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ABSTRACT

Islamic Syndicated Financing (ISF), by which a consortium of banks forms joint
participation in raising large-ticket financing for a corporation, has emerged as an
alternative source of external debts for firms and a vital risk management tool for banks.
ISF’s characteristics, amongst others, enable transfer and transaction of the risks such
that Islamic banks may hold ISF exposure for a certain period and opt to subsequently
sell down this exposure. This helps Islamic banks in managing their credit risks
overtime in corresponding to industry and market changes. Despite ISF's viable
features, Islamic banks’ participation in ISF issuance remains low. According to Bank
Negara Malaysia, over the last decade, Malaysia’s Islamic banks, have not been actively
participating in ISF origination, albeit notable growth compared to the pre-Islamic
finance era. Besides, ISF has yet to receive wider mainstream acceptance among the
large corporations, the latter appears to have a preference over Sukuk to fund their
businesses. The purpose of this study was to explore the factors which influence banks’
decision to take part in ISF. Qualitative data were collected through in-depth interviews
with sixteen (16) relationship bankers from thirteen (13) Islamic banks and development
financial institutions. The research has discovered three (3) main challenges facing the
banks in introducing ISF including lack of liquidity framework, lack of relationship
banking, and lack of standardization in ISF legal documentation. There are four (4) main
factors that influence the Islamic banks to participate in ISF comprising relationship
banking, liquidity supply, financing parameters, and religiosity. These findings have led
to several implications including the need for regulatory support and collaboration
among financial institutions to achieve standardization in ISF market practice. This may
be achieved through the digitization of ISF legal documentation to ease standardization
efforts and reduce transaction costs. The findings also suggest the need for insourcing
of client coverage role to a standalone Islamic business unit and for boosting liquidity
supply through the fintech platform. The novelty of this study is underpinned by the
fact that it is the first study that has produced in-depth insights into the internal workings
of ISF in the Malaysian Islamic syndication market. It has yielded genuine industry-
based evidence that diverges from the classical understanding of lender-borrower
relationships produced in syndicated loan literature. Hence, the study has made
significant contributions to the literature, in helping to bridge notable knowledge gaps
in the Islamic corporate finance literature. This study has also unearthed fresh insights
that pave the way for future quantitative and qualitative research in the field of ISF.
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CHAPTER ONE

INTRODUCTION

1.1 INTRODUCTION

The rise of the Islamic banking industry has reinforced Islamic banks’ intermediation
role in mobilizing financial resources through the usage of various Shariah-compliant
financing instruments (BNM, 2020; DK Asli & L.Ross, 1999). Traditionally, Islamic
banks offer financings on a bilateral basis to large firms, wherein a single bank is
granting a financing facility to a single corporate customer. However, over the last
decade, Islamic banks have begun to participate in a multibank financing arrangement
through the introduction of Islamic syndicated financing. Such an arrangement enables
Islamic banks to adopt a multilateral approach to transformation, transfer, and
transaction of risks (Altunbas & Kara, 2011; Joseph Yam, 2017). Hence, the necessity
for Islamic syndicated financing is established.

Islamic Syndicated Financing (ISF) refers to a financing facility offered by
a group of Islamic banks — the syndicate financiers, to a single firm, by forming
a partnership in a joint financing operation through one of the Shariah permitted modes
of financing (AAOIFI, 2015). ISF has been increasingly recognized as an important
source of external debt among large corporations to fund various business sectors such
as energy, oil and gas, infrastructure, healthcare, and financial (Farbood Hutan, 2009;
Godlewski & Weill, 2014). According to Dealogic (2018), there has been a notable
surge of ISF issuances globally between 2016 and 2018. A total of 30 deals worth
USD19.96 billion were signed in 2017 compared to 28 deals amounting to USD9.38

billion in 2016. In 2017, Malaysia commanded the highest market share totalled 50



percent, followed by the Kingdom of Saudi Arabia (KSA) with a 23 percent market
share (Islamic Finance News [IFN], 2018). By 2018, the ISF market further grew by
11.42 percent to USD22.4 billion, which accounted for an increasing share of 0.60
percent (2017: 0.32 percent) of the total syndicated loan market worldwide.

In Malaysia, ISF assets have expanded exponentially by 1871 percent from
RMO0.52 billion in 2008 to RM13.1 billion in 2019 (BNM, 2020). ISF has been growing
on average at 54.36 percent against the syndicated loan market’s average growth of 8.6
percent year-on-year in the last 10 years since 2008. ISF has also progressively seized
a chunky slice of syndicated loan market share by 41.76 percent as of 2018. This serves
as statistical evidence that ISF has truly emerged as a financing alternative for
Malaysian corporate firms with large and complex financing requirements.
Notwithstanding, the true potential of ISF has not been fully unleashed as ISF product
is still plagued with several challenges, which makes arranging for the ISF more
complicated than the syndicated loan.

However, given the scarcity of ISF literature, there has yet to be academic
documentary evidence that can illuminate the challenges faced by Malaysia’s banks in
arranging ISF and the factors considered in banks’ decision making to participate in
ISF. Therefore, exploratory qualitative research is undertaken. In seeking the
comprehension of this newly explored topic of concern, it is critical to elicit the
viewpoints of banking syndication practitioners as they act as the forefront stakeholders
in dealing with corporate customers, pitching for ISF deal mandate, and arranging for
ISF issuance (Burhouse, Gambrell, & Harris, 2004). This study explores the influence
of concepts of relationship banking, liquidity supply, financing parameters, and firm’s
information disclosure, over banks’ decision making to participate in ISF, through

exploring the perceptions of a group of syndication practitioners in Malaysia.



1.2 RESEARCH BACKGROUND

Islamic syndicated financing (ISF) is an important alternative source of external debt
for Shariah-compliant corporate firms (Godlewski & Weill, 2014). In the language of
Boot and Thakor (2000), ISF can be characterized as a combination of “relationship
financing” and “transaction financing”; relationship financing contains confidential
information of the firm and the bank, while transaction financing is comparable to debt
sold in the capital market. ISF arrangement commences with a lead bank undertaking
the credit screening and monitoring of the corporate customer in a relationship banking
context. Subsequently, the financing exposure is distributed to other financiers through
a capital-market like setting (Allen, 1990; Ramakrishnan & Thakor, 1984).

Thus, where privacy matters and agency problem appears severe, corporate
firms prefer to issue debt by way of banking syndication than capital market
syndication, as the relationship banking element helps to mitigate the presence of
information frictions and agency problem (Champagne & Coggins, 2012; Sufi, 2005;
Dennis & Mullineaux, 2000). Due to the benefits accrued to relationship banking, banks
in Malaysia have been gradually issuing ISF over the years as can be sighted in their
respective banking group’s consolidated annual audited financial statements. Besides,
ISF serves as a risk management mechanics to the banks given financing exposures are
shared and transferred across several financiers (Maybank, 2018).

As depicted in Figure 1.1, 1.2, and 1.3, ISF assets are reported in the audited
financial statement as of financial year ending 31 December 2018 of the three (3)
selected Malaysian Islamic banks; the ISF assets of which are reported in consolidation
with their respective conventional banking groups’ assets, namely Malayan Banking
Berhad, RHB Bank Berhad, and Affin Bank Berhad, respectively (Maybank, 2018;

RHB, 2019; Affin Bank, 2018).



(iii) Loans, advances and financing to financial instituitions and customers:
Group Bank

2018 2017 2018 2017
RM'000 RM'000 RM’000 RM'000
Loans/financing to financial institutions (Note 15(i) 1,586,487 2,040,105 17,329,554 18,817,485
Overdrafts/cashine 2299470 | 20132843 | 8106770 | 9,002,080

Term loans:
| - Housing loans/financing 159,088,775 | 149069563 | 36,356,772 | 59881857
- Syndicated loans/financing 46,222,426 39920409 | 41,244,555 35,704,531

Figure 1.1 ISF Assets of Maybank Islamic Bank Berhad

9 LOANS, ADVANCES AND FINANCING

Group Bank
2018 2017 2018 2017
RM'000 RM'000 RM'000 RM'000
(a) By type
At amortised cost
Overdrafts 6,786,330 6,471,039 5,770,136 5,610,819
Term loans/financing:
- Housing loans/financing 56,096,417 49,566,956 40,489,870 37.523253
- Syndicated term loans/financing 6,475,098 6,409,437 2,993,804 3,171,702

Figure 1.2 ISF Assets of RHB Islamic Bank Berhad

9  LOANS, ADVANCES AND FINANCING

() Bytype
The Group The Bank

2018 2017 2018 2017
RM’000 RM’000 RM’000 RM’000
Overdrafts 1,874,549 1,867,780 1,500,470 1,554,785

Term loans/financing
- Housing loans/financing 10,562,367 8,486,642 4,128,165 4,086,865
- Hire purchase receivables 12,470,551 12,365,906 8,226,889 8,501,399
- Syndicated financing 1,826,729 2,634,929 897,168 1,227,635

Figure 1.3 ISF Assets of Affin Islamic Bank Berhad



Albeit notable ISF issuances, marketing, and originating of ISF pose challenges
to the relationship bankers due to numerous issues plaguing ISF given the product
ecosystem remains underdeveloped (Khaleq et.al, 2012). Firstly, ISF implementation
processes are largely unstandardized, ranging from the absence of standard legal
documentation format, absence of pricing benchmark, and differing Shariah advisory
committee’s interpretation in connection with the Shariah concept and structure applied
(Khaleg & et al., 2012). Secondly, the absence of the Islamic secondary market platform
hinders Islamic banks from selling down a portion of ISF commitment and restrict them
from diversifying the risk. This forces them to hold the long-term commitment which
otherwise could have been invested into other more viable financing sectors.

As a consequence of these challenges, ISF product features appear
uncompetitive compared to syndicated loans, which in turn, discourages the relationship
bankers from promoting ISF to wider corporate customers. Particularly, in the context
of Malaysia, the relationship bankers are representing the conventional parent corporate
banking arm and at the same time cross-sell ISF and other Islamic financing products,
under the dual banking leverage business model (DBLM).

DBLM refers to a business setting where the Islamic subsidiary (Principal)
leverages on the strength and resources of the conventional parent corporate banking
arm (Agent), by outsourcing the marketing, sales, and client relationship management
functions to the latter based on a fee chargeback (A. Amir, 2017). The model has been
introduced into the financial system by CIMB Bank since 2005 to drive the Islamic
banking business at an optimal operational cost. However, following the cessation of
regulatory incentives for Islamic financing since 2010, DBLM has given rise to the
competing behavior of the Agent due to the absence of incentives to market Islamic

products including ISF.



The Agent’s competing behavior is potentially driven by conflict of interest in
whether or not to serve the Islamic subsidiary’s interest by being as fair in marketing
ISF as a syndicated loan. The Agent may tend to act in a way that is contradictory to the
Principal’s interest due to asymmetric information such as clientele relationship gap and
knowledge gap between the two (2) entities. For instance, the Agent may form bias by
leveraging on its existing clientele relationship to favorably promote syndicated loan
over ISF as and when the syndication deal opportunity arises. Given the fact that
banking syndication is mostly driven by relationship banking, the DBLM model appears
to work in the best interest of the Agent as the client relationship manager and to go
against the priorities of the Islamic subsidiary as the Principal product owner.

Possibly, the lack of relationship banking may have caused the sluggish growth
of ISF despite a significant rise in the availability of Islamic liquidity supply within the
Malaysian Islamic banking system. From the supply-side perspective, lack of Islamic
banks’ participation in ISF indicates a potential lack of relationship banking given the
DBLM setting which sees ISF product being marketed through a conventional banking
arm where the latter becomes the client relationship manager holding the control over
investment decision. This has given rise to a principal-agent problem between
subsidiary Islamic bank (as the product developer) and the conventional banking arm
(as the sales agent), due to the product knowledge gap. Besides, it exposes the Islamic
banking business to direct competition from the conventional counterpart in terms of
marketing and origination preference. Since ISF is not aggressively marketed to the
wider corporate customers, it creates low visibility on the product compared to SL.

Thus, it hinders the effective mobilization of Islamic liquidity through ISF.



Composition of Outstandings ISF and SL in Malaysia
(From Year 2009 - 2019)

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

==@==|s|lamic Syndicated Financing Share % ==@==Syndicated Loan Share %

Figure 1.4 Composition of ISF vs SL in Malaysia from 2009 - 2019

As illustrated in Figure 1.4, from the demand-side perspective, save for the
corporate customers listed as Shariah-compliant counter, the rest have predominantly
chosen to raise the syndicated funds through SL instead of ISF. Whilst there has been a
consistent rise in ISF market share over the years, SL is still dominating the total
banking syndication as of 2019. This is potentially attributed to low product awareness
as the conventional banking arm has not been actively marketing ISF. Besides, the
demand for ISF remains to be largely determined by the banks’ investment preferences
and decisions. As for corporate customers, especially those of publicly listed companies
not classified as Shariah-compliant stock, they are indifferent about the type of
syndicated facility proposed by the banks, as their main objective is to raise sufficient
liquidity from the debt investors be it from conventional or Islamic sources.

The intricacy of challenges facing the relationship bankers in originating ISF
has therefore established an excellent laboratory for examining the perception of

relationship bankers regarding the factors influencing banks’ decision to participate in



