CHAPTER 3

LITERATURE REVIEW

¥
(,)
3.1 Introduction ‘x
Sukuk is a new and broad subject for study, and can be viewed from'all perspectives,
which includes sukuk default firms. This subject gets special inte em many parties,
particularly researchers, regulators and policy makers in Islamic K..Tf'us, this chapter
reviews the academic literature relating to related theories, sukuk and re\ewmd indicators
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. Sectio exp aifis Islamic
NG

ic sy . Section 3.4

influencing sukuk default firms which are; liquidity ris

governance indicators. This chapter is organised as

financial system. Section 3.3 briefly elaborates

discusses on financial crisis and sukuk defauN EI |e>ection .

model related with predictability of suku%ult fir \TICKC
Model, the Agency Theory and the %der 9heor herzz@ction 3.6 elaborates the

factors that contribute to the predﬁ' tabi (?I uk\defau @hich includes liquidity risk,

solvency ratio and corporate % e. Diseussi “ahd@boration on theories, model and
4

factors underlying sukuk %d f@d\ forgfat%on of the Research Framework of

this study as mentioned., in tio tion 3:8vdiscusses on research gap, Section 3.9

iscus %n the theories or
O

gi{ f Failure Prediction

i
¢
elaborates on Sharli}%enm Met do&)g(:\mile the summary of the chapter is made in

Section 3.10. %

3.2 I inancial System
:n is study, it is crucial to highlight on the Islamic financial system as sukuk
rep Islamic financial system. Before further discussion on Islamic financial system,
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briefly discussed on the financial system (conventional), which include different subsystems
of intermediary institutions (financial institutions), markets (currency and capital m :
individuals (savings) and users (fund borrowers and investors). Obviously, t(e'\sfkncial
system acts as an intermediary between savers and users by facilitating the flo nds from
surplus to deficit. Its role as a channel to mobilize resources and provide funds for productive
economic activities, the effective operation of the financial system is essémtial. Meanwhile,
the Islamic financial system supports by the legal and commercia Xru.ctl'lre, the range of
participants and the diversity of tools that are key attributes, for ew‘enabling
environment for a dynamic Islamic financial system. In th fo@vgnal
financial system, the Islamic financial system has tw: (i) %‘Kﬁing riba
can eliminate debt in the system; (ii) A risk-shariw

tions @xi.ms to share
risks and rewards with fairer reasons (Askari,k |a

Meanwhile, the conventional finarﬁ@system \h‘Iy?oc sp{'\on the economic and

N
financial aspects of transactions, while datigh of t Ian@nancial system does not

only include ethics, wealth distribution iaII conomic '*&ce, and the role of the state.
ges

Further, the Islamic financia encou isk s@ing, promotes entrepreneurship,

discourages speculation, ids proiil
economic or social dev@h
includes Islamic h i
supervisory fra@%

financial infrastructure and can effectkw@]y/promote economic growth (Igbal, 1997).

4 o g}/
N\ativitié inancial inclusion, and promotes

'rity. Eﬂ?{omprehensive Islamic financial system
e

@ Islamic capital markets, regulatory and

\ -
Iaw%eworks. These are key components of Islamic

\lfbrnal dependence of these components has created a comprehensive enabling
env for the Islamic financial system to effectively play its role as an effective

cha or mobilizing resources and providing funds for productive economic activities. This
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structure also enhances the flexibility and robustness of the Islamic financial system against
financial shocks and contributes to the overall stability of the Islamic financial systerw
countries where Islamic finance exists, Islamic financial institutions operate in a d@ncial
system. Both Islamic finance and conventional financial systems operate aneously.
Currently, only Iran and Sudan are the two countries with complete Islamic ncial systems.
Malaysia, Indonesia, the Gulf Cooperation Council (GCC) and o eMtries have also

me markets now

adopted dual financial systems. Therefore, the financial stabi

depends on the normal operation and resilience of their do ic Isl mwml sector

"X
(Lone & Alshehri, 2015). [ _@
By adopting a four-pronged strategic approach; ia has't t camprehensive

and advanced Islamic financial system in the worldateg ork d@&ment, legal

and Islamic law framework, product an arka develo , a@“enhancement of
e

knowledge and expertise (Global Islamiqnc Re\'l,\XOl ,Q%rthe early stages of
N
p i

development, the focus of Islamic fi olf&y was 0 f r strengthen the basic

progressive Islamic banking ir% sed on theselfour s@egic approaches.
ol

&
foundation of the Islamic bankin m t' pott the d@elopment of a healthy and
h

F &
SeguMaster Plan (2001-2010) developed

Furthermore, as ou din thel

by Bank Negara Malaysia, Tslami ing is ce)%i'dered to be one of the main potential

[
growth sectors, and 'ggt that Isla fﬁa@ill account for 20 per cent of the financial
% 3

sector by 2010% ondjmast Plan is&ﬁe Financial Sector Blueprint (2011-2020). The
plan is based omythe results of the fir@dster plan, but the focus is on the diversification of

domesti \c financial industry participants, a wide range of Islamic finance products and

s@ ovative financial solutions to meet the increasingly complex investment needs of
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increasingly affluent people (especially in Asia and the Middle East), and larger cross-border

X
g

In order to have a better understanding on the underlying reasonsWontribute to

financial businesses.

3.3 Islamic Economic System

sukuk defaulted and sukuk defaulted firms in Malaysia from 2006- 2 also rationale to

explore the Islamic economic system perspective in Malaysia. |s ‘an Islamic state

with the vast majority of about 61.3 per cent of the populatlon Bum’pu S 2016).
.

The Islamic economic system is developing alongside the conventional economlg The

—

Islamic economic system is a accumulation of rules and standards based on the Islamic order

as recognized in the Quran and Sunnah (Audretsc%, 2003‘).

business are discussed within figh muamal i >related

which includes an explanation on the soci tlonshlpE

%ns and other creations

\
(Abdullah et al., 2011). In relation WI a Al aaall(§3|ted in Mohammad and
Abdul Azim, 1997) outlined sev I m neri icr of any business dealing as
follow: l
.‘
(i) Act Islamically with e mtent‘o e’s c erce such as to support themselves
and one’s obligations, ‘and t Wayé/strength of performing one’s religious

!
obligations, E:S@ Y ssiftance X1 e Qj?y
I n

(i) Seek the t off'com ally%omally obligatory duties (fard kifayah) while

domg s ess, 4
N
(iii) Th% to succeed in material terms should not be forgetful of one’s against success
uture,

(Qgreedlly transact one’s business, and
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(v) Stay away not only from illegal activities (forbidden), but one’s also needs to be careful

over all its activities, remembering at all times that one’s is responsible in the pwme

of Allah Al-Mighty for all of them. (,}
3.3.1 Economic Principles Guidelines ?

Sukuk is Shariah-compliant. Therefore, sukuk issuer firms should imgly the economic
principles guidelines in their business activities. There are three iziple‘s underlying the

economic guidelines (Zakaria et al., 2013). These guidelines ar dto et%tqiﬁhe central
]

ing fipanci ehd.\%iness
s. € Y
\erred,é\ﬁddition or

sur@ h the conditions

structure of Islamic economics as well as assisting in r

transactions. These principles are referred in this study

1. The first is the principle of riba. In Arabic, a

increase. Conversely, it is interpreted in waa loan
that the borrower will return to the Ien(ebsetter or \h?a oun borrowed. Thus, this
N

riba act is prohibited in Islam as r%rses &(ist i u‘fer(Q apters of the Al-Quran
that make riba illegal or h %n t ﬁo];c@ng of interest/prohibition of

ar rls
riba there are two signif implications, (i)fin lthe@sence of interest there exist no
2 $ &
thot. tnter

eé&ibcuses will be on the value of an

“debt based” contr?@ (1)
“asset”, instead of the value of'% ', siné(oney acquires its value through interest
¢ ? (..)

(Mohd Yahya e g@lz).
%. &
The secon t is iple=gf gharar. There is a multiplicity of meanings

3580013&&“1 the Arabic word \ ar”, such as risk, deception as well as uncertainty

o

haz \nlike riba, gharar is not extensively as well as not explicitly defined.

& ally, while there is an absolute rule associtated with the prohibition of riba, some
u

nt of uncertainty or gharar is acceptable in the framework of Islam. However, there
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must be total avoidance of the conditions of excessive gharar. This includes gimar or
maysir that are known to be any games of chance or gambling.

3. The third aspect that is the principle of zakat. Zakat is one of the five ke@amic
pillars. It could be referred to as a form of tax in Islam, thus makin optional
requirement for every Muslim to give some specified percentage of their earnings to a
charitable cause, provided such wealth or income is above a defi e(mmt as stipulated
in Islam. Zakat payments during the Islamic period were ¢ m t'1e state and the
funds were used to cater for the needy and alleviated allmanners ofshuman distress,

"X

which did not exclude freeing the slaves by paying off asters. The ‘ir@ctive

of zakat is to remove a portion of the wealth of tYn an% stri@t evenly
within the needy as well as the poor. Althou l\h? ustﬁe nden],@gge wealth or

income (cash, minerals, capital invested,“eattle, agricultura duc@‘industry, as well

as business). The amount of zakat vari{%ﬂ 2.5 pe\ntgp t J@per cent.

]
go
34 Financial Crisis and Sukuk De Itl %\
tl n

Based on the result fr inary findings dnsbuk defaulted firms by Ahmad et
4 ¢ &
al., (2013), the paper state t the yia \Ni aulté&_pelate with the world financial crisis.
f fi

Therefore, the subtopi cialerisis_is relevantto be discussed in this study. The 2007-

5: T

2008 world financi Sis in Malaysi WJS (tsjs ilar from the Asian financial crisis which

o

occured in 199% sianfinan crisis-\‘mat started in Thailand endured the declining of
%

Gross Domg&roduct (GDP) growKtt.}he 2007-2008 world financial crisis did not occur in

Malaysid, ver because of delicateness in US financial industry, it increased into a nasty

v% financial crisis which caused severe deterioration in global trade by the end of
008™Wo

2 rld's key economies, such as the European, US and Japanese countries, suffered
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from the worst economic crisis since the Great Depression of 1930’s (European Commission,
2009). Y-

Since the circle of 2007-2008 global financial crisis fell within the time #r nder
study which are 2006-2011, it is crucial to discuss whether the financial impacted
Malaysia or not. From the economic report of Quarterly Bulletin of Bank Negara Malaysia
(BNM, 2009), in the first quarter of 2008, Malaysia was not |an%\e.Ngy the financial

downturn. The economic environment and financial worsened in segond 'quarter of 2008

and the first fourth month of 2009. The actual GDP increased 0.1 year -to-
year (YoY) in the fourth months of 2008 compared to a 4. ent growt ﬁe @d and
fourth month of the same year. Average GDP growt . per e in hg‘lrst nine
months of 2008 (BNM, 2009). u\ é\

Malaysia was not exempted from exte k duetos ex (Abdul Majid, et
al., (2011). Negative daze was sent to the sian ﬁ&n {\ rth quarter of 2008.

Industrial products, exports and mve ecIde € sume@tude was also severely

&

e fourth quarter of 2008 as

"@/

affected. GDP growth was crucia Io at perycent i
compared to an average of 5. in the'p rfe @ths of the year. It was fortunate
that the Bank Negara M M@ B
Financial and bank institutionsyin

N
have witnessed 3 ation®com Ped to@& longer economic decline than in 1998 was

X
d. A N
expecte \c.)

LE er Asian countries, Malaysia endured from capital flights since the second

crisis. However, thE &@ lodal ec onfes p(rajlcted that even though Malaysia may not

of 2008 (Abdul Majid, Shahimi & Abdullah, 2011). Financial institutions and

Qhe US (California, Oregon, Washington) and the West reduced their international
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businesses and focused on their home markets. There was a significant decline in funds
flowing into Malaysia with financial flow and net capital fell from -RM37.7 billion i |n
-RM118.5 billion in 2008. At the end of the 2008 season, the risk-weighted capﬂ@f the
banking system (RWCR) and the core capital ratio (CCR) was maintained a level of
13.1 per cent and 10.6 per cent. Non-performing loans (NPL) were at a hmlevel. They
ridgied along Asian financial crisis at 18.5 per cent after that the r tio}dgased to 2.6 per
cent in 2008. However, given the weak enterprises environment EY.

|nte'|ded increase in

unemployment, loans that have not been paid by the banking, syste pected to

:Q‘*

increase (BNM, 2008).

Malaysian GDP fell by 6.2 per cent in the fir er of ich %V%—the first
negative growth since 2001. The miserable perf in &Te t fouré&?hs of 2009
persistent the expectation that Malaysia had a full-blown |€§tl|ne for the year

2009. The decline happened because of dr tic,decrease ?xp r@ulue in January 2009.
d

It occurred particularly in the manufar%rea, \ﬁhlch ate
\luy N

&
months of 2009. It was transferred to Ma sm' ro%uﬁ‘trade channels and financial
system (James et al., 2008). %z J ( 0
|

The impact of the QQ towe'r

N\,
l@cl?per cent in the first four

banking system was moderate as

domestic banks had giyen exposu

built an important E:&Be for/deca after@ an financial crisis (AFC). In the domestic

economic activ %

decelerated efhousehold and busm&ysector However, applications from the storage,

verall lo plica®1 in the country showed a decending trend. It

transpor ; communlcatlon insurance, financial, and business services sectors were

r% an approvals also declined in line with the diminish in the loan applications as a

rom the economic scenario, the crises in financial forced the government to take
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stringent approaches that forced the firms to fulfill their payment obligations from three

months to one month that impacted firms’ liquidity and later solvency (Khidmat & RVM,

2014). @

3.5  Theory and Model Related to Predictability of Sukuk Default Fir&

The underpinning theories and model are discussed in this study. Amengst the theories

and model that explained factors influencing sukuk default are; Prfdiction Model,

Agency Theory and Stakeholder Theory. Discussions of the the Wtioned are
]

as follows. é | .\C—}
4 b &

N N™ N7 %
3.5.1 Failure Prediction Model \, 0\ %\
i Héaver (1966). He

explained about the corporate failure in hi%r pubhsﬁ*i(&g ,@\d since then his paper

The Failure Prediction Model was éuad by

NN
had become the main referral for vari%arch@s in predicti fault firm. The scholar

defined the term ‘failure’ as the inability of 1 pa@nancial obligations as they
; lained that/a iirn@'said to default when any of the

¢ &

faulﬁmd, or not paying for stock dividend

ukuk(-j e discussed earlier in Chapter 2. In his

option. The similaritiesybe nb
¢

study, Beaver used inancial ratio h&h@)q late from financial statement as the tool to

N
analyse the corpOrate“failurel” Be }also ed that ‘the financial ratio' is one item of two

numbers, whg&mth numbers contair@dﬁnancial statement item.
@50 years later, post-millennium (Keener, 2013) suggested that with the current

imate, predicting defaulted firm financial using financial ratios models may still

e@
be useful than ever. The author believed that various financial ratios and bankruptcy
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prediction methods have been used along the process to show the most precise prediction
model.

According to Kiragu (1993) in different research, the prediction of d a\firm
employed the use of price adjusted in accounting data, through a sample com 10 non-
failed as well as 10 failed firms, respectively. In the study, financial ratios Were determined
from price level, adjusted for financial statistics. As such, developed riminant model
reveals that 8 ratios indicative of high defaulted firms. Further R.st y also showed
that Edward Altman’s financial distress prediction model was d to be appli l‘e when 8
out of 10 failed firms that were analysed indicate eighty per successful d‘c’@?the
model. Conversely, out of 10 non-failed firms that alyzed',' e%%ved that
Edward Altman’s financial distress prediction mow suaw:ss\thus ing a 90 per

cent model validity. \: ,

Previous researches by Altman (19%nd Kim\&¥0) J(éd that liquidity ratios
jsy N
possess significant influence in the p%’r ofﬁefau risk. (?Iation with this, Keige

(1991) in his study on the business urel iCtion v@ he employed discriminate
zat' at wil

analysis mentioned that the l%

4 ’ &
failing companies and succe&{lones‘ \&d er gwplace to place. For example, there is

fixed charge coverage @ cu 'thatéﬁ‘oe used successfully in predicting for a
¢
period up to years b % occurs. K e(lgal) oncluded that ratios can be used to predict
% N
company failu% eforef” sta Iders&ould pay concern to leverage and liquidity
Yw
(Zeytinoglu arim, 2013). c.)\'
N

I Nﬂon, in a failed prediction model developed by Sori et al., (2001), industrial

sectomlisted firms that discriminated among 24 non-failed as well as failed firms between the

peri 1980 to 1996, where the study found the model to be correct as well as significantly

47



classified 89.3 and 91.1 per cent of the firms respectively. These models further predict failure

up to four years before the actual event. T

From the above discussion, the researchers (Keige,1991; Kiragu 1993;@ al.,

2001; Keener, 2013; Zeytinoglu & Akarim, 2013) who had tested the m(ﬁ%reed that

financial ratios can be used in predicting corporate failure model. ?
3.5.2 Agency Theory z l

One of the pioneers in Agency Theory are Jensen Me kIWB). They
L

Yw
gents’l and, the 'h@lders

that the fi hou@g thought

ts m‘her an as,@gale agent as

traditional theories had suggested. Therefore, coainue toe siz@wo conflicts; the
first is between shareholders or entreprene@d bon \d&r? i){\'he second is between
STV
a

shareholders and managers. q (3_\
In conjunction with that, \my ﬁl\{e@%a have discussed on the

dispersion of shareholding v@?o aB[epar t‘i‘oh obownership and control causing

‘agency problem’, on one hand. SoIoT 4 ) or@ther hand, stated that shareholders

who are the owner or ‘@ 0

company to the dire bho afe tl‘le arélo&(e.?s ‘agents’. But there is always a problem of

the system of c(;%

o

a decision s to do with the inte{@é of the principal. The author further explained that

explained Agency Theory as: the managers of the company

are the ‘principal’. Jensen and Meckling (1976) further

as being a group of security holders with differer%

any(tilj%égate day to day decision making in the
- \ - -
owngrshi here t?agents are not required to necessarily carry out

one of t Xundamental assumptions of agency theory is that the objective of the primary
an onflict. The primary objective for firms based on financial theory is shareholder

wea aximization, but in practice, the firm managers prefer to achieve the objectives, such
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as aiming to get the highest bonuses possible. This caused the firm managers to focus on the
project and firm investments that give high short-run profits instead of maxmuaﬂon?wg
term projects of shareholder’s wealth investment.

The second agency problem that Jensen and Meckling (1976) emﬂ&ed is the
problem of effort. This can be reflected between the context of the W\olders and
bondholder-entrepreneurs' problems. For example, if the manager has a noseffort and salary
utility, then they will have incentives to shirk rather than act in th aKt.oflshareholders. It
is therefore important that the manager's incentive is in line wit shareho 0.
gency lproblems, @3‘ the
t o%vstanding

exwtué\bond holders.
S, |@ﬁ‘l not be ready to

Meanwhile, Myers (1977) pointed to other signific
overhang, was not constructed, and stated that if a fi

debts, then the result of any new secured prole

Consequently, if the company acts in the th

receive a safe project even if they have a p net va &
The prominent scholars in A@%heorﬂ Berje «and \ns (1932), Jensen and
Meckling (1976), Myers (1977) a So on ( rgue t if shareholders are utility
1re |bu |s due to the agency may not

maximizers, the agency prob% mes m

always act in the best iniaﬁ of t aI T egree of consistency between the

interests and the 1ntere gent o control the company’s main decisions

is important. If |gnErGf)ch pe of taléhtje? will pursue its own interests, which may

harm the mter e othe Ageq?y Theory essentially recognizes that in agency

relations, there ‘must be agency conf@Therefore since the principal and the agent often

have o@oals and different inclination to risk, the welfare of the principal may not be

N
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3.5.3 Stakeholder Theory

After conducting the deductive approach in literature review, Stakeholder Th i
applied in this study. Stakeholder Theory argues that every stakeholder partici@ the
activities of a firm should focus on obtaining interest. The priority of th sts of all
stakeholders is not self-evident. Stakeholder Theory is view to understand the corporate

governance perspective. Freeman (1984) mentioned that this theor¥ VNplicable in the

management discipline, and was used in incorporating firms ntab"lity to various

stakeholders, such as shareholders, employees, suppliers, customers, cr dwmunities

around the operations of the company and the public. Besi%orpor ing_this iro \Yrr:ore

social-oriented perspective on corporate governance vm n, 2004),. thi the({ry' was also

used in incorporating philosophy, ethics, politicalﬁ@ econ?ml law a_@%anizational

social science (Wheeler et al., 2002). Therefc\heory is suitable fo@‘e present study to
AN

determine the perspective of corporate gov e. \T A

5
The role of firms in the societyai 'vinancre ing attention over time (Solomon,

&
2004). Therefore, corporate gover hat e[ iSag proc@ as well as a set of systems
Za in th

must make sure that firms %

shareholders (Presveits Qler, }

béstsiriterests of all stakeholders and
’ &
is iﬁecause neglecting the stakeholders’

requirement can translaw er fi i 'erforC%(ce as well as even corporate failure.
¢
Nowadays, t ha likelihoo to‘a@ appropriate management system by a firm
%v NN
includi geme&ased on level of management. Nevertheless,

that is well ma%

poor man t and poor finan@‘performance may influence relationship among

Stakeh@
N
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Table 3.1: Table of Summary of Literature on Theories and Model

No. Variables Literature
1. Failure Prediction Model ~ William H. Beaver, (1966)

Altman, (1968) (')
Kimura, (1980) *

Keige, (1991)
Kiragu, (1993)
Sori et al., (2001)
Keener, (2013)

Zeytmoglu & Akarim, (201?
2. Agency Theory Berle & Means, (1932) '
Jensen & Meckling ) \d
Myers, (1977) .
Y-v

Solomon, (2004) ' c}
3. Stakeholder Theory Freeman (198 -
Presveits & Brickefy(1994) \/‘Z*

Wheeler et al.
Solomo

3.6  Factors Contributing to the Predictmf Suku
LR
Statistically, there are limited n r s‘t\u [ d cte&)@n the predictability of

q
sukuk default as compared to convenK ondﬁ%lthase true Islamic principles as
reviewed in Chapter 2, sukuk is r d as/ethicall [g@d from turning bad (Zhang,
(
2005). On that point, discussio%ctors that 'W%o the predictability of sukuk default

firms should be taken iR 'dera‘@curre tq\udy. Those factors are; liquidity risk
indicators, solvency rfNicat rs‘a?ornora&eggovemance characteristics. The discussions

are as follows. Q’ v) \(J
&3

3.6.1 Ligui isk Indicators \c’)

=

ity is an important key to verify the stability of a firm. Albrech et al., (2008)

@quuidity is a crucial factor in any type of firms. They also stated that liquidity may

be described as the firm's ability or ability to settle current liabilities (short term) when
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requested. If a firm is unable to fulfill the request, this will make the firm difficult to survive
for the long term. Liquidity refers to existing cash for the foreseeable future, after takwﬂo
account the financial. (’}
Sukuk defaulted firms are affected by profitability (Astuti, 2017; Pranﬁ!&‘al., 2017;
Melzatia et al., 2017). The profitability of the company is contrived liquidity risk.

due to financial

Liquidity risk arises when a company is unable to fulfill its business com ent (Jenkinson,
2008). Liquidity risks as risks cannot lay a timely position at equ ;icesl

crisis. In addition, mismatching the liabilities and current assetStare alsqjso e triggers
B

- 4
hkin et al., 2006).
g
nd_conti ot Q/Ygspect its

of liquidity problems that will lead to extreme liquidity crisis

A firm that cannot pay the creditor at a give

2

obligations to credit providers, services, and goods,may"be dﬁcla as a%kv company or

bankrupt company. The inability to meet showwbilities ffe@‘e operation of the

company and in many cases, it may affec@%eputatio\v&ll. @ack of cash or liquid
ﬁy N
assets in hand can force the compan ase fhe in ntive@en by credit providers,

So
services, and goods.

\ Ol S
The empirical eviden Kprevi S S diés@eal that liquidity risk is very
4 ’ &
important beyond the ef:e@narkei \ﬁs he gence of liquidity risk is felt strongly
during the 2007 globalQ jon. ing to (ilﬁaﬁko (2005), before 2007 financial crisis,
¢
liquidity risk existe g@ificfﬂy. The &;tt@éﬁ of liquidity risk in 2009 put people in the

. . N .
conventional f% sys ‘;Ied, «@tlcularly when most mega firms and large
L 9

corporation%a ected by the fina\@dl crisis. This is based on the fact that, these firms

were im x any financial risks due to their excellent tools in the contemporary financial

% newald, 2009). In other studies, Bongaerts et al., (2011) found that liquidity risk
is verysimp

ortant despite the little impact on the economy.
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Somehow, Longstaff (1998) argued that the new rapid development of new market
trading activities and repeated unrest in the market had driven liquidity risk to the fronT
market risk management research. In addition, new work in the asset price has@ ow
liquidity plays an important role in the optimum safety assessment and portf tions that

effectively impose endogenous loans and short-selling constraints. ?

However, Bangia et al., (1998) suggested that not paying atte ti(Nquidity risk can
pose a significant estimate on the overall risk, especially e |£ mi\rket securities.

Therefore, ignoring liquidity risks will lead to overall risk estimation, jun italisation,

and too many violations. Thus, the Bank for Internat Settlements’ (
intentionally or not, is appropriate enough to monitor ligui ri% [ ire@lators to
also do so. V g

Moreover, Bielecki and Rutkowski ( also explai at itéﬁot uncommon to

suggest that the credit spread inherent in@ financ\iﬂs?u j@\could be more aptly
% - N
i

ﬁli}e‘zi:her

described as being brought about by t her than the credit risk.

This evidence is supported by Gef h@, (2! i % ch as their empirical results
t’sk y

indicated that liquidity and (credi s, e‘sso@l role in the financial crisis.

&
Furthermore, their studyzl@e how nt thﬁe&ole of liquidity risks in one and three-
month term. Accordinq\G ng ., 1), a{;ﬁ/ear term, credit and liquidity risks, both
¢

|
have crucial role. T &@dity sk fa or;arb(rr'lach more variable than the credit risk factor
% "
where their var% ssociated ‘m fam’d‘@' events in the financial crisis.

Sau and Cornett (2011) @%tated that the financial crisis of 2008-2009 was in

part, duesx;idity risk. As O’Hara (2003) suggested, the failure in dealing with this issue

dverse effects, including the fall of banking, and in advanced, financial system

ma S
stabtlity. This is also the reason why regulators are very concerned about the liquidity position
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of financial institutions and thought during the enforcement centers of the regulations around
the strengthening of the liquidity framework. Therefore, it becomes even more cr
understand it in the current financial crises (Mehmood, 2010) as sukuk are exp{eﬁj ese

risks (Haider & Azhar, 2010). It is therefore relevant to do research iﬂ'&y’dity risk

indicators. ?

Further, management of liquidity is very urgent for every firm that"expects to pay for
business obligations for example short term operational and finan m . Under critical
circumstances, adequate liquidity is lacking even in the ins cy whidmat &
Rehman, 2014). The liquidity risk focused for this study is q

atio and ca to[as‘i&}};o.

Quick ratio shows the level of cash and other ¢

set% adi%%ﬁvertible

orgu‘iza' A @g.ratio of 0.5

would suggest that a company is able to setl\caﬁ)f its ¢ abil@Qrmmediately. The
ratio is different from the current ratio wh e curren g
cash are exempted from such calculati 'nven%ries nd defeﬁr.?\d tax credit because the
conversion of such assets may take mme. Aj
C—) Lj ' §
4 ¢ &

3.6.2 Solvency Ratio I:{\Tors ' " Q

The second ind'@ IS SO 'io. @éncy indicates capability of paying the
amounts due and ot &@ense in(‘:ur din t@ siness of the firm as compared to the total
equity of the o@k&ted h ysinees&.\tamgiemer, 2004). The deductible ratio provides
business cagﬁt

ity indication to pq@ﬂ financial responsibilities if all assets are sold.

to cash as a comparison to short-term obligationaw

;@‘mot be exchanged for

Solvenc%s ibes the amount of debt and other expense obligations applied in a company's
is relative to the amount of owner's equity in the company's business. It indicates

the ability to meet long term financial obligations (Dahiyat, 2016).
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Therefore, if a firm is unable to meet its obligations, it is said to be insolvent and must
undergo the declaration of bankruptcy to be liquidated or reorganized. Excessive debt
dangerous to the company and its investors. Uncontrolled debt levels can cause ((eyj ings

to decline or even worse. On the other hand, most debts can be unsafe for fir investors.

Unmanageable debt levels tend to downcredit or worsen grades. Instead, to@ little debt can

also raise questions. \,

There are several solvency ratios that analysts can use of 'hese ratios are

technically of use primarily by auditors or corporate analysts. ers are WSessed by
B

accountants, business owners, and investors alike such as to equity 'o[ar@erest

coverage ratio (Langiemer, 2004). From an Islamic pei iew, th Iem{v,‘iﬁ debt in

le, a @xgny that has

IS r@‘allowed, so it is

corporate capital structure is that debt is based on
debts through Murabahah has no such restrictions. Borro
necessary to limit borrowing to a tolerable %In soﬁv\gs;ssth @ic doctrine considers
insignificant amount that have no eff%we aIﬂ)wab rate. @dition, there are many

)

indications in Islamic law that “ong-third? is ]a ndant” an s than one-third 1s “trivial.”

Although this distinction is m different ci ur'nsfaﬁ'es, many contemporary Shariah
g b 4 &

scholars consider it impomgg an bsi \&h t a dﬁe&mo equity ratio of less than 1/3 is

tolerable. Debt to equi@repr elatié‘dip between funds supplied by creditors

I
@
(debt) and investors &@). ' (j)
\ - - -
Thus, tl% 0 equi P and-:ﬁerest coverage ratio are used as indicators to

measure thg&ency of the compa@#‘irder to stabilize the company's financial status
(Mehd@mmed, 2014). Hence, the ratio of debt and debt to the equity ratio is used as
i@ measuring whether the firm has the ability to make its financial state in a stable
position.
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In addition, the solvency problem tends to be long term compared to the previously
stated liquidity issue. The difference between the liquidity and the level of ability lie
fact that a liquid firm does not imply that it is solvent while a solvent firm does n@ that
it is liquid (Mehdi & Mohammed, 2014). Another researcher (Goodhart, E&said that
illiquid firms can quickly become insolvent, and a firm that does not pers&?liquidity is

sufficient but not a necessary condition for the default. In the end, heMl bear the loss.
t

Instead, under the same condition, adequate liquidity can be a s or'that most firms

survive from financial crisis. ‘\d
"X

For this study, the solvency ratio is formed by a to equity olar@erest
anntia rts a{(v;clatabase.

The explanation of the measurement variables are as,follows. W g
\3 ®)
i. Debt to Equity Ratio (DtER) (q \T /<\
o N
to\evalyteu a fi
\

b

coverage ratio. Those are examined by using data fr

Debt to Equity Ratio (DtER) i s financial leverage. It
D

differentiates a firm’s total debt to total equity. It shows the percentage of firm financing that
: &

-3 - o

comes from creditors and investors. Higher DtER indicates that more creditor financing (bank

2 Ins

y: .
loans) is used than investor financing (shareholders). ﬁ&grmula of DtER is as below:
2 I

Debt to Equity Ratio =" otalNeibili
c TrtaJ E
o . ( -
*Note: different source uses different accounting term
. i
LN 2 /. <
From accourlting perspective, each industry has a different debt to equity benchmarks,

~\ N>\
as some industries tend to use more debt funding than others. The 0.5 debt ratio means that

N

there are half of the liability of any equity. In other words, the firm's assets are financed at 2 :

WM

1 by investors to the creditor. This means that investors have 66.6 cents per dollar assets of

the company while the creditor only owns 33.3 sen on the dollar.
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Meanwhile, a debt to equity ratio of 1 would mean that creditors have the same
interest in business assets. A lower debt to equity ratio usually suggest a more financially
stable business. Firms with a higher debt to equity ratio are considered riskier to creditors and
investors than firms with a lower ratio. Dissimilar with equity financing, the debt ought to be
repaid to the lender. As debt financing also requires the debt service or fixed interest payment,
the debt can be a much more expensive financing than the equity financing. Therefore, firms
leveraging on large amounts of debt may not be able to make payments.

From the creditors perspective, creditors see higher debt to equity ratios as risky as it
suggests that investors do not finance the operations of any creditors. In other words,
investors do not have as many skin in the game as creditors do. This may mean that investors
do not want to finance business operations because the firm does not perform well.
Performance shortage is also possible because the firm is looking for additional debt
financing.

Therefore, in Chapter 5, this study=would bé‘able to see ;he ratio of the firms’ debt to
equity ratio whether below or over_the threshald b‘éforé defaulféd'event occurred or whether
debt to equity ratio contribute“_or ndf to the _sUkukft\i‘efaultéd'and sukuk defaulted firms as a
lower debt to equity ratio $hows afinanCiélly “s}tébl‘e__"l-)ijé,iness. Firm with a higher debt to

equity ratio are consideréd riskier to iiredit_o_rS and investors than firms with a lower ratio.

ii.  Interest Qbverage Ratia (ICR) |
Next discussion is on interest cbverage ratio (ICR). The interest coverage ratio is
a financial ratio that measures the strength of a firm to perform interest payments on its debt

in a manner that is timely (Enekwe et al., 2014). Unlike the debt service coverage ratio, the
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liquidity ratio really no ability in making principal payments on the debt itself. It focusses on
calculating the firm’s strength to afford the interest on the debt.

Based on this, the investors, in regard to creditors, normally employ this calculation to
examine the risk as well as the profitability of a firm. For example, an investor is primarily
interested to know how his investment in the firm is increasing in value although a huge
aspect of this appreciation is attributed to profits as well as operational efficiencies. Therefore,
investors want to know that their firm would be able to pay its bills on time and at the same
time not sacrificing its profit and operations (Purheidari & Koopaei, 2010).

In a different vein, accreditors employ the interest coverage ratio to determine whether
an organization would be capable of supporting additional debt. Thus, in the event that a firm
cannot afford to pay the interest of its debt, it will surely incapable of paying the principal
payments. Therefore, creditors employ this formula to calculate the risk embedded in lending.

The formula of ICR is as below:

Interest Coverage Ratio = Earnings Befere Interesf and Taxes (EBLT)
Alnterest Expensgg_ \ .

Analyzing a coverage ratio débends Iargely dh how much risk the creditor or investor
is willing to take. Depending on the desired risk limits, a bank might be more comfortable
with a number than another. If the computation is less than 1, primarily it translates that the
firm in question is not earning sufficient money to fund its interest payments, thereby
neglecting to pay back the principal payments of the debt (Rehman, 2013). Based on this, it is
clear that a firm with ICR of less than 1 would not be capable of even paying the interest of its
debt. This kind of firm is beyond risky and probably would never find any nature of bank

financing.
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Conversely, if the coverage equation equals to 1, it also translates that the firm is
making an adequate fund to pay its interest. Thus, this scenario is not much better than the last
one as the firm is still unable to fund the principal payments. Therefore, it can only cover the
interest on the current debt when the due comes.

Also, if the coverage measurement is above 1, it translates to the fact that the firm is
profiting more than enough fund to pay its interest obligations with some extra earnings left
over to carry out the principal payments. In this case, most creditors search for a coverage that
is at least 1.5 prior to accepting any loans. To put it differently, the primary objective of banks
is to guarantee that a firm makes at least 1.5 times the amount of their current interest

payments (Enekwe et al., 2014).

Therefore, in Chapter 5, this study would b%’o s

io of L@ﬁ‘rms’ interest
ulte@ent occurred or

coverage ratio whether below or over the &ad before

whether debt to equity ratio contribute or n%he suﬁeq q@%ukuk defaulted firms
N
as coverage measurement is above 1. Thi S tme fact;that tha@n is profiting more than

&
enough fund to pay its interest oinqsh?wit, e extra @gs to carry out the principal

payments. c) y vj:l Q‘
NQ2lilex
3.6.3 CorporateGovg\

The third meastirement is cor

rate ge_vJe nance. Corporate governance is defined as
the structure andprocess that'is us jo‘ mané%e and direct the business and affairs of the firm
towards foﬁgh business luxury a\nd.j\"?):porate accountability with the ultimate aim of
realising g term shareholder of the current value of the interest of other stakeholders.
Co te“governance imparts a framework of control mechanisms that support the firm in

acc shing its objectives, while preventing unpleasant conflicts.
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Roshima et al., (2014) defined the corporate governance as the process and structure
that is used to direct and manage the business, including the affairs of the company
enhancing business prosperity and corporate accountability. A definition of @ance
Committee on Corporate Governance in Malaysia in the Report on Corpoﬂé@vernance
(2002) stated that ‘“‘corporate governance is the process and structure um direct and
manage the business, concluding the affairs of the company towards ancing business
prosperity and corporate accountability with the ultimate obje mal,'zing long term

shareholder value, whilst taking account the interests of othe keho e‘r‘sl’\‘# indicates
B

well. Meanwhile, Solomon (2004) defined corporate g

‘ em qf ¢hecks and
ke

t cornéh es discharge
their accountability to all their stakeholders a\a a socia pon@‘e way in all areas
Trom the perspective of

of their business activity ”. Other authors r cor ora \)\@Tr]a
E y \

legal system and internal monitoring. %(ZOO ) viewed thaQn the recent development,

I\Qfm legal @tem and sound approach in

corporate governance has been cl T
which the company is dlrectwae ulate E%cby@'mtemal and external corporate
nt ac

ﬁn.s and the directors, thus reducing the

balances, both internal and external to companlew en

structures with the aim of itoring rr
risk of agency that mayq om a cor, te officer.

Again, Roshi r%’@al , 014 hér %(b'?shed book, wrote on corporate governance
pillars. Accordi %authro P)orate:&vernance pillars such as accountability, ethical
conduct, su i |I|ty and transparenc;Dsrfe crucial to the company's governance and investor
capital eg erefore, the company which holds this principle is more likely to generate

lue than is less in one or all. The authors also wrote that, corporate governance

een as accountability system is mainly directed to the shareholders as well as
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maximizing shareholders' welfare. In addition, debates on the issues of
disclosure/transparency of corporate governance ultimately the centre around W
accounting standards, their practices and issues, as the accounting standards@atlon
provides confidence to corporate management, due to the fact that the exposw;qu be more
effective and ensure good corporate governance.

Therefore, in this study, the researcher believes that from the findi practice review
of accounting standards is an important and relevant issue in g mat‘a governance in
the current environment. As the standard is seen as a technica onsejto calllng of

hanges in hope of f}clety,

to_enterpri omK/R—
4

are series of

accounting and financial reporting, or as a reflection in term
including vehicles in social and political supervision i

Malaysia is not far from issues involvmg rporate ge?/er ce. T
corporate failures in Malaysia. Amongst the c@scandal i rep@ not long ago are
the technology resource industry such as; |putra % F Kﬁ& Malaysia Airlines,
Perwaja Steel, and Sime Darby WhICh thatQiellc yen ate governance led to a

&
$

corporate failure and economic crisi

Apart from books and% wrltterlon r br overnance discussed above, the
main referral is The Mal n Codei oratﬁgvernance The Malaysian Code on

Corporate Governance of MCEG 'lntro d in 2000 has become an important tool
for corporate gove %refo , an has influénced positively on corporate governance
practices of th Ehe came& guidelines for sukuk practitioners, industries

and researc hg&'he guidelines were @‘Oduced because of the impact of 1997-1998 Asian

Financia \b (Castagne & Fede, 2012). Under this guidelines, the board are consulted to
% on the decision where the firms should refer to. These guidelines are in practise
unti 1 by sukuk firms. This notion is also highlighted by another author who wrote, “In

61



addition, the impact of the Asian Financial Crisis 1997 also played a critical role in the
changes in corporate governance roles in Malaysia. Consequently, the Malaysian Cvm
Corporate Governance (MCCG) was introduced in 2000 ” (Abdifatah, 2014). \
Malaysian Code on Corporate Governance (MCCG) of 2000 ﬂ%hted the
endangered management and responsibility of the Board to perform a rmble balance
between risk and return to shareholders (Ghazali & Manab, 2013). After the” Asian Financial

Crisis in 1997-1998, Malaysia has leapt to the global corpora znanfe standards by

revising MCCG as a move to strengthen the corporate structure“im,the coun sequently,
in 2007, MCCG was amended and MCCG 2007 was ed which c's@ the
reinforcing of the Board of Directors, Audit Co and dn Al.(’;rfunctlon

(Abdifatah & Sanni, 2015).

Previously, in the first MCCG issued O e fo@ of proposals that
were presented. The proposals which were e t in G 2000 included the
outstanding principles of corporate go dOICE t er ('?upants and explanatory
notes as well as best practices amon er the tary policy on the MCCG
adaptation, Bursa Malaysia % Berha] ha re\hssbhe Listing Requirements under
paragraph 15.26 (Part A of endlx Ei N uwe%&ﬁock exchange firms to make certain
corporate governance practl \!::’R rough annual reports for investors and

o |
public mformatlo ’ (J
NN

Later, t?% ities € ‘;ion (ib issued the Corporate Governance (CG) action
Y-
Framework‘& in year 2011. Thecgmeprint of CG 2011 underlines self and market

regulatlo omplete the comprehensive regulatory framework as well as to boost good
Iflllment and governance culture. One of the recommendations of CG 2011

s is that the directors who are allowed to hold directorships in public firms listed
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should not be more than five persons. Eventually on 31 March 2012, the Malaysian Code on
Corporate Governance 2012 (MCCG 2012) was issued. MCCG 2012 Sets 8 principles
matching proposals. Several studies have emphasised the relationship betwe@orate
governance and performance of the firm. In Malaysia, the latest study conducl&&yAbdifatah
and Sanni (2015) reviewed the correlation between the performance of the firm and corporate
governance before (2006) and after the amended Code (2008-2010). \,

Before that, two researchers, Hussin and Othman (201 mirl studies at 100

companies listed in Bursa Malaysia Stock Exchange (FTSE) ound hWnies with

independent chairman have more positive impact on the co

's perform e'Djﬁggal.,

(2016) found that when the board independency is s e % i pact\tgfhe chief

&
Meanwhile, Abdullah et al., (2008) &a the executi of@s were unable to

clarify their relationship to the quality of %udit. A g

N
firms in the composite index and cond%at th@ CE ve qé?ignificant impact on the
\ &
he di

executive officer of the company's performance is
g@h’ (2010) analysed 87

tion of the dual role of 800

company's profit. Mustapa et al., (QlSZ sul
Malaysian listed firms is not% nt to descri the@‘n’s performance (Abidin et al.,
4 2

2009; Yusoff & Alhaji, 20 Q\ \|d§ CJQ

Ameer et al., 10)wrevi sam of 277 non-financial Malaysia listed
o !
h

companies in 2002 t%? and resuffied’ t gfl?e boards with a greater percentage of the

- e el s
independent d% haves" Pve sgh’flcant effects to the firm’s performance. In
X

addition, Nlﬁ& et al., (2015) in th{ udies of 800 Malaysian listed firms have resumed
that t@ndent directors materially affect the firm’s profits. In line with other
r@ Ghazali (2010) has found that the composition of the board is not important to
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settle profits in 87 non-financial companies in 2001. This finding is in line with other previous

studies (Ararat et al., 2010; Rahim et al., 2010). T

Hussin and Othman (2012) concluded that the higher the board's size, tr@\she the

company will undertake. Larger board size may increase the likelihood of ¢ f interest

among directors who ultimately prevent monitoring functions to be carriedyout effectively.

Mak and Kusnadi (2005) in their studies of 460 firms in Singapore nMysia found that
'

higher board's size deteriorated steadily in the firm’s performan:

Wfre found to be

ineffective in decision making, directors' remuneration and weakngsses in thesxol¢ of directors
L
as a large board. | _\C}
Similar to the discussion on the relationship default quid@?isk, this

section discusses the relationship of sukuk defalw corpﬁrat overn;;@?~ Looking at
corporate governance from the economic per tlve>t can be S a@‘sential element of

achieving an allocated efficiency, where Iiﬁ%funds i ghi h&é\returns taking on the

N
investment project. Practically, effici attaﬂ1ed en a(tsf."biven level of risk, an
investment project offers the hig t}am [tI xceeds it (étt of capital. Based on this,

failure to regulate good corp% ernan vieii;htl,@ould affect the mobilization of
funds. Q ' \“ %C}/

Corporate govegnancewalso i
Crisis of 1997 and %Ilow b‘
=

rnin *é&i'nt. Initially, it was the Asian Financial
high-profile co% a pumb ?f Iargé\corporations during 2001-2002 and 2007-2009,

there had renewed interest {.}fhe corporate governance practices of modern

! ('?,
07{2085 lobal Financial Crisis. However, since the
o

organisaﬂ%Xarticularly in relation to accountability. These have brought about a renewed
n

interest in“the corporate governance practices in modern corporations, particularly concerning
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to accountability, since there was a large number of collapse in high-profile corporations
during the year 2001-2002 and 2007-2009 periods. T

Amongst the high profile cases were the collapsed of Enron, one @most
successful accounting firms in the world. The collapse was due to corporate gmce issue.
This was because the mechanisms of corporate governance, such as theWon of non-
executive directors, auditors, the internal audit committee and the bo% ectors all failed

in certain aspects. The fall of Enron accelerated the global agen r'eorporate governance

reform (Solomon, 2004) and had prompted the efficacy of eXisting rWovernance

L
practices in encouraging transparency and accountability (Su 2008 ' _\C}
Apart from MCCGs, the best governance tha use{ in t@zgorporate
governance characteristics for this study is Committee oveu?an Guideli Y~to financial

ern k In the Shariah
O

institutions of Islamic Shariah (GPSI) of K 5&9 Shari
Governance Framework (SGF) of 201]05is state\'hag'

responsibilities of the internal Shariah%tee iﬂ‘advi Ing the ective Islamic Financial

&
Institutions (IFIs) on Shariah matt m inT el. Hgé/er, this duty and obligations
Z he Gov

were further deliberated in th idelines on érr@e of Shariah Committee for the
4 $ &
Islamic Financial Instituti wued ir \O&\ urregw the SGF 2011 is the guidelines in
practice, and are super\ldea\ lig \ dev r&(nents in Islamic finance as well as the
¢
higher expectation ‘H@@y akeholders otgh? IFI pertaining to the Shariah compliance
Q NN
process. g f {\
N X .
Table 3.2 indicates the roles, resﬁvhsmllltles and characteristics of MCCG 2000-2007
\

and SC‘B% These roles, responsibilities and characteristics are used for measurement.

S

ill>be the duties and
&
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Table 3.2: Malaysian Codes of Corporate Governance (MCCG) and
Shariah Governance Framework (SGF)

Malaysian Code on Corporate Shariah Governance Framework\z
Governance (2000-2007) (2011) %

Board Structure Board of directors (BoD)
CEO is Chairman of Board of Director Shariah supervisory board (SS
(CEO Duality)
Board Size Shariah risk management (SRQ
Independent Board of Directors Shariah research (SR) \’
Professionalism/ Qualifications Management (M)
Board Meeting Shariah secretariat SSR’
Board Committee n.d. '
Remuneration n.d.
Transparency and Disclosure n.d. \d
Alliances and Mergers n.d. ’ . \Y'

: From Res hcfr’fémalysis
’Keti" and@gpecified
is bu‘cau it is t@?s;onsibilities
of the board to make sure that the to hrs are argi@heir duties and

responsibilities accordingly to a way thatiwi provide\o%ti @Iue for shareholders
: y N

(Coles et al., 2001). The Malaysian%)f Governance ( G 2007) prescribed no
m

maximum number of directorships?/m er,[ of d'f%orship restriction of persons
was listed and adopted in Bu% sia rig ire E‘tg iﬂ)DOZ, which stated that a director

may only hold not more/t{ﬁ:& dire(it
directorships in non-liw S I

¢
duties effectively wi sslavailable time, és@s and commitments.
NN
In line hisy Cogér ; ‘4199‘_{_ uggested that board meeting time is an important

resource in"ﬁving the effectiven@ a board. Study by Adams and Mehran (2002) on

one hané d on the board meeting of financial and non-financial firms which suggested
I

t@ olding firms should meet slightly more frequently than manufacturing firms.
c

Acc g to them, 8.45 is the average number of board meetings per year (Adams &

Additionally, the responsibility of alignment o

objectives must be ensured by the board of directors, Thi

>

of a ged public firms and not more than 15

ale f@‘j«l’ﬁs is for the director to perform his/her
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Mehran, 2002), which in a year is close to 7.45 meetings (Vafeas, 1999). Although it is
difficult to explain such differences, one can argue that the choice of bank directors CTDE
influenced by regulations on the number of meetings. As such, it can be said th \mallty
of directors willing to serve these boards could be potentially affected ﬂkgulatlons
However, a negative correlation between the number of board meetings andWmance was
discovered (Vafeas, 1999). This depicts that a regular meeting with a board*€presents a value
less in the market, because of the notion that higher board meetin mTr performance.
However, there are few studies which indicated that opera per rw‘ould rise
ings concl d]th@‘gds’

of boar V|ty that will be

following a year of abnormally high meeting frequency. Suc

respond to poor performance will require raising thei

associated with improved operating performance.

the board should meet regularly and the nwa meeting
director’s attendance should be disclosed. Ev though \B\Mn spQ ation on the number

of meetings, the recommendation specn%\ it is'bliffi tdo pég(a/ely explain if the board

&

As such, it must beco atory ;ﬁnént\@'properdlsclosure transparency,
gh ap egul

of a company has less than four m

and governance of the IFI s and laws, in order to increase the

disclosure concerni porting Q'Flciais to comply with the highest international

quality of their products as eII able ébéﬂotect the financial system. Moreover,
ab?

standards and ic for non-fi ial a@ell as financial reporting. Additionally, Khir et

., (2008) ﬁthat an accurate a@r‘mely manner is needed for the disclosure of the

relevant % tion. Similarly, their governance system is required to be stronger than the

| one. This is due to ethics that cannot be separated from the operations of IFI.

Sim ut, as argued by Chapra (2008), Aziz (2008) as well as Walsh, (2007), there is a
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moral principle that is based on maslahah (public interest) guiding the affairs of the Islamic
governance, thereby requiring all business operations to be taken into account, such Vm
activities which involve social implications view that public interest comes first. (q\
Based on the above discussions, the IFI could take this as an oppor to reduce
reliance on debt-like-products, as well as risk sharing instruments, and shiftyfowards equity-
based. However, regardless of the industry executed choice, th rmor an efficient
regulatory and supervisory framework would always be require eVll.sfly ahead of the
market. This is why Aziz (2008), as well as Mirakhor and Krichene (2 OWed that it

‘o X
will no doubt prevent regulatory arbitrage from making @nt inroads | hi r@t. As
u

such, the need for the construction of an effective systY. q ired'f cks %\Fbalances
akes li

es Wh@gr:)ught about

ical s <<,*(i) strengthening

that will remove the institutions in making similar mist ikerthe

the ongoing crisis. A study by Chapra (2008) N rd three

market discipline which will curb Ieverage,%ssive deﬁ\hvg'% a
h, i

N\
moral constraints on greed so as to i weglt t, as:y"zéll as consumption, (iii)

reforming the system’s structure mbI h p@tial supervision as well as
regulation to prevent crises, pr%gial interest a a‘:hi@ sustainable development.
s f &

In a broad sense, independent directors are non-executive directors who do not have

AN U ) <

any relationship with the firm which could affect the freedom of judgment. An independent

N e DU Y

director is a non-executive director who does not have any relationship with the company,

Q. | )) &

organiser, senior management or associate, not related to the organiser or senior management,

¢ q

ending, (ii) establishing

'\ Vg e
and/or is not an executive with a company in the previous three financial years. It is also said
a0 .

that an independent director shall not be a partner or executive director of the
auditors/solicitors/consultants of the company within the past three years or may not hold two

G

(2) per cent or more shares of the company.
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However, even though many variables serve as corporate governance indicators, this
study considers the existence of audit committee and independent directors as c
governance indicators. It is due to many previous studies which examine |cant
relationship between corporate governance and firm performance in non ted firms

(Roshima et al., 2014; Hassan & Halbouni, 2013; Gardner et al., 2013; Latif et al., 2013;

Ajmi, 2009; Haniffa & Hudaib, 2006). They stated that corporat

Khan, 2013; Abdolmohammadi & Lenz, 2012; Mollah et al., 2012; ang, 2010; Al-
e;anci in the terms of

existence of audit comittee and independent directors ha ignif',:aWct to the
B T
‘ -~
performance of the company in no default. Existing audit committee plays an important role

- —

in corporate governance on the direction, control and accountability of the organization. As a
Yo Y o

- A. -

representative of the Board and a key part of corporate governance mechanisms, the audit

I ™

committee is engaged in the organization for internal and external audits, internal controls,

\v‘\ ﬂv\ \V

accounting and financial reporting, regulatory compliance and risk management.

J = V' &
On other side, MCCG emphas% nee&1 for undepéaient director to confirm

transparent and accountable mana CGr mends that the independent

directors form at least one the J%Jfrﬁen@rshlp Lahlou Navette, (2013)
epen tors

documented that majorlty éﬁ.)he Board are also the independent
directors among the B d irec dd|t| e independent directors play a key role
in overseeing the ﬂEj aliperf manc of{heéapany and assisting the company in terms of

long-term stratgQy, elopgient a@ement and remuneration planning (Kumar &

Singh, Zomkhus this study ta&s) audit committee and independent director into

consnder%“ corporate governance indicators in examining corporate governance.
T

efore, this study is carried out to see the impact of corporate governance to sukuk

Qﬂ‘lrms based on the Malaysian Code on Corporate Governance or MCCG 2000 and
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2007, Guidelines on the Governance of Shariah Committee for the Islamic Financial

g
A0

A number of literatures have been referred in order to explain and analyse the

Institutions issued in 2004 and Shariah Governance Framework 2011.

3.7 Research Framework

relationship between sukuk default firm with liquidity risk, solve CM and corporate
,zru

governance (Adalessossi, 2015; Khlifa, 2017; Enekwe et al., ji'lo-Ponce et al.,

ina et I.,Wastagna&
@
M 9
to, 2018)._Thig s‘@' uses

cteristi the\i,ﬁawependent

N

denbYarl es (D he summary

2014; Brindescu-Olariu, 2016; Purheidari & Alfatuni, 2007; Ro

Fede, 2013; Stenback, 2013; Kamarudin et al., 2014; S

D

liquidity risk, solvency ratio and corporate governa
variables (1V); and sukuk default non-default as tw

of literatures on variables is shown in Table 3¢ > é

No Unit of

Table 3.3: Summary of Lite% on Unli %su ;@nts
a >
r )
% &

Measurements \e N\
1. Sukuk Default ~ Khnifer (2%1"5 faI ﬁlﬁ‘zon ~0seni (2014); Zaheer &
Firm Wijnb 2013); | Moody’s tors Service (2014);
I, ( Ar iaS%? & Qoyum (2013);

4@3. et al., (2011); Sugianto

(2
2. Liquidity Risk lessossi #Khlif 17); Castagna & Fede (2013);
% ck ( N
3. Quick Ratio essossi ( };'KMi%'(ZOl?); Harvey & Cosgrave (2012)
4.  Cashto Ass dalessossi ) ( 15'-iéﬂlifa (2017); Lakshan & Wijekoon
(

Ratio % 2018 J, S
5. SOIVGW Enekwe et al @14); William H. Beaver (1966); Altman
1

(1981); Belke.&) 980); Chhabra & Blecker (n.d.); Keener,

M. H. (2013)
6. Deb uity  Enekwe et al., (2014); Trujillo-Ponce et al., (2014);
Brindescu-Olariu (2016); Lakshan & Wijekoon (2013);
Ardiansyah & Qoyum (2013)
Interest Enekwe et al., (2014); Purheidari & Aflatuni (2007); Lakshan

verage Ratio & Wijekoon (2013); Ardiansyah & Qoyum (2013)
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8.  Corporate Roshima et al., (2014); Sori et al., (2001); Solomon (2004)
Governance:

Independent T
Director Audit \

Committee (ﬁ

For the liquidity risk, the defined factors based on the previous disc are quick
ratio and cash to asset ratio. Meanwhile, debt to equity ratio and interest cov&ge ratio for the
solvency ratio were explained. Next, independent director (ID) and Atédit mittee (AC) for

corporate governance characteristics for the predictability o uk default firm were

discussed. This is illustrated in Figure 3.1 below. \d
B
4

Independent variables é ' _b
X

Liquidity Risk with unit of measurement: \,
1. Quick Ratio T
2. Cash to asset Ratio ?’ °'\ %

Based on Castagna & Fede (2013), Stenback
(2013), Adalessossi (2015), Khlifa (2017) .
\T Dependent
variable

Sm Default and

n Default Firm

Solvency Ratio with unit of measurement:
1. Debt to Equity Ratio
2. Interest Coverage Ratio

Based on Enekwe et al., (2014), Purheidari &
Koopaei (2010), Trujillo-Ponce et al., (2014),
Brindescu-Olariu (2016)

Based on Kamarudin et
al., 2014; Sugianto, 2018

Corporate Governance Characteristics with unit of
measurement:

1. Independent Director

2. Audit Committee

Based on Roshima et al., (2014)

igure 3.1: Research Framework for the Sukuk Default and Non Default Firm
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3.8 Research Gap

There are gaps in available pieces of literatures that suggested the STI
sukuk defaulted firms, liquidity risk, solvency ratio and corporate @}ance
indicators. Additionally, Castagna and Fede (2013) also pointed ou here is a
huge gap in the literature on the issues of liquidity risk and thefreal practises,
especially after the 2007-2008 financial crises. A big gap also O(M in the study of
corporate governance on sukuk defaulted firms. Therefor X;ert study focuses
on sukuk default firms, factors related to their default atte thuce new

X
ency ratig_Janl ‘@orate

g best |ces\/mhin the

: 9
pitabmarket. é\
N
3.9  Shariah Screening Metho@s \T ,<\
':" y N,
Shariah screening me% whs fo d@

tools and methods in mitigating liquidity risk,

governance that could be applied in the

contemporary financial environment and |SW

y ulate the Shariah Advisory

&
Council (SAC) of Securitigs C mit ) of aysia to assist investors in
i z S.

identifying Shariah-c securit is'ia@'ensure that investments are in

4 4
accordance with K&{hprincf \uh ch p@ the elements of riba, maysir and

gharar. In Mal@ eS 'e SC(:éfdys an important role in certifying and
¢
updating the ecuriti h{veééa] classified as Shariah-compliant securities.

This Sh@{r:-, mp
fror“&

C. To classify 'okz.hth Shariah | t, SAC will anal
. To classify securi whether Shariah comply or not, will analyse
\
@ gathered by SC from various sources including the annual reports and
6 iries made to the companies.
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The SAC continuously reviews the Shariah status of listed companies. The
SAC has applied a standard criterion to evaluate the business activities
companies and companies whose activities are not contrary to the Shari \klples
will be classified as Shariah-compliant securities. On 18 June 2012, th@& of SC of
Malaysia made an announcement on the adoption of a revised SWh screening
methodology to determine the Shariah-compliant status of companiés ' which are listed
on Bursa Malaysia. This revised methodology adopts a t &;nt"tative approach
which applies the business activity benchmarks and t ewlyjintreduged financial

L

ratio benchmarks, while maintaining the existing qualitative assessm "hi@come
of the revised methodology is reflected in thegkist of Shariah- plian\t/%ecurities
announced and published by the SAC le:m\ hber@;g (Securities
Commission Malaysia, 2012). \% é

Under the revised methodo@%all c@\%&sﬁis q@’r Bursa Malaysia are
required to undergo the same%vg pﬂ)cess ich Q@S two-tier quantitative
assessment consisting of md e acti\@enchmarks and the newly-
introduced financial % d aI;(T qu i}dti@ssessment which qualify the

company's image rﬁ{ther mr \su as&ﬂahah, “umum balwa, “uruf and the
rights of the nor\&uhm' co i

made to the_eXisting qualitati a£es® t. With the revised methodology, the first

NN
stage scpeeningrnow js for P quané}tive assessment and the second stage screening
is f%qualitative assessm@T 0 be certified as Shariah-compliant securities, all

C Xuies who issue the securities must fulfil the requirement in both stages of

6 ning process.



The first-tier of the quantitative assessment in the revised Shariah screening
methodology is the business activity benchmarks. Under the revised methodolw
business activity benchmarks which previously consisting of four ben@ had
been reduced to only two benchmarks. Basically, the contribution of mrmissible
activities which are allowed for 10 per cent benchmark under previ methodology

had been reduced to 5 per cent. In other words, the contributi nMnonpermissible
Ct bf

activities that involve the element of "'umum balwa now t more than per

cent only. The other benchmark is 25 per cent benchm hichyhadsheen reduced to
"y

20 per cent benchmark. It means the contribution non-permi it’le @vities

such as hotel and resort operations, share trv d st()\& g n@Tmust be
&

d-ti the qualitative

lower than 20 per cent.

of R

The newly-introduced finan ratia as the

assessment, each company who is@%he sec \lesgee j{\tmdergo the financial

N
ratio screening. This screenin@ély irﬂrodu und@me revised methodology

\g &
prI this%@ncial ratio under previous
AC il late cash over total assets and
’ &
megr.e riba or riba-based elements in the
company. &
N, 0 O
In d Sﬁwng sh 0 lgtatfl}s ets, cash to be included in the calculation

- \ -
mclude% aced 0 ?ntionsé\accounts and instruments only. If the company
X

placw&cash in the Islamic unt, it should be excluded from the calculation. In
B

whereby there was no s

methodology. In this

debt over total ass hic

ining debt over total assets, debt to be included in the calculation includes
::'n est-bearing debt only. If the company used Islamic financing such as sukuk, it
ould be excluded from the calculation. To fulfil the requirement for this assessment,
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each ratio must be less than 33 per cent and only securities issued by company that

meet the requirement in all assessments will be classified as Shariah-cow

securities (Securities Commission Malaysia, 2013). C}

3.10 Summary ?
Based on the above discussion, many literatures suc MVer (1966) and
;d

Keener (2013) supported that the financial ratio can be us trle most accurate
prediction model possible. Therefore, this study sugge att Wfailure of

"X
ever. The oﬁe&@d are
e quufd' isk, S%W]cy ratio

firms using financial ratios may still be more useful

also suitable for three variables in this study

and corporate governance as this study encw S alb\ g





