5! %60 OOEQOE | AOEAOecE@toDPOAAT | E
diversify their funding and investment portfolios. Private sector sukuk issuances, which

include GREs and other corporates, account for the bulk of sukuk issuance in the UAE, with

banks and realestate companies dominating the market, as illusttad in Chart 4.26. The need

to strengthen the capital structure of Islamic banks and comply with Basel Il requirements as

well as the more numerous infrastructure projects by the Dubai governmerttave contributed

to this trend.

Chart 4.26: UAE Corporate Sukuk Issuance by Sector (2007 -June 2017)
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Sovereign sukukconstituted only a small number of issuancegor USD11.94 billion) between
2006 and end-June 2017 Chart 4.27 depicts the numbe of sovereign issuances in comparison
to public sector issuances. It was only in 2009 that sovereign issuance surpassed corporate
issuance.The Abu Dhabi government, in particular, has not issued any sovereign sukuk but
instead hasraised funding via a seies of conventional bondsto finance its budget deficitamid
the oil price turmoil, as indicated earlier.
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Chart 4.27: UAE Sovereign vs Corporate Sukuk Issuance (2006 -June 2017)
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Both sovereign and corporate sukuk in the UABave short tenures, with the majority with 5-
year maturities. To date,the longest tenureis a 10-year sukuk, mostly issued bythe Dubai
government to fund its expansion as the global capitalf the Islamic econony. For corporate
issuance, Emirates airlineoffered 2 series of 10year sukuk in 2013 (Medjolsukuk) and 2015
(Khadrawy sukuk), to finance the expansion ofits headquarters andto purchase aircraft

The UAE debt market is dominated by internationaUSDissues. As suchthe LCY domestic
ATTA 1T AOEAO EO OAOU 1 EIi EOAAR AAOQOOEIT C 1T OAOAADPAT 7
appetite for UAE paperscan, however, dry up if they find more attractive investment
opportunities elsewhere, or if there is a cha#nging macroeconomicsituation in their home
countries. ThelCD-Thomson Reuters Islamic Finance Development Indicator (2012017)
reported that only 21% of sukuk issuancewas domestic while the remaining 79%was issued

internationally.

The scarcity of arnactive AEDbased bond market in the UAE also leads to the absencegield
curve for different maturities. This poses major challenges for bankis pricing long-term loan
facilities. According to some commentators, the USD yield curve cannot be considegeproxy
for the AED yield curve because of differences in economic factors in the US dhd UAE
(Baby, 2016). Chart 4.8 illustrates the USD yield curve for 18year government bonds.
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Chart 4.28: USD10-Year Sovereign Bond Yield
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Source: Trading Economics
Analysis of Sukuk Investments z Demand (Buy Side

According to the DIEFC Report (20120h $OAAE EO OEA xI1 O1 A0 1 AAA
denominated sukuk ligings, which are offered by DFM and Nasdaq Dubai through a single

trading platform. As at endOctober 2017, both exchangeshosted about 75 listed sukuk. The

DIEDC (2014) stated that Nasdaq Dubai plans to set up global sukuk centre, which is

expectedto EOOOEAO AAOATI T B $OAAESO OOEOQE cditteid@OOU8 7|
new offerings will be introduced, including retail sukuk, while secondary sukuk market trading

will be made available toSMEs.

Due to the prevalence of USBlenominated debt securities in the UAE, demand for fixed

income instruments is mostly driven by financial institutions and fund-management
companies.Sukuk investment by other key institutional investors such aspension funds or
insurance/takaful companies is very limited possibly due tothe absence of longterm sukuk,

OEA 5 -eé @ginkAvich creates a level playing field between debt and equity products,

and the dearth of LCY bondsThe5! %6 O AECCAOO Oi OA &d ACDhabkx AAT OE
Investment Authority (ADIA), which could possibly be a catalyst for the growth othe

ICMBl EEA xEAO - Al AUOE A8 OBhasEnétUdpped the doAeStiE imbridet. AT AO
Rather,the ADIA manages a diversified global investment portfolio consisting of various asset

classes.

434K%9 &!' #4/ 23 5.3%20)..)." 4(% 5! %03 35+5+ - |

Leveraging the DIFC infrastructure as the leading Middle Eash financial centre, the
UABdparticularly the Dubai governmentthas been able to attract many foreign investors
worldwide. Article 121 of the UAE ©nstitution enables the federation to establish financial
free zones in theEmirates and to exclude the application of certain federal lawthat are based
on the civil law in the centre. A number of lawshad created the DIFC, its own financial
regulator (the DFSA and other necessary bodies. The laws set out the objectives, poweansd
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functions of the centre bodies. They also contain important exemptions and prohibitions in the
DIFC. Table 4.10 summarises key laws that had been passed to create aconducive
environment for the DIFC as a financial free zone.

Table 4.10: Key Laws for the Establishment of the DIFC

Laws Details
Federal Law No. 8 Establishes the financial free zongin the UAE, hence:
of 2004 (Financial A Allows the creation of a financial free zone in any emirate of the UAE
Free Zone Law) Exempts the financial free zones and financial activities from all
federal civil and commercial laws
Confirms the application offederal criminal laws in the financial free
zones, including thefederal laws onanti-money laundering.

> > >P

OEA 30A0A80 I ACEAW@BOERINO + AT AY E
Federal Decree No. Creates the DIFC asfiancial free zone in Dubai (the DIFC Law)
35 of 2004
Dubai Law No. 9 of  Acknowledgesthe establishment of the DIFC, hence:
2004 A Recognses the financialadministrative and independence of the DIFC
A Creates the DIF@entre bodies, including the DFSA
A Exempts the DIFC from Dudi laws and regulations and certain
conditions.
DIFC Law No. 1 of  Setsoutthe$ & 3! 8 O OACOI AOT OandobjectivdsOOh ED
2004 (Regulatory
Law 2004)
Sources: DIFC (2009), DIFC (2009a)

4EA $) &# 8 Gegal b teduiatbry dystem based on comon law has enabled the
registration of SPG/SPVs for sukuk issuers that prefer a domestic domicile instead of
traditional offshore centressuch asthe Cayman Islands. In addition, the DIFC has enacted laws
related to dispute resolution, i.e. theCourt Law (DIFC Law No. 10 of 2004) anthe Arbitration
DIFC Law No. 1 of 2008 (Amended in 2018DIFC Law No. 6 of 2013). This law lslded to the
setting up of the Dispute Resolution Authority (DRA) in 2014.The DRA has overall
responsibility for the DIFC courts an arbitration institute and other tribunals or ancillary
bodies that may be required to perform the functions of the DRA. The creation of the DRA
takes the DIFC a significant step towards offering a serious alternative to the traditional
arbitration hub s of London, Parisand Singapore.Currently, there are3 established arbitration
centres within the UAE:the Dubai International Arbitration Centre (DIAC), the Abu Dhabi
Commercial Arbitration Centre and the DIFE.CIA Arbitration Centre which is run by the
Dubai International Financial Centre (DIFC) and the London Court of International Arbitration
(LCIA).

The DIFChas also established Nasdaq Dubaivhich enablesthe public listing of sukuk issLes.

This has helped issuers maximse the number of potentialforeign investors. Nonetheless, the
exchange only facilitates institutional investors As such,an accommodative infrastructure for

retail investors should also be considered.

In addition, the DIFC is home to many international andecognised rating agencies such as o
30AT AAOA O 011 060 | 3 Q0 Quwhich proVide thérétradsparenckda A E 2 AOE
credit risk s of sukuk isstesand enhancetheir marketability.
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The hallmark of Dubai and the UAE economy i® E A £260 taxd regimes. The absence of
corporate taxes indicates that corporate debt and leveragare not incentivised by tax breaks.
As a result, corporates may source their funding for capital growth either through equity or
debt. This therefore takes away an important instrument by whichthe government could
incentivise and promotethe development ofthe debt market in the UAE.

With regard to Shariah governancgthe UAE adopts a nostentralized model; approval for any

Islamic financial product - including sukuk - is given by the appointed Sharah committee of

the respective commercial or investment banks involved in the issuance. There is no national
authority that performs the oversight function on the Shariah compliance of sukuk structures.
Although the model works well in this jurisdiction, it is criticized for creating discrepancies in

terms of Shariah rulings on sukuk structures, especially with the recent Dana Gas sukuk
debacle The issuer, Sharjatbased Dana Gas PISCEA - EAAT A %AO0O8 O AEOOO
private natural gas company, declared Shariah nofcompliance of its mudarabah sukuk

structure in June 2017- as adefense againstnot paying its sukuk holders.

Although Islamic banking is welldeveloped in the UAEhaving contributed 44% (USD 163.12
billion) of its total GDPin 2016 and as illustrated earlier in Chart 4.16, the Islamic money
market is still limited. Thus far, the CBUAE has not issued any shaerm instrument such as
treasury bills, notes, bonds or sukuk dominated in AEDthereby causing the total debt
issuancesof the UAEto be lower than those of theother GCC countries. Nevertheless, the
CBUAE has already introduced Shariatompliant IMLF since 2014 and accepted sukuk as a
form of collateral. This effort isanticipated to aid in the growth of the Islamic moneymarket,
therefore enhancing theliquidity of the bond market

Figure 4.7 summarizes the key factors that have influenced the growth and development of

51 %6 O O_QEC)E' AI"AA QE'A'C‘)s ‘—AATt'hei[Eﬂ%\:ies;\dﬂ'sla}ﬁgiéj@lﬁéaﬁpclusiﬁnu, AE,EAQ E'i
intothe U %6 O A£ET AT AEAI I AT AOGAAPA OET AA OEA AOOAAI E

what the market has currently achieved and what should be further improved to reach the
status of a matured market.
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Figure 4.7: Key Factors Underpinning the Growth of 5 ! %$ukuk Market
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® The legal and regulatory
framework was developed on
the back the Government and
regulators effort in creating
UAE as a financial free zone.

* No specific guideline or policy
has been developed to cater to
the issuance of sukuk. Instead,
the DIFC Law takes
precedence to acknowledge
SPVs as the funding conduit,
govern dispute and arbitration
processes, etc.

Adoption of Shariah
governance framework has
been market driven leading to
a non-centralisation model.
Market practitioners are
slowly realising the benefits of
having a standard Shariah
approach, The Higher Shariah
Authority was launched in
2016 to facilitate this.

/
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® The local sukuk market

leverages on DIFC's
infrastructure,

= Despite the presence ofa
number of Islamic banks,
activities in the Islamic money
market has been limited.

Establishment of security
exchanges - ADX, DFM and
Nasdaq Dubai have provided
the mileage to improve
secondary trading,

Benchmark yield curves
mostly driven by USD-
denominated sukuk with 5-7
years average maturities

N/

® The sukuk market is not
subjected to any tax law due to
its set-up as a financial free
zone.

~
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* The pegging of the AED to
USD has somewhat
influenced the local sukuk
market to be predominantly
FCY driven.

UAE has an active pipeline of
local corporates from various
sectors but the ones that
have raised LCY sukuk have
been very limited.

Slump in oil prices led to
higher budget deficits,
leading to an increased in
sovereign issuances in both
conventional and sukuk.

Lack of participation from
institutional investors (e.g.
SWFs, etc.) have created
dependency on foreign
investors. Domestic investors
are mostly Fls and asset

\ / \ / \ / \managementcompanies. /

Sour@s: RAM, ISRA

Figure 4.8: Phasesof Islamic & ET AT A A8 O intp théd UABO/InANcial Landscape

Sources: RAM, ISRA
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