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Islamic Banks Overview

Facing liguidity management challenges
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lai Islamic Bank Overview - Growth and penetration metrics

Islamic Banks T Growing Fast

Financings continue to outpace conventional bank lending i increasing the
importance of the sector

Financing of Islamic banks CAGR (2008-13) 18 Islamic Banks*

W Financing of ;onventignal banks CAGR (2008-13), excluding Islamic windows for UAE, » Abu Dhabi Islamic Bank
KSA & Bahrain countries
| | | | » Ahli United Bank K.S.C.

» Al Hilal Bank PJSC
» Al Rajhi Bank

|
Malaysia
] » Asya Katilim Bankasi A.S.
Bahrain I » Bahrain Islamic Bank
7 » Bank AlBilad

Qatar — > BERANERTE

Turkey

) » Barwa Bank
Kuwait
» Boubyan Bank
» CIMB Islamic Bank Berhad
» Dubai Islamic Bank PJSC

UAE H ‘ » Islamic Development Bank

0% 5% 10% 15% 20% 25% 30% 35% » Kuwait Finance House

KSA

» Masraf Al Rayan
Sources:

Central Banks data for Qatar, Kingdom of Bahrain, Malaysia and Turkey banking systems. » Qatar International Islamic Bank (Q.S.C.)
Banks annual reports and Moody's Banking Financial Metrics data for rated banks in United Arab Emirates, . .

Kingdom of Saudi Arabia and Kuwait. » Sharjah Islamic Bank PJSC
Banks annual reports for non rated banks in United Arab Emirates and Kingdom of Saudi Arabia .

Islamic windows assumptions for United Arab Emirates, Kingdom of Saudi Arabia and Kingdom of Bahrain.

Data as of December 2008 and December 2013 for all banking systems. *Includes 1 Privately Monitored Rating Islamic bank

Rapid asset growth can lead operational pressures and future asset quality weakness. Solvency concerns will in turn
create liquidity pressures if the bank has a high degree of confidence sensitive wholesale funding
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lai Islamic Banks Overview - Growth and penetration metrics

Islamic Banks T Increasing Significance

Islamic finance enjoys strong penetration in many countries and still has headroom
to grow further

M Total Islamic Financing Market share of Islamic financing
160 100%

90%
140
80% 9 Takafuls*
(o]
120 .
70% » Al Madina Insurance Company SAOG
100 » Al Muthanna Takaful Insurance Company K.S.C.
60%
» Damaan Islamic Insurance Company "Beema"
80 50%
? » Gulf Takaful Insurance Company K.S.C.
UsD billion 40% » Islamic Corporation for the Insurance of
30% Investment and Export Credit (ICIEC)
40 » National Takaful Insurance Company K.S.C.
20%
>0 ) » Qatar Islamic Insurance Company (QIIC)
10% » T'azur Takaful Insurance Company K.S.C.C.
0 0%
Oman ** Kuwait Qatar Bahraln Malay5|a Turkey ) ) i
*Includes 1 Privately Monitored Rating Takaful
Sources:

* Total Assets data used for Oman banking system.

Central Bank data for United Arab Emirates, Kingdom of Saudi Arabia, Kuwait, Qatar, Kingdom of Bahrain, Malaysia and Turkey.

Banks annual reports and Moody's Banking Financial Metrics data for rated banks in United Arab Emirates, Kingdom of Saudi Arabia, Kuwait.
Banks annual reports for non rated banks in United Arab Emirates and Kingdom of Saudi Arabia.

Islamic windows assumptions included in Islamic financing for United Arab Emirates, Kingdom of Saudi Arabia and Kingdom of Bahrain.
Oman data from Thomson Reuters study, dated June 2014., Data as of December 2013 for all banking systems except Oman.

Despite being a systemically important part of the local banking system, Islamic money market & capital market
instruments - particularly short and long term sukuk - are in short supply
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1b i Islamic Banks Overview - Funding and liquidity considerations for Islamic banks

Funding and Liquidity

Maturity transformation and liquidity pressures are inevitable

Islamic Financial Institutions (IFIs) investing in long-term assets and financings are still faced with a
problem in that most of their liabilities are very short-term.

Less confidence-sensitive term funding is usually only 10-15% (GCC) of liabilities leaving the banks
contractually exposed to interbank and deposit outflows and hence possible funding gaps given the high
growth rates observed.

This |l ack of Shari 6ah compliant money and capita
development of a stable, efficient and integrated Islamic financial system.

Short-Term (LCRs) and Long-Term (NSFR) compliance is less efficient for IFIs

A lack of high quality liquid assets (HQLA) will pressure compliance with Basel Ill liquidity and funding
ratios. HQ Sukuk (both short term and long term) are key instruments, but lack of supply in both
markets is still a significant constraint on the development of Islamic finance globally.

This lack of Shari'ah-compliant HQLA pushes banks to rely primarily on cash and central bank
placements as their main liquidity management tools which give very low returns.

Cash, reserves and CDs are very safe i but not efficient, putting the sector at a commercial
disadvantage to conventional Fls
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1c i Rating considerations for Islamic banks

Islamic Finance Ratings

SUKUK OUTSTANDING

Moody'’s ratings
coverage of banks, 3 2 2 b
Islamic financial institutions ratings takaful and sukuk n
|

-

T
4/ $180bn $78bn $64bn

$43 million

countnes

Unrated Domestic International
CRAs CRAs
rated sukuk $82 billi
illion
b)
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Solvency & Liquidity

Rating Considerations i

Our assessment of

and their mitigants

Asset Quality
Problem Loans /
Gross Loans
Weight: 25%
[ | ]

Capital
Tangible Common Equity /
Risk-Weighted Assets
Weight: 25%

Profitability

Net Income / Tangible Assets
Weight: 15%
[ |

Solvency

Total Weight: 65%

Tangible assets = total assets less derivatives less goodwill and other intangibles

an | sl amic bankos f
Market Funds / Liquid Banking Assets /
Tangible Banking Assets Tangible Banking Assets

Weight: 20%

Weight: 15%

Total Weight: 35%

IFIs had Ilimited (if any) derivatives,

Il nanci

leveraged

financial investments or proprietary trading but they
were amongst the worst performers (GCC) for asset

quality during the recent crisis.

Tangible banking assets = total assets less derivatives less goodwill and other intangibles less insurance investments
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Sukuk Market Overview

Growth trends to continue..
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21 Sukuk Market Overview

Global Short Term & Long Term Sukuk issuances
Growth remains solid with new countries entering the market

B Sovereign Government-related entity B Other Corporate B Financial Institution B < 1 Year Sukuk Paper

160
140
120
100
$ Blion
60
40

20

. mm =SS
2001 2002 2003 2004 2005 2006 2007 2008 2009

2010 201 2012 2013 2014 Mar-15

2012 was an outlier year due to strong EM inflows and 2014 saw Malaysian issuance reductions offset new
volumes from entrants such as UK, Luxembourg, South Africa & Hong Kong.
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21 Sukuk Market Overview

International Sukuk Issuances

GCC statesd6 USD issuances are driving gl oba
LT Sukuk Issuance by Currency in 2014 International Sukuk Issuance by Country
Others 3%
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21 Sukuk Market Overview

Long Term Sukuk Issuances

Market is globalizing with an increasingly diverse pool of countries

LT Sukuk Paper Issued in 2014 by Obligors' Country

Others (UK,
US...) 6%

Malaysia 41%
Hong Kong 2%

—_—

Pakistan 3%

LT Sukuk Paper Outstanding - By Obligors' Country

Turkey 5%

Qatar 7%/

Others 6%

Pakistan 1% Malaysia 56%

~—
Bahrain 2%
Turkey 2%

Indonesia 8%/

Qatar 5%

United Arab—/ Saudi Arabia Indonesia 5%
Emirates 9% 19%

United Arab _\
Emirates 9%

Saudi Arabia
14%
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21 Sukuk Market Overview

Long Term Sukuk Issuances
Maturity Mix is consistent with historical trends - 25% of sukuk are > 10yrs

LT Sukuk Paper Issued in 2014- By Tenor LT Sukuk Paper Outstanding - By Tenor

5-10 yrs

> 20 yrs 7% 43%

10-20 yrs
>20yr 20%
7%
R LT Sukuk Paper Issued by Tenor 2001- 2014
(0]
10 - 20 yrs
8%
> 20 yrs
5%
10 - 20yrs N
13%
,
MOODYS Moodyods | sl amic Fi3nanc

INVESTORS SERVICE



Long Term Sukuk Market: Drivers of Growth

Long sukuk market is globalizing with strong issuance volumes

The drivers of this continued growth include:
I gl obal Il nvestorsod increasing familiarity with s
Iincreasing Olslamicd investment |l iquidity | ooki
I increasing retail & corporate demand for Islamic financial services
I increasing standardisation of unsecured sukuk structures

I increased policy support from governments of Muslim and now non-Muslim countries

2014 Sukuk issuance was flat compared to 2013 at around $120 billion, driven by:

I 20% decrease in the Malaysian Sukuk market (representing more than 2/3 of global issuance), on
the back of lower issuance from the government sector

I Mitigated by new sovereign entrants: UK, Luxembourg, South Africa

2015 Sukuk issuance trends:

I Positive impact from:

» Declining oil prices, with net oil exporters (GCC and Malaysia) looking to tap the Sukuk market to fund their
public spending plans

» Growing number of new and emerging sukuk mar kets (Ken

I Negative effects from the tightening of liquidity and credit conditions, pushing up borrowing costs
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Ratings of Sukuk

95% of outstanding sukuks are asset-based
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3ai Ratings of Sukuk i Islamic Investing Principles

Some Key Islamic Finance Principles

Prohibition of Interest/Usury -6 Ri b a 0

Most important, all conventional bond markets are debt / interest based, money should
not be generated from money

The Importance of Assets

To encour ag e-ingestmentgiskbretue® shauld be shared and asset based.
Most sukuk o6involved assets

Prohibition of Uncertainty/Gambling-6 Ghar ar / Maysi r 0

0Gamblingdé prohibited, this affects O&éspec
hedging
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3ai Ratings of Sukuk i Islamic Investing Principles

Pa

Islamic SecuritisationT The Oébestd sol uti

Closer to Shari 6ah 1 deal and all ows matched

l ronically Islamic securitisation is the Obestd f
liabilities are perfectly match funded with genuine risk transfer. It provides lower funding costs plus a
market-based valuation for securitised assets.

Shari 6ah st r oragsétpacked finanoer Hogyeves the failures of conventional securitisation
in the run-up to the crisis and regional preferences for name-lending has meant little appetite for such
instruments despite the fact that only (rated) asset-backed sukuk performed much better than their asset-
based (unsecured) counterparts.

Currently two main types of sukuk from credit risk perspective:

Unsecured (Recourse) sukuk ratings are dependent on the risk analysis of the corporate, bank or
sovereign

Secured (Non Recourse) sukuk ratings are dependent of risk analysis of the asset or project
cashflows

Tamweel Asset-backed deal remained Aa2 until redemption,

Tamweel Asset-based downgraded from A3 -> Baa3 until withdrawn

)
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3b i Ratings of Sukuk i Unsecured sukuk vs asset-backed sukuk

Sukuk Substance Over Form?

While the terms musharaka, mudarabah, ijarah, wakalah are widely applied in sukuk
structures the actual legal structure can vary substantially.

ljarah and Wakalah are more prevelant but to understand the true nature of the sukuk, the
risk sharing, asset backed, profit sources the legal contracts must be inspected

95%+ of sukuk do _not provide actual (or beneficial) asset ownership T they are not Asset
Backed.

EoDs, ranking and payment obligations shoul

Hence there is a conflict between financing principles and the needs of the market
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3b i Ratings of Sukuk i Unsecured sukuk vs asset-backed sukuk

Shari'ah Compliance and Ratings

Moodyo6s does not opine on Shari 6ah complian

Moodyds considers events from the investorods pers

If Shari‘ah can affect the Credit Risk then we will consider it in our analysis..

» What happens to investors in a Shari‘ah related dispute?

» How does the structure mitigate currency risk

» How does the Shari'ah board affect the bankds ri
Most often Shari‘ah drives structuring decisions that introduce excess complexity

This requires more legal analysis - we look at affected contracts and issuer obligations (if any)
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3b i Ratings of Sukuk i Unsecured sukuk vs asset-backed sukuk

ljarah / Purchase Undertaking

|

SUKUK PROCEEDs

!

[TRUE] SALE OR
HEAD LEASE OF

SUKUK PROCEEDs

Borrower ASSETS N
W Issuer
/ Corporate ‘
/ Sponsor (SPV)
[SUB] LEASE OR PERIODIC — sukuk
REPURCHASE PAYMENTS: LEASE
PAYMENTS FOR FLOWS AND
ASSETS PRINCIPAL (VIA
AMORTISATION/
l REPURCHASE)
ASSET
REPURCHASE
Purchase Undertaking is critical
)
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3b i Ratings of Sukuk i Unsecured sukuk vs asset-backed sukuk

Who Owns the Assets?

| f sukuk documentation features a OPurchase
»able to 6independentl ydo sell sukuk assets
»protected from borrowerds insolvency

» senior to any other unsecured borrowers

l.e. they are just like conventional senior unsecured bonds not securitisations

Here conventional corporate rating analysis is more applicable and the credit risk is
comparable to conventional bonds
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3b i Ratings of Sukuk i Unsecured sukuk vs asset-backed sukuk

Where is the Sukuk [Credit] Risk coming from?

If sukuk investors:
» do not have legal/beneficial/actual title to assets and associated cashflows
» are not [borrower] bankruptcy remote

» Hav e recourse to borrower é

...then corporate risk drives sukuk performance regardless of sukuk structure (for all
Moody's rated sukuk)

Musharaka, Mudurabah, ljara i all irrelevant. sukuk can be structured to provide an
unsecured bond risk / return profile
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3b i Ratings of Sukuk i Unsecured sukuk vs asset-backed sukuk

Can o0form over substancedo con

Il n the case of the O0The I nvestment Dar o suk
that:
AFor all Il ntents and purposes, the commer ci

I Nt erest o

Hence, the court issued a summary judgment ordering payment of the capital amount but
not the anticipated profit required, this necessitated consideration at a full trial, so at this
stage the principal was repayable but not profit/interest.

Many sukuk are, in commercial substance, equivalent to unsecured debt, if in distress can
the defaulter avoid paying profit?

Thi s particular o0defenceb6 iIis more related
counterparties. The entire sector eagerly awaited the final case and judgement but it did
not go to trial...
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3c i Ratings of Sukuk i Basel Ill Compliant Islamic Instruments

New Capital Instruments - Hybrid Tier 1 Sukuk
Example 17 Al Hilal Bank (AHB) Extract from OC

AHB Balance Sheet

A
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Mudaraba Mudaraba /—\ Trust /ﬁ
/ \" Capital AHB (as Capital Certificates
Mudareb) frust
G | Pool Certificates
enera Mudaraba Proceeds
Mudaraba [\ Agreement SPV
Profit is Issuer Certificate
Mudaraba ..
Assets distributed ‘ (as Rab- -holders
bet Rab-al-Maal'’s I-M [)
Mudaraba elween share of ai-Maa —
Profit AHB and Mudaraba Periodic
Rab-al- Profit Distribution
/ - Amounts -
Liquidation \ Maal / Lliquidation ~ \ / Redemption \ /
Proceeds @ Proceeds Amount
Sukuk Assets @
P
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Hybrid Tier 1 Sukuk

Summary
» Equivalent to a conventional hybrid bond which would qualify as Tierl capital

» In substance such sukuk are more closer to Shari‘ah principles of risk sharing than
senior unsecured sukuk

Structural Highlights

» Mudaraba contracts (agency), perpetual (no fixed redemption date), non-cumulative,
junior subordinated securities.

» The issuer (obligor bank) can without prior consent of the sukuk holders amend the
terms and conditions of the sukuk/certificates solely for it to qualify as Tierl capital under
the local regulatory framework
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3c i Ratings of Sukuk i Basel Ill Compliant Islamic Instruments

Tier 2 Sukuk

Example 2 (Extract from OC)
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