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ABSTRACT

The development of sukuk market as the alternative to the existing conventional bond
market has risen the issue of sukuk issuance’s rating. These credit ratings fulfil a key
function of information transmission in capital market. Issuers seek ratings for a
number of reasons, including to improve the trust of their business counterparties or
because they wish to sell securities to investors with preferences over ratings.
Moreover, Basel Committee for Banking Supervision has now instituted capital
charges for credit risk based on credit ratings. Basel Il framework allows the bank to
establish capital adequacy requirements based on ratings provided by external credit
rating agencies or determine rating of its investment internally for more advance
approach. For these reasons, ratings are considered important by issuers, investors,
and regulators alike. Focusing on Malaysian outstanding long-term corporate sukuk
from the period of 2001 to 2012, this study tries to test the efficacy and accuracy of
sukuk rating model compared to the actual rating assigned by Malaysian rating
agencies using statistical and data mining method, namely: Multinomial Logistic
Regression, Decision Tree and Neural Network. To address the limited study on sukuk
rating prediction, this research provides an empirical foundation for the investors to
estimate the sukuk ratings assigned. The study examines variables from past
researches on bond ratings, corporate ratings and financial distress prediction model
taking into account on the various sukuk structure, credit enhancement facilities,
industrial sector and macroeconomics variables. Interestingly, both statistical and data
mining methods strongly indicate that share price, sukuk structure and guarantee
status are empirically proven as key factors to predict sukuk rating. In addition, neural
network method obtains the highest accuracy rate to predict the actual rating in the
market as compared to the other two methods. Therefore, it is expected that the
proposed models are beneficial to the rating agencies, sukuk issuer companies,
corporate managers, private and institutional investors to support their investment
decision making. The regulatory agencies may also take advantage to consider this
model as benchmark for Internal Rating Based (IRB) approach as required in Basel I1.
In line with those practical implications, this study is also aimed to contribute the
novelty aspects in the body of Islamic finance.
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CHAPTER ONE
INTRODUCTION

1.1 BACKGROUND OF STUDY

Credit rating has become an important instrument in the modern financial services
industry. It has the ability of assessing the credit worthiness of a security and its
issuer, most often based on the history of borrowing and repayment for the issuer, its
underlying assets, its outstanding liabilities and its overall business performance. A
credit rating is essential for corporate that issue debt securities as well as for investors
due to several reasons. For issuers, having a good rating is beneficial as it may
improve market trust on their business. On the other hand, many investors and banks
rely on the ratings to make investment and financing decisions.

Credit rating also fulfills a key function of information transmission in capital
market, especially to improve risk management and market liquidity. With the
presence of credit rating, issue of asymmetric information among market players can
be reduced. This is because rating agencies provide information related to
counterparties’ credit worthiness and also on the rated securities. In addition, ratings
can solve investors’ problem in monitoring the securities’ performance. If the rating of
counterparts or investment instruments is downgraded, it may serve as a signal for
investors to take action since downgrading suggests a decrease in financial
performance. The greater informational efficiencies are, the better informed decision
investors can make about the financial markets, and more accurate price
transparencies will be.

All of the benefits as mentioned above promote development of capital market,

including Islamic capital market. Islamic finance and capital market is one of the



fastest growing segments of international financial markets. Recent innovations in
Islamic finance and capital market have changed the landscape of the financial
industry. One of them is Islamic securities which are known as sukuk. The use of
sukuk as the alternative to the existing conventional bond has become increasingly
popular in the last few years. Based on International Islamic Financial Market [IIFM]
(2013), the total global sukuk attained a very impressive level of issuance from the
year 2001 to January 2013 with total USD 472.68 Billion. This remarkable growth can
be noticed from the significant increase in terms of sukuk issuance by more than 100
times since the year 2001, from USD 1,172 million to USD 137 billion in the year
2012. These sukuk are used as a means of raising government finance through
sovereign sukuk issues, and means through which companies raise funds by issuing
corporate sukuk.

The development of the sukuk market has thus raised the issue of sukuk rating.
Rating is essential for the corporation that issue sukuk as well as for investors because
rating will give a general picture of credit worthiness of a particular sukuk. Having a
good rating tends to enhance the demand of these instruments. The rating not only
reflects risk and expected performance of the sukuk, but also beneficial and assist the
investor specifically banks that invest in that particular security in measuring capital
charge for this investment.

Sukuk and conventional bond securities have some similarities such as fixed
term maturity, has a coupon and traded in the secondary market. Tariq (2004)
mentioned that sukuk has a similar function with bond, which is to enable companies
to raise capital, but in a Shariah-compliant fashion, whilst at the same time expanding

the investor base and offering investment opportunities for new groups.



However, to some extent, theoretically there should be some differences in
rating methodologies for bond and sukuk because these two instruments are different
in nature. Bonds are contractual debt obligation whereby the issuer is contractually
obliged to pay to bondholders, on certain specified dates, interest and principal. On the
other hand, according to AAIOFI Standard no.17, sukuk are certificates of equal value
that represent an undivided interest in the ownership of an underlying asset, usufruct
and services or assets of particular projects or special investment activity. The sukuk
holder, have a claim to the underlying assets. Consequently, sukuk holders are entitled
to share in the revenues generated by the sukuk assets, as well as to share in the
proceeds of the realization of the assets. Sukuk certificates are unique in the sense that
the investor becomes an asset holder, hence should bear the risk of its underlying
assets. Sukuk certificate holders carry the burden of these unique risks.

Furthermore, sukuk also has various structures. According to AAOIFI sukuk
structures comprise ljarah, Murabaha, Salam, Istisna, Mudaraba and Musharaka,
Muzara’a (sharecropping), Musaga (irrigation) and Mugharasa (agricultural
partnership). Those structures affect the coupon payment method as well as the risk
characteristics. The different nature of bond and sukuk in term of their respective
credit risk exposure necessitate the need for different rating assessment.

Regardless of the different nature as viewed by the External Credit Assessment
Institutions (ECAI) or credit rating agency perspective, there are no significant
differences between sukuk and bond rating methodology. This argument is rational as
most of the sukuk available in the market are issued based on an asset-based sukuk
modes', in which rating for these sukuk mostly depend on the rating of the originator

which is the same method used to rate conventional bonds. This opinion is supported

! The detail discussion on asset based sukuk mode is presented in Chapter 3



by Arundina and Mohd Azmi (2010) who indicated the existence of similar factors for
predicting sukuk and bond. However, this study did not consider various structures of
sukuk, which theoretically have different features especially in term of credit risk.
Hence, the present study incorporates sukuk structure into the model in order to
confirm whether sukuk structure has an impact to determine sukuk rating.

Due to existence of limited study that predict sukuk rating, the bond rating
prediction model is employed as a reference as well as financial distress and corporate
rating model which assess credit scoring of a particular company. These approaches
are considered to have similar features with sukuk rating prediction. It is also possible
to extract from rating agencies some methodology guidelines which they issued. This
assessment can be done by modeling and predicting sukuk ratings of companies that
have sufficient information in the public domain.

There is a need for studies in the area of sukuk rating prediction due to the fact
that not all the sukuk have been rated. Even, there are many cases where ratings of the
sukuk are not updated. There is a case when rating of the sukuk changes drastically
from AA to default’. Standard and Poor’s (2005) in their statistic report shows that
over 10% of all rated companies that have defaulted since 1983 to 2001. They were
rated Ba2 or higher at the beginning of the year in which they defaulted. This situation
therefore poses a serious threat to the investors. In line with this, it is become a
necessity for investors to have their own criteria in evaluating possible underlining
risks in sukuk instruments.

Study on sukuk prediction, could be beneficial to investors and is very
important for further development of the Islamic capital market industry. The need to

develop a model to predict sukuk rating is becoming more important considering the

2 Case of Royal Mint Malaysia Berhad



high cost involved and the fact that not all securities are being rated by agencies.
Huang et al. (2004) argues that credit ratings are very costly to obtain due to large
investment that is needed in order to perform the credit assessment. Rating agencies
require a large amount of time and human resources to do deep analysis of the issuer
risk status based on various aspects. As such, not all companies can afford regular
updated credit ratings from rating agencies, which makes credit rating prediction quite

valuable to the investment market.

1.2 STATEMENT OF PROBLEM

Similar to conventional bank, there is capital adequacy requirement that has to be
fulfilled by Islamic banks. This requirement is equally described as the capital
adequacy ratio. The ratio is measured by dividing Islamic bank’s eligible capital with
its risk weighted asset. There are some methods to measure risk weighted asset of the
Islamic bank. For sukuk, risk weighted asset is measured by calculating Islamic bank
exposure on the sukuk with the risk weight of the sukuk itself. The risk weight of the
sukuk varies based on sukuk rating. Meanwhile, not all of the sukuk have been rated.
This situation leads to the bank to assign 100 percent risk weight to the non-rated
sukuk. However, this practice does not reflect the true risk that attaches to the
respective sukuk.

Accordingly, there is a need to develop models to predict sukuk rating. The
model can be used to estimate an initial by the bank themselves prior to the
announcement of the rating agency. Moreover, Basel Committee for Banking
Supervision (BCBS) has now instituted capital charges for credit risk based on credit
ratings. Basel Il framework allows the bank to establish capital adequacy requirements

based on ratings provided by external credit rating agencies or determine rates of its



investment internally that can be used for more advance approach. With regards to this
requirement, the model can lead Islamic banks to develop an Internal Rating Based
(IRB) approach.

There are several studies on bond rating prediction such as; Belkaoui (1980),
Ederington et al. (1984), Duta and Shekar (1988), Singleton and Surkan (1990), Kwon
et al. (1997), Chaveesuk et al. (1997), Kamstra et al. (2001), Du (2003), Huang et al.
(2004), Touray (2004), Kim (2005), Cao et al. (2006), Lee (2007), Hwang et al.
(2009), Hajek and Olej (2011), Mizen and Tsoukas (2012), Novotna (2012), Hajek
and Michalak (2013) and Doumpos et al. (2014). Since sukuk are very new to the
financial world, study on sukuk analysis is very limited, especially in the area of
sukuk rating. Arundina and Mohd Azmi (2010) is one of few studies which try to
examine sukuk rating determinant using Belkaoui (1980) and Touray (2004) variables.

The present study thus extend the previous research on sukuk rating using
several theoretical variables adapted from bond rating prediction in previous studies
with the inclusion of some additional variables such as sukuk structure, guarantee
status, industrial sector and macroeconomics variables. This study tries to observe
whether bond rating determinant variables can predict sukuk rating, incorporating
sukuk structure variable as one of sukuk specific variable.

Rating agencies such as Fitch Ratings, Moody’s, Standard and Poor’s, MARC,
RAM, etc., have come up with their own methodology to rate sukuk which is not
publicly disclosed. Therefore, it is considered important to have research effort to
provide an insight into the rating process and thus verify its credibility. Sukuk rating
prediction study becomes more important in order to provide guidance for the Islamic
bank in understanding sukuk risk. Hence, it is considered that research efforts directed

to analyze and investigate ratings given by rating agencies would be of great benefit to



