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ABSTRACT

With the development of sukuk market as the Islamic alternatives of the existing bond
market, the issue of how to assign a rating to the sukuk issuance rises. 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. Many investors rely on ratings in their investment decisions. For these
reasons, ratings are considered important by issuers and investors alike. This study
tries to provide an empirical foundation for the investors to estimate the ratings assign.
Using approaches from several rating agencies, past researches on bond ratings, and
financial distress prediction and bankruptcy prediction model, this study is trying to
build a new model on determining the sukuk ratings. It used Ordered Logistic
Regression and Multinomial Logit Regression to create a model of rating probability
from several theoretical variables, ie. firm size, leverage, fixed payment coverage,
profitability, liquidity, and existence of guarantor. The result shows 70% for Ordered
Logistic and 78.3% for Multinomial Logistic of all valid cases are correctly classified
into their original rating classes. About the misclassification cost Type I and Type II
error, it is also found that Ordered Logistic prediction is having more both Type I and
Type Il error compare to Multinomial Logistic prediction. Therefore, we conclude that
Multinomial Logistic model is more powerful than Ordered Logistic model using the
samples we have.
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CHAPTER ONE

INTRODUCTION

1.1. BACKGROUND OF STUDY

1.1.1. The Development of Sukuk

Islamic finance is one of the fastest growing segments of international financial
markets. Recent innovations in Islamic finance have changed the terrain of the Islamic
finance industry. The use of Sukuk or Islamic securities has become increasingly
popular in the last few years, especially in the area of bonds and securities. They are
used as a means of raising government finance through sovereign issues, and means
through which companies raise fund by issuing of corporate sukuk. It began in
Malaysia in 1990 with the issuance of RM120 million (US$ 30 million) by Shell
Malaysia and currently progress to become the issuance of the largest size of sukkuk

in the Islamic finance world. The table shows the total sukuk issuance in 2000-2009.

Source :IFIS

Table.1.1. Sukuk Issuance, 2000-2009 (US$ million)

Sovereign | Corporate Quas_i Total

Year Sukuk Sukuk Sovereign Total Percentage
Sukuk Growth

2000 0 336.3 0 336.3
2001 250 530 33 780 142%
2002 800 1,684.11 19.4 979.9 208%
2003 1,180 4,637.06 0 5,717.1 132%
2004 | 14,79.35 | 5,497.3 8.44 7,210.5 20%
2005 706.5 10,722.25 65.83 12,065 65%
2006 | 1,31175 | 18,05034 | 7,02047 26,798 130%
2007 | 6,03034 | 26,777 71 | 13,985.09 | 47,125.56 79%
2008 | 1,676.69 | 9,53623 | 5,08685 | 16,29977 -65%
2009 | 12,727 84 | 12,319.41 | 13,660.23 | 48,614.93 198%




Table 1.2. Number of Sukuk Issuance

Sovereign | Corporate Quasi Nﬂll;fr:lir Pel:lc;g;[ill e
Year Sukuk Sukuk Sovereign of of ®
Sukuk Issuance | Issuance
2000 0 3 0 3
2001 3 1 1 5 67%
2002 4 26 1 31 520%
2003 5 31 0 36 16%
2004 4 63 1 68 89%
2005 3 90 2 95 40%
2006 29 168 12 209 120%
2007 39 143 24 207 -1%
2008 32 123 27 182 -12%
2009 67 600 90 774 325%

Source: IFIS

Above table shows growth in sukuk issuance from year 2000 until present. In
2000, the total size of the sukuk issued was only US$ 336 million with no sovereign
sukuk in the market. Within a short span of six year, the total size of sukuk has
reached almost US$ 27 billion. The growth achieved in 2002 had been very significant
at 208% from the total amount issued. However, it experienced a slump in 2008, due
to financial crisis and Taqi Usmani' announcement on Februari 2008 which stated that
85% of the Islamic bonds in the gulf do not comply with Sharia®. Nevertheless, it
rebounded back in a phenomenal growth in 2009 for both the amount and the number
of sukuk issued. After the short fall in 2008, the growth has increased by 198% with a
total amount of US$ 48.6 billion with 774 number of sukuk issuance. This increase is
mainly due to Malaysian sukuk market that demonstrate immense interest in sukuk

investment. As reported in IFIS, 88% of the sukuk issuance in 2009 was issued in

! Chairman of AAOIFI
2 gee Trevor Norman,” Sukuk: where next?” at http//www newhorizon-tslamicbanking.com



Malaysia (figure.1). Out of 774 number of sukuk issuance, 679 sukuk were domiciled

in Malaysia.

Figure.1.1. Number of Sukuk Issuance in 2009 based on Domicile

Sukuk Issuance 2009

| Malaysia

W Pakistan

m Bahrain

E Saudi arai‘:ia
H Indonesia
ESingapore
mUAE

Cayman islands
& Jordan
Brunei Darrussalam

m Others

Source: IFIS

1.1.2. The Development of Sukuk Rating

The growth of the Malaysian international and local sukuk (Islamic bond) market over
the last five years has been highly impressive, registering an average growth of 33%".
For local market, forty-five percent of all bond issued in 2007 were sukuk with a total

value of RM 55.5 billion (US$ 17.5 billion).

Due to high interest from the market, Malaysian government has made a
tremendous progress in developing an Islamic capital market that is competitive in

size, volume of financial instruments, and efficiency of arrangements. The progress

¥ Securities Commissions Malaysia



made in the development of the capital markets has helped nurtured the growth and
development of the Malaysian economy. Tariq (2004) stated that, the government of
Malaysia launched the Capital Market Master Plan in 2001 to develop a framework
for the Malaysian capital market directed at increasing the competitiveness of the
capital market and facilitating an efficient provision of financial instruments and
securities. In addition to that, the government launched a Financial Sector Master Plan
to oversee and supervise the continual development of the Malaysian financial sector.
Both initiatives typify a strong regulatory, supervisory and financial structure required
to formulate and nurture a competitive capital market. The challenges remain how to
develop an effective risk management mechanism, increase market liquidity, and

create a truer bond yield benchmark as well as widening the issuer and investor base.

To increase risk management and market liquidity, the issue of asymmetric
information among market player should be removed. With regard to this issue, rating
agencies have the responsibility to provide the correct information related to the credit
worthiness. The objective is to reduce information asymmetries between originator
and investor by providing information on the rated security. In addition to that, ratings
can solve investors’ problem by helping them to monitor the security performance,
with downgrades serves as a signal for them to take action. The greater the
information efficiency, the better informed decisions investors can make about the

markets and the more accurate price transparencies will be.

Credit rating is a mechanism whereby an independent third party makes an
assessment, based on different sources of information on the likelihood of default in
the debt payment of a corporate issuer. A credit rating focuses on the specific debt

instrument and not on the overall credit worthiness or financial standing of the



corporate issuer, although these factors may influence the rating assigned’. These
ratings are expressed in alpha-numeral symbols that indicate the degree of credit
worthiness probability regarding punctual payment of principal and interest/profit’ on
the rated securities. Indeed, rating agency, while not intended to do so, effectively
reduces the burden on investor to do research on the credit worthiness of a security or
issuer. Credit ratings are typically among the main tools used by portfolio managers in

making their investment decisions and by lenders in their credit analysis.

There are two rating agencies in Malaysia; Rating Agency Malaysia (RAM) and
Malaysian Agency Rating Corporation (MARC). RAM was incorporated in 1990 as a
pioneer and established itself as an independent corporation responsible for rating all
private debt securities, followed by MARC in 1995. They rate a wide array of
securities and entities such as banks, financial institutions on their claim paying
abilities. Since the establishment of sukuk in the Islamic capital market, both RAM

and MARC also provides rating for sukuk.

1.1.3. Sukuk Rating and Bond Rating

An important consideration in structuring sukuk is its Sharia applicability about
trading it in the stock exchanges. Unlike conventional bonds, sukuk should be
endorsed by Sharia advisor as Sharia compliance before traded on the stock exchange.
Sukuk certificates are unique due to the fact that, the investor becomes an asset holder
hence should bear the risk of the underlying assets. Sukuk certificate holders carry the

burden of these unique risks. Sukuk have emerged over the past 15 years as an

This approach is supported by Manggi Habir, Director of Financial Service Ratings S&P who mentioned
that Standard and Poor’s opinion only on the general creditworthiness of an obligor with respect to a
particular debt security or other financial obligation.

5 Interest for conventional bond whereas profit for Islamic bond.



increasingly important asset class (RAM ratings, 2009). Tariq (2004) mentioned that
sukuk has similar function with bond, which is to facilitate the raising of funds for
organisations through the capital and which must be Shariah-compliant, whilst at the
same time expanding the investor base and offering investment opportunities to new

groups.

However, sukuk nature is different from the conventional bond. A bond is a
contractual debt obligation whereby the issuer is contractually obliged to pay to
bondholders, on certain specified dates, interest and principal, whereas, the sukuk
holders claims an undivided beneficial ownership in the underlying assets.
Consequently, sukuk holders are entitled to share in the revenues generated by the
sukuk assets as well as being entitled to share in the proceeds of the realization of the
sukuk assets. The different nature of bond and sukuk in term of their respective credit
rigk exposure call for the need for different rating assessment. Indeed, the rating
agencies such as Fitch Ratings, Moody’s, S&P, MARC, RAM, etc, have come out

with their own methodology to rate sukuk®.

This study is conducted to observe the distinctive rating methodology taken by
the rating agencies in assigning rating to sukuk and to determine if the determinant of
sukuk rating are really different from bond. The study also will benefit in creating a
dynamic rating research environment that could minimize or eliminate untimely
delivery of rating and rating adjustment by rating agencies. In addition to that, this
method can be applied in many credit scoring assessments. It is possible to extract
from rating agencies some constant patterns that can be used as guidelines when

evaluating unrated issuances. This assertion can be done by modelling and predicting

® see Fitch ratings (2007), Moody’s{2008), S&P {2007),MARC (2007), RAM (2008)



credit ratings of companies that have sufficient information about the public domain,

using various statistical and non statistical methods.

In conclusion, it is considered that any research efforts directed to analyze and
investigate ratings given by rating agencies would be a great benefit to all users of
rating mentioned, as well as the enrichment of the literature and the academic

libraries.

1.2. RESEARCH OBJECTIVES
The main objectives of this research are as follows:

a. To build and empirically test sukuk rating model using selected financial
and non financial variables for the purpose of analyzing and predicting
corporate long-term sukuk rating in Malaysia.

b. To identify several significant variables and their respective signs as an
important determinants of corporate sukuk quality ratings.

c. To test the accuracy of predictions of sukuk rating based on the model

compared to the actual ratings assigned in the market.

1.3. RESEARCH QUESTIONS

To meet our research objectives stated above we will try to answers the following

specific research questions during model-building process.

1. Whether or not logistic regression methodology is able to predict the
rating of sukuk in the market?

2. Which of the selected variables are significantly associated with corporate

long-term sukuk ratings?



3. How accurate are these predictions compare to ratings in the market?

1.4. SIGNIFICANCE OF STUDY

It is considered important to have research effort directed to analyse and investigate
the ratings given by the rating agencies, so as to provide an insight into the rating
process and thus verify its credibility. The model also can be utilized for rating
prediction of securities that are not rated due to high cost. This study is expected to
contribute in these areas and in other areas by adding new research output to the
existing literature in credit rating research through the following means:

First: it will contribute to the literature by testing the compatibility of theory and the
practice in rating industry

Second: this is a preliminary research for sukuk rating prediction by being the first
published research works, especially for Malaysian sukuk.

Third: the final model is expected to be a useful tool for corporate managers and
investors in their credit assessment and risk management processes as well as for the
regulators and the rating agencies themselves.

Fourth: this is a preliminary research for sukuk rating prediction which leads us to

extend the studies to capture non-listed companies and asset backed sukuk.

1.5. ORGANIZATION OF PAPER

This research is organized in five chapters. Chapter one discusses the importance,
background of the study, motivation behind the study, the main objective, the research
questions, the significance of the study and the limitations of the study. Chapter two is
about the literature review on bond rating and the theoretical framework of the study.

It is divided into three parts, the first part discusses the overview of sukuk. The second



part discusses the rating agency rationale with regard to rating methodology, followed
by review of some selected previous studies on bond rating prediction and financial
distress model which have similar nature with sukuk rating prediction. The last part of
this chapter discusses about the rationale and theoretical background that guide the
selection of each independent variable, the hypotheses made about the relationship
between the selected chosen variables and the rating, are also discussed here.

Chapter 3 discusses about data and methodology. First, we discuss about the
data and sample selection, continued with review on two logistic regression methods
that we used, Ordered logistic and Multinomial logistic. Chapter four discusses the
results of the data screening process, the descriptive statistics of the data used and
present the results of the model. We also analyse the results of the Ordered Logistic
regression, its significance and assumption test, and then followed with discussion on
Multinomial Logistic regression result. The comparison of the accuracy ratio between
the two methods is also emphasized in this chapter.

Chapter five discusses the summary and conclusion of the major findings of
this study and their implications. The chapter also provides several suggestions for
further research and suggests some guidelines to be followed in extending this

research, based on the results and experience gained in the current study.



CHAPTER TWO

THEORITICAL FRAMEWORK AND HYPOTHESES

2.1. INTRODUCTION
Based on our knowledge, no study relating to Sukuk rating have been found to exist.
This condition therefore arouse our interest to adopt the combination of several
approaches from different rating agencies and bond rating prediction studies as
literature, as well as bankruptcy prediction and financial distress prediction studies.
All the studies are assumed to have the same nature with Sukuk rating prediction
model.

The review of literature is divided into three main parts. The first part explains
a brief discussion about sukuk with regard to its definition, structures, and the issuing
modes. The second part provides a review of rating agencies’ approaches on Sukuk
rating, and related past research works about the prediction method of bond rating,
company financial bankruptcy and company financial distress. The third part provides
some hypotheses with the theoretical framework and some previous findings that

justify the selection of each variable used in this study.

2.2, SUKUK REVIEW

Sukuk (plural of sakk) had been extensively used by Muslim in the Middle Ages, as
papers representing financial obligations originating from trade and other commercial
activities. However, sukuk as applied in the capital markets pertains to the process of

securitisation. According to AAOIF], sukuk are certificates of equal value that

10



represent an undivided interest in the ownership of an underlying asset’, usufruct and

services or assets of particular projects or special investment activity.

Unlike a bond that is confined to the loan upon interest, sukuk can be
structured from various applications of Islamic financial contracts. Nonetheless, sukuk
has some similarities with the conventional bonds because they are structured with
physical assets that generate revenue. The underlying revenue from these assets
represents the source of income for payment of profits on the sukuk. According to
AAOIFIg, sukuk are issued on various transaction contracts. These sukuk are Ijarag,
Murabaha, Salam, Istisna, Mudaraba and Musharaka, Muzara’a (sharecropping),
Mugasa (irigation) and Mugharasa (agricultural partnership). However, the last three

types are rarely used in the market.

Sukuk Ijara is a sukuk that represent ownership of assets, its usufruct or
services from the underlying asset. The claim embodied in the sukuk includes both the

right to the cash flow and the proceeds from the sale of the underlying asset.

Sukuk Murabaha entails the sale of goods at cost plus margin and is widely
used in trade financing. Generally, the margin is related to the cost of funds, including
credit risk. In the case of sukuk issued as evidence of indebtedness arising from the
sale of asset, the claim is on the obligations stemming from the applied contract of
exchange. In this case, the Sukuk does not represent ownership of the underlying asset

rather ownership has been transferred to the obligor.

7 According to AAOIFI Definition of Sukuk, Shara Standard no 17, the asset should be tangible
However, SC Malaysia permitted both tangible and intangible

8 See AAOIFI, Sharna Standard no 17 for detail information

® Based on AAOIFI, sukuk ijara includes sukuk of ownership of leased assets, ownership of usufructs,

and ownership of services
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Salam and Istisna also entail the sale of goods. Salam is a sale whereby the
seller undertakes to supply some specific goods to buyer at a future date in exchange
for an advance price fully paid while istisna involves the delivery in the future but the

price is not necessarily paid in advance.

For special investment activities funded through Musharaka or Mudaraba,
these Sukuk represent the holders’ undivided interests in the investment. Sukuk
Musharaka is used to mobilise funds for the establishment of new project or
development of the existing one. This business activity is base on partnership
contracts. Profits from the investment are distributed according to agreed proportions
among the holders and loses are distributed according to their equity shares.
Meanwhile, Sukuk Mudaraba represents ownership of units of equal value in
Mudaraba equity and registered in the name of the holders on the basis of undivided
ownership of shares in the Mudaraba scheme. Returns are distributed according to
agreed ratio, meanwhile loses are entirely borne by the Sukuk holders, unless in the
event of any negligence or wilful misconduct by the mudharib (manager), who will be

responsible for the same.

Thus, Sukuk is different from conventional bonds because, interest-bearing
securities arising from the securitisation of loan contracts while Sukuk represent

ownership claim on a pool of assets or rights to receivable participationm.

2.2.1. Modes of Sukuk

% see Introduction to Sukuk, Malaysian Sukuk Market Handbook, RAM ratings {2008) for detail
explanation
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