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Ithough a young segment of
the financial industry, Islamic
finance has gone through an

exceptional growth period. Over the

past 10 years the industry has grown

at a rate of 15 - 20 percent per an-
num. This level of growth is expected
to continue for the coming years
and far exceeds the rate of growth in
conventional finance. The increase in
wealth resulting from the rise in oil
prices and the subsequent require-
ments for investments in oil produc-
ing countries is a large contributor to
the expansion of the Islamic finance
industry. Rating agency Standard &

Poor’s estimates the size of the total

market for Islamic financial products,

which includes banking, mortgages,
equity funds, fixed income, insurance,
project finance and private equity, at

$400 billion at the end of 2006.

The Islamic banking and finance in-

dustry is expected to sustain a level of

growth of 15-20 percent per annum
over the coming years, which is not
only driven by the expected increase
of wealth in Muslim regions, but also
by other issues such as:

» Greater understanding and ac-
ceptance of Shariah compliant
offerings by issuers, investors and
borrowers;

» Growth in Islamic capital market
products, particularly the Sukuk,
which is evidenced by the recent
large issue sizes such as the
$1 billion Dar Al-Arkan Sukuk Al-
ljara listed on August 1, 2007.

» Continuing development of Middle
Eastern capital markets and the

numbers of Middle Eastern borrow-
ers seeking credit ratings suggest
increasing requirements to be able
to borrow in international financial
markets;

» Project finance and Islamic struc-
tured finance are earmarked for a
similar growth driven by the influx
of infrastructure development proj-
ects in GCC countries;

All these factors assist in the contin-

ued growth of the Islamic finance

sector. In addition, the economic
growth goals in the GCC region are
ambitious, with Dubai calling for
compound annual growth of 11 per-
cent per annum’.

Estimating the size of the market
- Sukuk

Although $400 billion appears to be
a reasonable estimate, the actual size
of the market is difficult to determine.
Some Islamic banks are closed compa-
nies and are not required to make
their annual reports public, which
results in a lack of publicly available
data. In addition, Islamic windows of
conventional banks do not report the
amounts Islamic finance contributes
to their overall balance sheet. By the
end of 2004, total assets with Islamic
financial institutions were estimated
to be in excess of $260 billion?, which
represents a 91 percent increase from
the estimated $137 billion in 1994.
Although the increase of 91percent
over a period of 10 years is significant,
this has subsequently been eclipsed by
a growth rate of 53 percent between
2004 and 2006.

1. Financial Times Special Report, 24 July 2007

2. Islamic Banking & the Halal Economy presentation by CIMB Banking Group, May 06
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Financial Institutions (in USD billion)
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based in the Middle East and Malaysia.

Trend in Total Sukuk Issue (in USD miIIion)3

A substantial part of this growth can be attributed to the popularity of Sukuk
issuance. Which, as the below graph shows, is proving to be a fast growing
method of raising money in the international capital markets and is gaining
popularity with investors and borrowers alike. All Sukuk issuers in 2006 were
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Trend in Total Assets of Islamic
Distribution Channels

Although a young segment of the
financial industry, Islamic finance has
gone through an exceptional growth
period. Over the past 10 years, the
industry has grown at a rate of 15-
20 percent per annum. This level of
growth is expected to continue for
the coming years and far exceeds
the rate of growth in conventional
finance. Coupled with relatively

high returns, this attracts banks and
investors alike. Although the number

of fully Sharia’a compliant banks is
increasing worldwide, Sharia’a com-
pliant financial products are offered
not only by Islamic banks, but equally
by conventional banks using two dif-
ferent distribution channels, Islamic
windows and Islamic branches.

Large conventional banks have the
twin benefits of the backing of a big
balance sheet and structuring capa-
bilities that, at least at the moment,
means that they have a key advantage
over Islamic banks. This becomes im-
mediately clear when comparing the
total assets of the largest Islamic bank

3. International Islamic Financial Market
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with total assets of the large conven-
tional banks. At the end of 2006, the
largest Islamic bank (Al Rajhi) had
total assets of $28.1 billion. The likes
of HSBC, Barclays and Citi, on the
other hand, each had a total asset
base close to $2 trillion at the end of
December 2006.

As a result, it is much easier at present
for conventional banks to underwrite
large Sukuk issues and to structure
sizeable project finance structures
than it is for Islamic banks.

The largest amount of Sukuk issued
between June 2006 and June 2007*
has been managed by Malaysian
institutions.

However, on the basis of the size of
individual Sukuk issues, the Western
banks have managed by far the larg-
est issues during this period, with the
exception of the Malaysian Govern-
ment and Abu Dhabi Investment
bank.

Issue Managers: June 2006-June
2007

Estimating the size of the market

— Other Islamic Finance Products
During the first half of 2006, the total
volume of non-Sukuk Islamic deals®
stood at $9.1 billion, exceeding the
$9.05 billion total deals in the whole

of 2005, up from $1.275 billion in
2004. In this context, a Deal consti-
tutes a publicly announced non-Sukuk
including Murabaha, ljara, Project
Finance, and Istisna.

Even though information about these
deals is scarce, the growth between
2004 and the first half of 2006 indi-
cates the potential of the market.
Murabaha constituted the largest
share with 59 percent, followed by
ljara and project finance with a share
of 25 percent and 10 percent respec-
tively.

During this period, Middle Eastern
borrowers constituted the major share
with more than 90 percent.

The investment in improvement of
infrastructure in the Gulf countries
alone is estimated to exceed $500 bil-
lion by the end of 2008, and although
some of these might be financed con-
ventionally, there will certainly be a
number of deals that will be financed
using Islamic financial structures.
Similar to the Sukuk market, a gap
exists between the share of Middle
East based borrowers and conven-
tional issue managers, with the share
of Middle Eastern borrowers close to
90 percent versus the share of Middle
Eastern lead managers being only 47
percent as of the first half of 2006°.

Banks that issued Sukuk
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4. Islamic Financial News
5. Islamic Finance Information Service (IFIS) website
6. Islamic Finance Information Service (IFIS) website
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Market share of Middle Eastern borrowers
and Western Lead Managers
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Conclusion nance has not really gone through a

Islamic finance has grown rapidly over
the past decade and is expected to
continue to grow at a similar pace for
some time to come. Although at the
moment a large part of Islamic finan-
cial products are offered by Islamic
windows of conventional banks, the
number of fully Sharia’a compliant
banks is increasing, and are suc-
cessfully winning at least part of the
business that is currently the preserve
of the Islamic Windows of conven-
tional banks. Some caution is however
required. As an industry, Islamic fi-

full economic cycle yet which means
that the current growth figures are
potentially positively distorted. In ad-
dition, it would be expected that once
the economy starts going towards

a down-turn that some consolida-
tion will occur and that some of the
newly established banks may not be
able to survive. This is however, not
an Islamic finance specific issue but
applies to all participants operating in
a young industry. For now the outlook
is optimistic, but eventually only time
can tell @™

Dr. Natalie Schoon, CFA - Head of Product Management BLME

Natalie Schoon is Head of Product Manage-
ment at Bank of London and The Middle
East Plc (BLME), a standalone, wholesale,
Sharia’a compliant bank based in the City of
London launched on the 9th of July 2007.
Natalie has been working for international
financial organisations since the start of her
career. She holds a PhD in Residual Income
Models and the Valuation of Conventional
and Islamic Banks. Natalie began her career
in Islamic finance in the mid 1990s while
working in Bahrain, Kuwait and Dubai.

On the 9th of July, Bank of London and
The Middle East Plc (BLME) was launched
in the City of London. BLME is the second

wholly Sharia’a compliant investment bank
sed and regulated by the Financial
). This brings the
number of full}' Islamic banks in the UK to
three, and the total number of financial in-
stitutions (,)ffc'ring Islamic Financial services
in the UK to 24. The number of banks and
financial institutions offering Islamic prod-
ucts is no longer confined to countries with
a predominantly Muslim

the GCC and South East /

opulation such as
sia, but is showing
truly global growth.
sented in this paper are
)se ()f th(‘ allth()r Cln(l (l() not ]]('Ct'SSJ]‘il_V

represent those of BLME.
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