
Last October, in Dubai, Ms. Andrea 
Leadsom, Economic Secretary to the 
United Kingdom’s HM Treasury, had a 
speech at the World Islamic Economic 
Forum dialogue on Sukuk development 
and financial stability. In one of the 
three points of her statement,  she 
anticipated the willingness of the Bank 
of England (BoE) to begin  feasibility 
work in 2015 about the introduction of 
Shari’ah compliant facilities in the British 
banking system, as part of the BoE 
strategy to broaden liquidity provision 
to the market, and demonstrating the 
BoE’s  awareness that Islamic banks are 
facing real difficulties in meeting their 
liquidity requirements with the existing 
facilities, which involve Shari’ah-banned 
interest-bearing activities. According to 
the BoE commitment, the arrangement 
of any Shari’ah compliant facility will 
involve analysis on pricing, terms, and 
access, and it should be seen as a 
medium-term project, also within the 
Sterling Monetary Framework. Even 
if timing and methods expressed by 
Ms. Leadsom have been cautious, 
according to Global Capital magazine, 
Shari’ah-compliant liquidity lines could 
be less complex and controversial than 

the recent UK sovereign Sukuk bid. 
According to the Economic Secretary 
to HM Treasury, in the next few months, 
a Shari’ah compliant guarantee would 

also be provided by the UK Export 
Finance (UKEF) for a Sukuk issued by 
an Airbus customer. This will be the first 
Sukuk issued for the aviation sector 
that has benefited from an Export Credit 
Agency’s support. Basel III liquidity 
requirements has made the lack of 

Shari’ah-compliant liquid assets more 
visible. How much use the UK’s Islamic 
banks make of any facility will depend 
on the rate and requirements the facility 
comes with. The Basel Committee has 
built its framework for conventional 
banks without taking into account the 
specific features of Islamic banks. This 
creates difficulties in the integration 
between the two systems. For examples, 
in the case of Profit Sharing Investment 
Accounts (PSIA), although they do 
not imply financial risks for the bank 
(because the risk was taken by the 
investment account shareholders), they 
are not considered as equity capital.
One question may arise on how PSIAs.
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1. Probability of default: the credit quality of an asset (for example, its rating) will influence investors’ willingness or  
     ability to hold it.
2. Flight to quality: assets whose prices tend to rise during times of market turmoil typically exhibit higher market    
    liquidity during stress.
3. Volatility: assets with low volatility tend to be less risky and more liquid. Volatility of traded prices and spreads are   
    simple proxy measures of market volatility.
4. Remaining time to maturity: time to maturity is likely to affect the price volatility of a security and the range of  
    investors who are able to hold it.
5. Collateral eligibility: the acceptance of an asset as collateral for transactions in other assets at a wide range of   
    markets, clearing houses and payment systems, increases the opportunities of its use.
6. Standardization of asset features: where an asset has a standard structure, this can facilitate widespread          
    understanding of the risks it poses, increasing investors’ confidence in its pricing and hence boosting market liquidity.
7. Price transparency: availability of transparent, publicly available pricing sources can enhance willingness to trade   
    and, hence, market liquidity.

Recently, the IFSB has released a draft Guidance Note on liquidity risk management for Islamic banks and a new 
standard for regulatory supervision. The IFSB's guidance note aims to define the types of HQLA that Islamic banks can 
hold to meet Basel III banking standards. According to the Annex 4 of this Guidance Note, in the evaluation of Shari’ah-
compliant instruments as Eligible HQLA, the asset characteristics, which are relevant to credit quality or liquidity, or 
both, are :

Regulators will have to determine the 
rights of bank customers to withdraw 
their Islamic deposits defining the run-off 
rates to apply to these, and particularly 
to be applied to the PSIAs. The higher 
the run-off rate, the higher the liquidity 
needs and the lower the PSIAs’ Net 
Stable Funding Ratio (NSFR), i.e. the 
amount of available stable funding 
relative to the amount of required stable 
funding. The different run-off rates to 
funding sources, including PSIAs, will 
be assigned to calculate outflows, which 
further determine required amount of 
HQLAs according to the risk level of 
funding sources. Potential issue is that 
Islamic banks obtain deposits mostly 
through PSIA, which have relatively short 
maturities and are generally considered 
to be more volatile than conventional 
deposits. Thereby, Islamic banks are 
expected to offset the volatility through 
holding a larger amount of HQLAs. The 
key solution will depend on the decision 
of each of the central banks with respect 
to the treatment of PSIAs, including 
the adoption of the IFSB-15. Basel III 
requirements place greater emphasis 
on bank’s HQLA holdings. With Basel 
III, it is not only central banks, but 

also sovereigns and corporates may 
be incentivized to issue either short-
term Sukuk or to list their Sukuk on 
markets to make them eligible for HQLA 
inclusion. There are some encouraging 

signs of healthy innovation in this area 
with the introduction of perpetual Sukuk 
by some Islamic banks.

While Basel III requirements for 
counterparty risks will have limited 
impacts on Islamic banks, some banks 

have attempted to satisfy the revision 
of capital definitions and requirements. 
Over the last two years, three UAE-
based Islamic banks, namely, Abu 
Dhabi Islamic Bank, Dubai Islamic Bank 
and Al Hilal Bank, have issued Basel 
III-compliant Tier I Mudaraba Sukuk. 
This year, in Malaysia, AmIslamic, Hong 
Leong Islamic, and Maybank Islamic 
have issued Tier II Sukuk, Bank Islam 
Malaysia Bhd that also has set up a 
US$ 307 million subordinated Murabaha 
Sukuk and CIMB Islamic is preparing 
its Tier II Sukuk program to raise up to 
US$1.58 billion.

THE SHorTAGE oF HQLA 
IS A kEy ISSuE FACING 
ISLAMIC BANkS
Calling for higher capital requirements 
and more stringent definitions of capital, 
Basel III should push Islamic banks and 
sovereigns to issue more Sukuk and 
other Shari’ah-compliant security, and 
force them to be more careful to their 
asset allocation and deploy their capital 
more advantageously, helping the further 
growth of the Islamic finance.

will be weighed by national regulators in 
the Basel III implementing process, and, 
particularly, how will be the treatment 
of the PSIAs in relation to the Liquidity 
Coverage Ratio (LCR).
The LCR, one of the Basel Committee's 
pillar to strengthen global capital and 
liquidity, helps the short-term resilience 

of a bank's liquidity risk profile, ensuring 
that a bank has an adequate stock of 
“unencumbered”  High-Quality Liquid 
Assets (HQLA)  sufficient to cover net 
cash outflows for a 30-day period under 
a stress scenario. 

The goal of LCR is to improve the 
banking sector's ability to absorb 
shocks arising from financial and 
economic stress, whatever the source, 
thus reducing the risk of spillover from 
the financial sector to the real economy. 
Today a minimum leverage ratio of 3% is 
the internationally agreed standard.
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