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3.2 S% noumlc and-&ck Market Reactions

X

&e is considerable ir@ét from scholars and investors regarding the stock

etw reaction, especially towards major financial events. Sukuk issuance
nAeuncement forms one of the most important financial events within the stock market.
he growing interest in the stock market reaction towards the Sukuk issuance

announcement has emerged recently. This notable interest can be attributed to the
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stability of the Islamic financing instruments during the financial global crisis in 2008,

which attracted more investors to investigate the influence of Sukuk |Vﬁce

announcements on the stock market. 0}

3.2.1 Theoretical Background of Sukuk Announcement an&?ock Market
Reaction

Earlier studies on the capital structure formed the ba TITS to investigate
the optimal capital structure and its role in maximizing s oldets W‘censwely
Specifically, the work of Modigliani and Miller (1 one of t a’hg@udles
discussed the way firms finance their investm es% sumKd)Wlat firms
pay attention to the way their capital is W d b aus hareh@%rs wealth is
influenced by the cost of capital. The I t ir mode d o@‘é assumption of a
perfect capital market, which negle taxes Tan t@\kruptcy costs, and the

information asymmetry (Lonc Ho t, & Ve ZOQ("Q Modigliani and Miller,

erfe tlonﬁ'e stock market in providing

e fi an‘cmlberformance of the firm. This

in this assumption, have hi Xd the
valuable information% rifies 1
information mitiga &asyn] owledge/of investors, which enables them to
assess the level @f in ret

Precis earlier d| sglob‘g? Modigliani and Miller (1958) raised an
argume stoc jeactm? to the capital restructure, which formed a basis

for rs to deeply mvestl@{he proposed assumptions. The theorem states that,

EE given market, in the absence of taxes, bankruptcy costs, and asymmetric
m

[

Q ation, that is, in an efficient market, the value of a company is not affected by the
ay in which the company is financed. It does not matter if the capital of the company

is obtained through the issuance of shares or debt, nor does it matter what the dividend
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policy of the company is. Therefore, the Modigliani-Miller Theorem is also often called
the principle of irrelevance of capital structure. It is the appearance of corporaw!s
that undo that irrelevance in the financing structure since the cost of det0;5 uced
since it is an expense that is paid before the income tax. Along with th*osition of
Modigliani and Miller (1958), Masulis (1978) identified three situations of capital

changes, in which a firm has the right to increase its capital rMsuing common
stock, preferred stock, and debt. Masulis (1978) expan h cap'fal structure by
including the preferred stock as a new source of financi e fir c‘:?pilqld‘

The proposition of Modigliani and Mille@ ‘r
information held by the firm and investors.

assumes
e, ( suffers financial
problems, such as covering expected IossesﬂKm}) erabcins, uld a)é;gny financial

decision for restructuring the capital t ay)ffect the alu <<7<ing into account

e@'the capital structure.
N

ial reforms to achieve two

that investors hold sufficient information about\pqpo

Instead of that, it is better for t adopt inte

fin%
Xive l rom hQ vestors, which results from

objectives; first, to avoid a

aggravating the proble timizin the ?Ec@losses with the cost of financing.
’ &

Second, obtaining itive orl M acticﬁbﬁt results from the internal financing

instead of issui@ de ith, 19 (<1-|ence, it is better for the firm in this

situation to %ucti capi struc@e relying on the internal financing source.
tl

N
structure i Pefined%the specific combination of debt and equity that

aco uses to finance its p%dtions (Abor, 2008). According to Andrés, Arce, and

:?X (2017), there is a belief that a "moderate” use of indebtedness allows the cost
e total capital of the company to be reduced, to achieve an increase in the value of
e shares. Despite this, by increasing the proportion of debt, the risk of insolvency will

increase, which is reflected in a decrease in the value of the shares. There should
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therefore be an optimal level of indebtedness that achieves a minimum capital cost, and,
at the same time, maximizes the value of the company. Therefore, the firm shou?ﬂy
succeed with the proper mix of debt and equity. Since the proposal of the i e*ce of
the debt of Modigliani and Miller (1958), financial economists have adﬂ&a number
of theories to explain the variation in the debt ratio between diﬁmrms. In the
pecking order theory, the existence of taxes and bankruptcy cgsts justify the relevance
of the debt (Myers & Majluf, 1984a). In the signalling th %I vance is due to
the asymmetry of the information, since managers have ‘iaforma 'orW/estors do

g
y theory pr. s}d@énsen

and Meckling (1976), which is derived from t ct hetwe pora@anagers,

not have (Ross, 1977). A third relevant theory is the

external shareholders, and bondholders. In the ab nceﬂf costs and bég:s, that is, in

perfect capital markets, the firm's mawi} IS indep nt o@‘capital structure,

as the Modigliani-Miller theorem d@strates. \ ,<\
N

In reality, market imperf%hat have b n«prezo d as determinants of the
firm's optimal capital struct me pf&ﬁ\Z:a e@?fy of taxes, bankruptcy costs,
and agency costs. Th%; result of thgse 'e@ions is that the combination of

’ 4 ¢ &
leverage-related C;Q?Eh asP M y anggency costs) and a fiscal advantage of
opt

ctureéﬁ a level of debt financing, since the tax

—9

| cal

debt produces a\p i
¢

!
advantage ¢ sts with th bfbil@ f incurring costs. Thus, in addition to the

NN
theory Qo, lianif” Pler (1938), a number of important theories are used to
explﬂ&e decisions of the ca @-ﬁtructure. These are based on tax benefits associated

use of debt, bankruptcy costs, agency costs, and asymmetric information. An
& ative approach is associated with the theory of dissimilar preferences for
ternative funding sources (Pecking Order Theory).

61



Firms seek to issue Sukuk for many reasons, of which, gaining the benefit of high
leverage is one. As the external debt gives tax savings or "tax shield", it is a taxvﬁt
that companies use to reduce the weighted average cost of capital through |@%ﬁne33.
The cost of issuing debt (the interest rate) is always cheaper than the reﬁkpected by
the shareholders of the company that issues capital and is bought by\investors with a
higher level of risk as a target of higher returns. Another reaso fcmnpany to decide
to issue debt is that the shareholder benefit can also be de nmicombination of

the repurchase of their own shares and dividends. For th e of Suk mg Sukuk

above. et it i%%t the

for a firm is an alternative to obtain financing, as indi

same in that Sukuk is used to pay more debt

monQ\BE used to

he tyﬁ)e 0 dustr)@;‘;s avital role

in determining the purpose of the Suk :ag é

The event of an announceme |ssumg %y m can be interpreted

<

reinforce the company's investments. Furtha%

differently by investors. In oth ; the Weak anuzh?t ation of the firm will be

interpreted negatively by s ho ers,jstch asithe potern |aI investors, as an indicator

of the severe position M withinithe s ‘(;IJ m@et Taking into consideration that

’ &
increasing the Ievlegjlrm I\hﬁ S bogbareholders and potential investors to
revise their decision 'g thi‘fjfﬁl shares (i.e. shareholders) or invest in
risky debt i ISEEE (| e. nv st s)(’Ecth?Masulls & Norli, 2007; Parsons & Titman,

relatgd.st (Dam&( Mikkelson, 1984; Eckbo, 1986; Jen, Choi, &

2007),

Lee ; Long & Sefcik, 1@96; Marquardt & Wiedman, 2005) have identified
'~

S ntly negative reactions from the stock market. The negative market reaction

@ Id be viewed as a cost of issuing the security. That is, management’s choice of bond
1

nancing may function as a “signal” to investors that management is highly confident

about the firm’s future, thus allowing the issuer to avoid much of the negative
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information costs that attend conventional bond announcements. But, if the market
response to the bond is negative, on average, there is also a good deal of van?ﬁn
that response, with quite a few cases of zero or even positive return@ it is
attributed to activities in the market’s reaction to different kinds of bo

In general, most of the previous studies find negative reactmy the stock

market to the issuance announcements of debt, while a few studies have shown

Goadacre, & Veld,
mar ethterpreted
&
t ﬁv;z:
anagers e ifwgstors,

a% gliaQ'}rr'md Miller
to tbﬁue that | ‘{;rs perceive

nde@‘ued. As with the

situation of the undervalued price ks the Yrd s@&tra cost of financing,

; \
this results from the diﬁerence% the (ﬁtrlns and @:ﬂarket value.
According to Dann ar%els neg ﬁéreaotions are not necessarily

significantly positive reactions from the stock market (

2014). The dominance of a negative reaction from the s

as the asymmetry of the information between the
which is contrary to the assumption of symmet

(1958). The argument for this conflict is

systematically related su ce'orﬂb?ather it could be linked to other

reasons, either to@bt sectj e th% et new investments, or to serve the

current firm detq ir vi \}:Q)ck @Ket prospectus has sufficient information

to judge an @ the f arila](:‘?ltlon which works to direct the investor’s

decmor&debﬁt }studl@wn Dann and Mikkelson (1984), such as Fields
nd AA&

a s (1991), investiga@'\e US market, and commented that the US stock
e enounced the neglect of the issuance nature and purposes. Furthermore, Fields
Maisis (1991) attributed stock price reactions to three determinants: the owner’s
ructure effect, tax shield, and market information. The previous work of Modigliani

and Miller (1963) attributed the tax shield as one of the leading reasons or factors behind
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the increasing stock price, thus considering that a tax shield represents a leverage
attraction advantage, which is expected to increase the return of the stock in?ﬂ
straight debt (Fields & Mais, 1991; Franco Modigliani & Merton H N@Q%).

Firms that report recurring and growing profits may be tempted to issAgd-income

instruments that reduce the payment of the income tax rate. Q

3.2.1.1 The Pecking Order Theory (POT) z ‘
The Pecking Order theory bases its assumptions b ingt two optimal
@

f preféren v{h@;ing
fiKnéi h intefnal funds
T

bt isﬁuse =and, a%‘mst alternative
nce@/fnin organizations

capital structure, but, rather, managers use the hiera

new investments. That is to say; first, they

because there is no information asymmetry#then
Vi

to the issuance of shares. This theor

because most companies are not in @ﬁ\ of an \lma?co tz@\a{ion but rather trying
ﬁy N
to finance their new investmentsywi eir ﬁtern fmanz'z}(;ﬁue to the aversion, they

t.

have for the asymmetry of i mion

vant f the investment opportunities in the

' pani Qfequire external resources, they prefer to

use the debt g@n orbond) d{ha@en this possibility is exhausted, the issuance
N

of bond% en. Due t press&e of information asymmetries between the firm

and tial funders, it is ar@ according to the pecking order hypothesis (Myers

at firms finance their needs in a hierarchical manner according to an order of
Q ities. First, using available internal funds, that is, internal resources (for example,
tained earnings), then with risk-free debt or risky debt, and, finally, only, if necessary,

through the issuance of shares. According to this approach, changes in the debt ratio of
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the company do not imply a movement towards an optimum or objective level of this
coefficient, but, rather, a response to external resources is needed once the interrwﬂ!s
have been exhausted. (’}
According to Myers (1984), this preference reflects the relatWAgts of the
various sources of financing due to the existence of information asymmetries. It has
been considered that agency costs are one of the main dete MOf debt. These
agency costs come from the conflict of interest between t &;I rs and the debt

holders. It is proposed that such conflicts create incentives, for s ar‘émlg#to act for

&
Yw
is, debt ho rs}n@quire

re% of@i. Myers
seniﬁ)us the aséls:hatgive the

company the option of undertaking ure};rowth 0 uni@The greater the

company's investment in such ass@Se less |t\1'k_\34_| fi a(c\ed with debt, thereby

N,

indicating a negative relationsh%en de%t andgrowt oy ortunities. Myers (1977)
iS'mitigate
[

also points out that this ag@bler’ dﬁb company issues short-term
debt instead of Iong-te%ﬁ.

their own benefit at the expense of debt holders. Gi

protection clauses and monitoring devices,

(1977) argued that this type of problem is Ci

], N
Myers and Dﬂé(l%@la M tha@nancial structure aims to reduce the
Vi

inefficienciesin% ent i 'caustjﬁ\}the asymmetry of information. Another
¢

study, prop w\/lye an y%-@er (1994), highlighted the importance of the
N
theory % a hiérarc 'pf preﬁ?ence for the use of resources when there is an
L 9

inte ficit that forces the @any to access external resources.

%\Vyers (1984) brought together the factors studied: tax savings for debt, agency
0

Q , financing, and bankruptcy, to suggest that managers must balance these factors

reach the optimal capital structure and concluded that it would balance taxes for debt

with bankruptcy cost. Ratifying the above, Bradley, Jarrell, and Kim (1984) used a
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regression model of the optimal capital structure determined by non-debt tax shields
and expected costs of financial distress. This research found a direct relat?lm
between the expected cost of bankruptcy and the reduction of taxes by @f tax
deductions and also related the ratios of leverage and the industry to whﬁkcompany
belongs. The theory suggests that a company decides to finance W first, with

internally generated capital, the primary reason is that they_ar of asymmetric
c b

information; secondly, by external indebtedness; thirdly, b OTdS' and, finally,

issuing shares as these are assimilated negatively becau rt of the
company and also face incomplete information th@ve market. l _\C—}
The theory of hierarchy (Pecking Order t ies b@rerr debt

decision on financing costs, opting first to oW, terrﬂlly that Q\\:not possible

to contract debt in the financial secto\%aecond optien’is n@ able, it will seek

financing through bonds or shares. Mer, itwi % th I;QJ nce of bonds because

when issuing shares, the firm %ares%ver eqcarzré?\Nlth this theory, it can

determine if the compani %owt[ r at time of indebtedness or,
; [

alternatively, seek an pital structure. ' 0’
’ 4 ¢ &

Asymmetrl matio n‘: s the main basis for this theory, assuming that
firm managers 'tlon ﬁ{t the firm value than potential investors
(Myers & N 984 H n lgkl@“tge right decision about the optimal structure
of secu entigll ? on N managers’ decisions, assessing between the

inte nance and external rﬂ%"’Accordmg to Myers and Majluf (1984), increasing
thesfir capltal by issuing new stocks will result in a negative impact. The stock market

ion, in this case, will be explained as an overpricing of the firm’s share, as the firm
ets a profit from the difference in the intrinsic and market value. Thus, firm managers

tend to tie their equity issuance decisions to the market timing condition, which suggests
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that the optimal issuing time results in a higher stock price (Baker & Wurgler, 2002).
Hence, the risk aversion behaviour of potential investors from the firm issuancw!s
to adverse reactions among them. While a step forward taken by firm mana(ey}/ards
issuing bonds will take a less severe reaction; the particular interpretaﬂé@ potential
investors views this decision as a wise behaviour by managers, as they headed Sukuk
issuance instead of stocks, which has higher cost of financin tmlizing that firm
managers have sufficient information that meets current sh gx:s’ "nterests.
Concurring with the assumption of the peckin der t ew‘empirical
i (2007) coye dlth.e@:nce

% e assg(;ption of
Y

Myers and Majluf (1984) in that the highem\} ax\era bnor@\eturn (AAR)

evidence from the US offered by Eckbo, Masulis, and
of securities from 1980 to 2004. Their surve

to the stock return found for the equitysissuance is -

issues announcement value is %. Mor\aXt ,{P?aight debt issuance
:Sv N
announcement showed less neg%ction% withithe AAQalue at -0.24% (Eckbo et

&
al., 2007). N N

Y |3 S
Investigating th% behind st ‘Is'me@t reactions has received high

N

and@(/‘convertible bond

'3

&
attention. In this re M\Billingifz ,an §mith (1990) argued that different types
i i the
O

§§c'k market. The warrant-bond type varies

of debt lead to different rea '
¢
the converti g@d type that adg t@erent reactions and announcing a warrant-
N
e

bond i a canverti bon'd\bcan be interpreted based on the assumption of
asy ic information. This@;ég.;ved so by potential investors, especially when the
fi xance of warrant-bond reflects a stable financial condition, while the convertible
& gives a bad impression about the financial situation of the firm, as the convertible

ond has to be revaluated at the conversion time, which means that there is higher

potential risk to be assessed lower than at the time of issuance. Despite the less negative
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impact on the stock market from the warrant-bond announcement compared to that of
the convertible bond, the different significant reaction from the stock m%
attributed to the structure of securities. 0}
However, studies from different stock markets, such as the Dutchﬂ%t, showed
a less associated negative abnormal return from the warrant bond @0mpared to the
convertible bond (De Roon & Veld, 1998). Subsequently, the resultSsrom the German
stock market confirmed those of the Dutch stock market. hardt (fOOZ) supported

the assumption that the warrant-bond announcements ha less sign Yy negative
L
| S

fe% rom@]apanese
n nﬁsu from@arram-bond

announcements than that resulting frw nvertible . It'@ ncluded that the

market condition articulates the st(@sarket re\fbnég n l;k@,‘in a stable financial

N
condition, the stock market reaeti ems to ha euzeroé?positive return reaction,

AAR compared to the convertible bond (Gebhardt, 2

Conversely, Kang and Stulz (1996) repo

=

stock market, where a more negative abno&glri

&
which is due to the Iowlevefimave’r Y ein@s. Meanwhile, in an unstable
financial condition, in% ear a“ g@“eﬁe@risk aversion, which leads to a
&
NN O

negative stock reac m\ l
\ ¢ ! (,)(J
3212 Th %r-re tion eer(J
\
AgCo dlli to Steéi ), aYsi&ed by Kim and Han (2019), if the information of

newag& spreads out to the t@ market, a case of no reaction will possibly occur in

t t-run due to this public information, as investors take time to assess the
:'n mation, while an over-action is expected from investors to the prospectus
ormation. Stein (1992) emphasized the role of information in driving the stock
market behaviour. His framework is based on two main pillars: news-watchers and
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momentum traders. These two groups’ reactions rely on the strategies used for
extracting the market information. News-watchers rely more on private inforw,
which will cause under-reactions in the short term. While momentum @}gain
profits from the under-reactions of assets to price changes. These t ts have a
paradoxical behaviour towards the market information. In other words{news-watchers

take their actions based on relevant future fundamentals, whilg tthentum traders

The under-reaction theory of Stein (1992) prowides tw base for

adopt their actions based on the historical prices of assets.

Ay
interpreting the market behaviour. The assumptio the under- a}ti&ﬁf}heory

indicate that these two agents (i.e., news-wat d % traders) have the
a

rationality and are able to deal with the% infor\m perf@;;. Within the
explanation of this theory, the ma %viour IS by@‘h’zing the public
information partially, where indivi investors \oqab

rationally. The lack of the stock%age
&

the assets’ pricing resulted fi Xlacll ing @arket information optimally.
Hence, overreactions v% ected"i the nd r@S a result of accumulating market

&
information. The@f thiﬁml on ngétermine the market reactions but not
the

for a long time I rath?' ' such}%‘brmation will lead the stock market back

x'tdigest full information
N

pting E@i&ﬁnced strategies to assess

¢

to equilibri c)
N ~
&) v
_ r
3.2. eoretical Framew\ of Sukuk Announcement and Stock Market
\ieaction
2%2.1 Trade-Off Theory

The proposition of Modigliani and Miller (1958) assumes that there is symmetry

in the information held by the firm and investors. According to the theory, a firm should
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finance its capital majority through debt to increase the value of the firm, which gives
more leverage and provides a tax shield, as well as lower financing interest trwﬂﬂ
paid for internal financing. O}
According to this theory, a firm that aims to expand its operatﬂNould rely
more on debt, taking into account that investors hold sufficient and information

symmetry about the purpose of the capital financing. From oMewpoint, under

the trade-off theory, firms will only take decisions (i.e., is W s‘ocks or debt) if

apit aWizing the
L

on of th ec*y_k&-}zt'the
e@ ich.Jgﬁhe to the

tnformation @3;
foc@ﬁ on determining

they expect benefits from the issuance, such as financing

stock return of the firm within the stock market. An i ti

market reaction to both equity and debt securiti

stock market imperfection, where the case

The first theoretical approach @pital stru
whether there were any functional Qﬂsnsh'@%t

weighted average capital, and e of the mparky(:;ﬁ]ese were developed in

@ ratio, the cost of the
N

perfect market scenarios b md cl ictory c@sions. However, Modigliani
for

and Miller (1958) ser\% eferer}c l:'bgeq@t investigations that relaxed the
giving ris

restrictions of thei pothesis, i e%\fcbn./some imperfection or real market
situation. Accokding S 0 aﬁaetano (2015), currently, not all the
¢

imperfectioes% stock market ﬁvbg‘a?n be identified, and not all have been taken
t

N
ssessitheirimpact ow\%e company's debt-to-value ratio. Hence, there is

into acc
a con;&s that the value of c@é‘zr;es can vary through indebtedness due to the fiscal
e Nd other market imperfections, such as the costs of financial difficulties
%nter & Petersen, 2017), agency costs (Priya & Mohanasundari, 2016), and

QOrmaﬁon asymmetry (Chauhan, Kumar, & Chaturvedula, 2016), in many cases



determining an optimal capital structure that compensates the costs with benefits as
assumed by the trade-off theory.

According to Dann and Mikkelson (1984), negative reactions are no@arily
systematically related to the purpose of debt issuance only. Rather, the be linked
to other reasons, such as high debt securities size that targets new ingestments, or to
serve the current firm debt. In their view, stock market prospectds has sufficient
information to judge and assess the firm’s financial positiof; ﬁh-w ks to direct the

investor’s decisions. In this debate, later studies to an Wn (1984),
L

1), who co dwtgﬁgt'the

% e a%?ﬁurposes.
ket r@?c:ns to three

mar@QYnformation. The

investigated the US market, such as Fields and Maisi

US stock market denounced the neglect o
Furthermore, Fields and Maisis (1991) ibuted s
determinants: the owner’s structure %a( shield,

previous work of Modigliani and Mﬂyjl%B) attri W @hield as being one of

N
the leading reasons or factors b%& incfeasings ck(ipﬁaz, thus considering that a

tax shield represents a leverage rac] a tage @ is expected to increase the
b

return of stock in the c%s aight‘(‘j t( e:‘llds @Iais, 1991; Franco Modigliani &

&
Merton H Miller, &%irmsw reClgn.g and growing profits may be tempted
to issue fixed-iw stru t redtée&he payment of the income tax rate.
0) d

!
’ (J"?
\
3.2.2.2 %kg ord eory
AN § | o
inancing firm capital @debt has received much attention in the finance
li }E The Pecking Order theory of Myers and Majluf (1984b) based its assumptions

ating that there is no optimal capital structure, but rather that managers use the

ierarchy of preferences when making new investments. First, they resort to financing
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with internal funds because there is no information asymmetry, then debt is used, and,
as a last alternative, the issuance of shares. T

Based on the pecking order theory, it is better for the firm to rel@ernal
financing than debt or issuing shares. This is to achieve two objective?,;q, to avoid
any negative reaction from the investors (due to symmetry inf%t'mn held by
managers and investors), and, second, to obtain a positive or neﬁl.y:tion that results

from the internal financing instead of issuing risky debt (S 6). I-tence, itis better

for the firm in this situation to reconstruct its capital st re ralyi e internal
"X
financing source. [ _\C—}

Myers and Majluf (1984b) stated that c s prefer an emselves

with internal resources by reinvesting profits taksﬁad age Q@Y investment
opportunities in the market. It has a\%a argued wh@‘bmpanies require
external resources, they prefer to he debf\_g'. : Ta p(\bond) and when this

possibility is exhausted, the is:a% bonds is sen;(tg(as due to the presence of
information asymmetries b }hel
d

Myers and Majl onten
4
inefficienciesin ian%nt d@ sed tgbe asymmetry of information. Another
study by Myers@am- '994) ighlighted the importance of the theory that
¢
uses a hiera ﬁfobpref ence far t{e 165 f resources when there is an internal deficit
et

N
that for%

mpafiy.to ?ess e@]al resources. The pecking order theory suggests
that nies decide to fina cezgﬁemselves, first, with internally generated capital due

/

t \mmetry of information, secondly, by external indebtedness, thirdly, by issuing
onds, and, finally by issuing shares as these are assimilated negatively because the
wners cede part of the company and also face incomplete information that is in the

stock market.
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The pecking order theory states that companies base their debt decision on
financing costs, opting first to borrow internally. If it is not possible to contract?ﬂ'n
the financial sector, as the second option is not viable, it will seek finan@\jkough
bonds or shares. However, managers will prefer the issuance of bon se when
issuing shares, firms lose control over the capital of the company. mis theory it
can determine whether the companies follow this order at the '@*. ndebtedness, or,

Asymmetric information constitutes the main arg t of iw assuming
L

| o | o
that firm managers possess more information abo firm fval ttﬁn _\ﬁabntlal
investors (Myers & Majluf, 1984a). Hence, taki ight decisi bou@g optimal

a \ T

decisions, a@sing between
yerén‘d Majluf (1984),

in contrast, seek an optimal capital structure.

structure of securities essentially relies on fw ge
the internal finance and the external t. &cording

increasing the firm capital by issui StOCkS\I|'N¥U ip@\mgative impact. The

N
negative reaction of the stock m% thisgase, illibe ‘eé‘lained as a response to the
higher bankruptcy cost. Th %marr s tend to t's“@feir equity issuance decisions

to the market timing c% WhicE‘ ugg t‘s‘.fha@timal issuing time the higher the

=

ence&e/risk aversion behaviour of potential

firm mana g@ bo

will vie% cisioff ?e beh@)ur by managers, as they headed Sukuk issuance

instw&stocks, which has a@(er cost financing, thus realizing that firm managers

h%\&ﬁcient information that meets current shareholders’ interests.

stock price (Baker@&rgler, :

investors from the firmpissu ; to aﬁ?}%’ée reactions among them. Whereas if the
¢
i

vﬁll eej less severe reaction, as potential investors
3

: In accordance with the assumption of the pecking order theory, the empirical
idence from the US offered by Eckbo, Masulis, and Norli (2007) covered the issuance

of securities from 1980 to 2004. Their survey seemed to support the assumption of
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Myers and Majluf (1984) that the highest negative average abnormal return (AAR) to
the stock return found for the equity issuance is -2.22%, and the convertible bon?ﬂ!s
announcement value is -1.82%. Moreover, the straight debt issuance a \nent
showed fewer negative reactions with the AAR value at -0.24% (Eckbd'& 2007).
Investigating the reasons behind stock market reactions hWeived great
attention. In this regard, Billingsley et al. (1990) argued that different'types of debt lead
to different reactions from the stock market. The warran R;e varies from the
convertible bond type that leads to different reactions a nouncin rant bond

@

instead of a convertible bond can be interpreted based e assumpti oﬂas etr

information. This is viewed so by potential |nv pecia y the 7 issuance
of warrant-bond reflects a stable financial | , W Ie theyconve debt gives a
bad impression about the financial sit n the firm, ec mele bond has to
be revaluated at the conversion t| s mean % poteqti | risk to be assessed

\
lower than at the time of issu ngsﬁy et ,14199 espite the less negative
impact on the stock market m e vj nd a cement compared to that of
the convertible bond,% erent gnlf nt |on from the stock market is

attributed to the str %of

However udiesfro 'stoc rkets such as the Dutch market, showed
a less assoc gatl e ab mél tu from the warrant bond compared to the
convert' e (D Vel , 98) Subsequently, the results from the German

stoc&ket confirmed the D@éh stock market. Gebhardt (2002) supported the
a on that the warrant-bond announcements have a less significantly negative
compared to the convertible bond (Gebhardt, 2002).
Conversely, Kang and Stulz (1996) reported a different result from the Japanese

stock market, where a more negative abnormal return resulted from the warrant-bond
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announcements than that resulting from the convertible bond. It was concluded that the
market condition articulates the stock market reaction. In a stable financial coTﬂ
the stock market reaction seems to have zero or positive return reaction, @ due
to the low level of risk aversion by the investors. Meanwhile, in an u financial

condition, investors bear a higher level of risk aversion, which leads Rnegatlve stock

3.2.2.3 Market Efficient Theory ‘\d
L

Under the efficient capital market hypothesis, iel andiFa (197 plied

reaction.

the concept of rational expectations to financial and h§p zed .Q‘Ifinancial
prices contained all available information. N@, it shs‘ul tbep ‘{e to use past
prices to predict future prices and, at“Best, there woul 0 d@‘ence between the
market prices and the fair prices anC|aI a ?h ”P\narkets are "weakly
efficient”, future prices canno |cte@ on t cbasko \past prices. This rather
restricted statement alread \ﬂctl ry o Q ptation expectations, which

assumes that past prlc% all?‘!ejé‘rln for future prices. In agreement
with this approac ricand ‘9 \'ec (201 ntended that the so-called "technical
analysis" of th ar \QE'S to 4 t| fy past price patterns with a view to
predicting f s@ce vem ts Id e totally absurd.

A to i ‘,and ma (1970), markets respond to semi-strong

efﬂ*&when the prices r@ all publicly available information. In this case,
f% are impossible not only on the basis of price developments in the past, but also
Q into account the new public domain information relevant to the investment
ecision. Many empirical studies, such as (Bartolucci, Cardinali, & Pennoni, 2018;

Patel, Savani, & Poriya, 2017; Syed & Bajwa, 2018) support this claim. However, this
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IS expected, since forecasting techniques would be used to make investment decisions
instead of publishing them if they really gave accurate forecasts. T

Finally, Malkiel and Fama (1970) classified markets as "strongly eff@hen
prices reflect not only all relevant public information but also interna%rivileged

knowledge. In this case, the market prices and the fair values of the‘assets would be

identical. However, in most countries the use of inside infor tWthe purchase or
sale of securities is illegal. Therefore, an efficient market i SCng orm would be a
&S rwm, 2016).

a logical_incohsi fe}:‘z;/: if

market populated by criminals (Akbas, Armstrong, Sore

In addition, the concept of strong efficiency suffers

prices always reflect all information immediat

ke{ 0 Io&l&%r it. But

Id ngérgaect all the
&

According to this theory, th@s of as i )@%s all the information

available on the issuing compa%to this cir tarkcs:x/hich is predicted by the

semi-strong variant, it is not,possible t:Tt onomic a e@ can systematically win over

the market, since it w% orate, almos im‘mb@'ﬁely, the “valuable” information
P 4

possessed by that a

terms, the pricew ry i
¢
everyone h %ss to such f&metiJo ). Most stock markets run smoothly and
NN

efficien% se many_ i ?stors@buying stocks and selling stocks regularly. The

mar s to form an equilibr oint based on those transactions, so the efficient
q p

%&ypothesis stated that it is difficult to use the information to make a profit. This
i e

if no efforts were made to acquire infokmati

information (Sensoy & Tabak, 2016). )
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:s to a time lag between the event occurrence and the information possessed by
vestors. Different markets tend to operate with different degrees of efficiency. Even

among investors who believe in the efficient market hypothesis, most professionals
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accept that different asset classes are more risky investments than others, and, therefore,
can generate higher returns. T

Rajan and Zingales (1995) found similarities in the capital struct(rﬁ}mveen
companies in developed countries; basically, they found that, give in market
conditions, such as information asymmetry and free markets, companies converge at
close levels in their indebtedness. This occurs because the financial systems of
developed countries are stable, and, therefore, companie %efd to vary their
leverage greatly. On the other hand, Baker and W r (2002 3|zed the

@

opportunity effect on leverage, which is that compan crease/thei etﬁ v_\ﬁey their

share prices are higher (this is related to the fi i accele'r eory)JForder to
maximize growth through debt; that is to the portu@to borrow in
those moments.
3.2.2.4 Market Timing Theory T ,<\
The first debate about th% tlmﬁg w testew(')Bayless and Chaplinsky
(1996). This debate attrlbut so qui offe 0 an opportunity signal from
]:nd a‘pl (1996) sends strong support to

the stock market. The % ayle‘s‘
managers’ conc Wt the‘ \?lg\Of e
attempts to make, market timi

g%y@ er and Wurgler (2002) explains the capital

The tEE mar et ti
structur edron thé ; send@ the market towards companies, which is why

nﬂg& tend to issue shar (@fen a favorable behavior is perceived in the market,

cgylssues and to investment bankers’

re in@aﬂ part of the equity issue decision.

a%h tend to buy back their own shares when market values are lower, evidencing a
Q onship between the capital structure of the company and the historical behavior of
market. According to this theory, there is no optimal capital structure, and, at all

times, the financial structure of the company is the result of financing decisions
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accumulated over time. The theory of market timing tries to relate the decisions of
companies regarding their level of indebtedness with certain sociologic

psychological factors of the components of the companies. These factorca\SDe the
psychological attitudes of company managers, the previous experiencﬂ;wnagers or
their gender. In the case of the theory of market timing, the capital stru€ture evolves as
a result of an accumulation of events that occurred with the ¢ iwket. The factors
that influence financing decision making are information as etries
“In this theory, there is no optimal capital structureg, financin C

ker & Wu rlz@‘.‘r

eo% is’ho opt\l,ml capital

acc@?a:e over time

in the resulting capital structure”. Frowant of view cap@%tructure is solely

a product of historical financing de@'ﬂs rather\n\a%ri a(z\objective, and, in this
N

context, it coincides with the Pe%der ?heor Huarl% itter, 2009). The theory

of market timing suggests }eithel e-o@'eory nor the Pecking Order

d agency costs.

-

&

ions only

accumulate over time in the resulting capital structur

Baker and Wurgler (2002) establish that “i

structure, for the market timing of financingudeci

Theory is consistent w gative effectof ﬁe@?ket value / historical book value
’ 4 ¢ &

ratios on indebte(mgu!&mtead, r \ma ns thﬁo’mpanies decide to issue shares based

on capital market.con

itions: eren E%étween equity and debt issuance induced

by these iss Sﬁysts i su‘s e|ft y@‘rs), because they do not take care to adjust their
debt rat@é%s a fargetAn,this m&;d, low indebted companies tend to be those that
raisws when their vaqutK@s' were high; and, conversely, companies with high
@Mness tend to be those that raised funds when their valuations were low (Baker
urgler, 2002). This also happens when it comes to expected prices. If there are

xpectations of high stock prices, companies will raise capital and go deeper into debt

(Kayhan & Titman, 2007). This suggests a negative relationship between valuation and
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indebtedness; better valuations (market/book value ratio) will mean equity financing

and debt levels will be reduced (Hovakimian, 2006). Corporate executivev!e

securities depending on temporary variations in the cost of shares and de@hese

issuance decisions have long-term effects on the capital structuré.';\;his way,

companies prefer shares when their shareholders perceive that their relative cost is low,

and they prefer debt in the opposite case. Fluctuations in the capital markets have long-
ol

term effects on capital structure that persist for at least a ker & Wurgler,

2002). ‘\d‘ -

3.2.2.5 Discussion Outcome

-

For this thesis, predicting the stock ‘mark

bt a@‘u;lcements is

initially based on three primary theoretical perspective theory, pecking

order theory, and market efficient@pajy — @?’? t common financial
principles for structuring a ﬁm\% ﬂ

L.

The two main theore?\ges T e capita ure are identified as perfect
In

markets and imperfect% the first, s‘ fir@éories about financing decisions,
known as classical i ed; @est being the traditional proposition
and then the irr & i \ Modigliani and Miller (1958). Both propositions
focus on the %)f in bt‘d S‘Gn @g?ost of capital and the value of the company.
Subseq n%?ller,‘o\ igliaﬂ&l\963) introduced corporate taxes to their initial

mo@& reversed their pre il@ﬁéry conclusions. They suggested that since the tax

a%xge for debt can be fully exploited, the ideal would be to borrow to the maximum
e

. However, other studies, such as (Catullo, Gallegati, & Palestrini, 2015; Chang,

6015; Dhaene, Van Hulle, Wuyts, Schoubben, & Schoutens, 2017) showed that this
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benefit is only partial because companies have an option for tax savings other than debt,
and, also, due to the certain investors effect caused by market imperfections.

From the context of imperfect markets, there are three other theo@ller‘s
irrelevance theory, trade-off theory, and the Pecking Order Theory) tha?;\(o involve
some market deficiencies, such as taxes on natural persons, the Wf financial
difficulties, agency costs, and asymmetric information. T wdeficiency was
addressed by Miller (1977), who concluded that the tax be '&; ebt is cancelled
and, therefore, resumed the proposition of the irrelevance'ef the c piMlire Szrl the
value of the company. The second deficiency is cons by sever tu‘lig&@ch as
(Castillo, Nifio, & Zurita, 2017; Faccio & X , o v -of_i igni@ﬁt value,
reaffirming a full fiscal advantage for dew e fou\GIo r, 201@13; Gornall &
Strebulaev, 2018, it is valuable, as it@his tax b t to oint where it is

stated that the optimal financial stru@sis onew ?c tgl%? financial difficulties
N

are equal to the tax benefits fo%his a%proa aan@ca(plained by the trade-off
theory. The third imperfecti Med [ e agency h“q}ry and arises due to conflicts
Ceen sh

over ownership and co%
mpanief I

ph reh d‘gl's a@administrators. This can be more

easily recognized i

when the compw deb
¢

level of debfg@ the [cos tIésec:Jo flicts are minimal, that is, an optimal debt
ICh i

structur%

has been explain@om two perspectives. The first is based on the

debt%gnd between shareholders and lenders

Fcingtié{/ projects (Bolte, 2017). There will be a

N
s sup Py thg.%)position of the trade-off structure.

aé tioned trade-off theory, which considers that the risk aversion of the manager,
s the signals produced in the market by the way of financing the company, are two
henomena that influence the decisions of the manager; and, in the attraction to take

full advantage of the tax benefits provided by greater indebtedness, the manager would

80



only choose a moderate level of it (Nicodano & Regis, 2019). In contrast to the trade-
off theory, the second, the Pecking Order Theory, considers that there is no wﬂﬂ
capital structure, and the company first chooses to finance itself with resour@have
less problems due to the asymmetry of information between manage&the stock
market participants. A hierarchical ranking of capital structure preferences of the
pecking order theory is followed when the most desired sourc Mausted.

Both proposition trade-off theories have received e k:ri icism. It is first

questioned that their hypotheses depend on the certainty ele IW/ariability

| } Ny
of the operating result (Lotfaliei & Lundberg, 2019), Il as the st tu[e &ﬁm erest
rates in the financial markets (Oktavina, M Yuniarti 8).Q‘&'ond, the
9

inability to find an optimal capital struct&w c
company. Yapa Abeywardhana (ZOlwzalded that
define, the argument over the e%of inde\tnes_bggs [

N
discussions about other elem he ﬁnanc I«structérz, with observations on

&

patterns of financial structu mted 1 e ere@strial sectors and on factors
Z ge o thé

of the financial situati as the any, the prestige of its leaders,
’ 4 ¢ &

market conditionw newl iIit)éJ
The pecking order the rets @’ﬁons about the capital structure based on

S l
¢
three ascendi Sfe)ls offfinan al&j gﬁ}inancing level decision is interpreted by the

axirm@hvalue of the
opt@ﬂ‘fn IS not easy to

,@\}ally combined with

N
public % y. B$i%]b,)}'1 thefirst level firms use their retained profit to finance
L 9
thei ital structure as it i@%idered the first source of financing, and on debt

financthg at the second level since it reflects the higher leverage of the firm. This action
e firm with asymmetric information leads to a negative public reaction as the cost
f capital financing by debt increases with asymmetric information. The third level of

financing the firm relies on external financing via issuing shares.
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The financing decisions correspond to an order of hierarchy of preferences
(pecking order). In contrast to the trade-off theory, it is argued that companieswm
have an optimal debt ratio that can be deducted from a cost-benefit com@%ﬁm of
debt, but the fundamental thing about the company's financing policy i rease the
external financing costs generated by problems, which is due to“%the asymmetric
information between managers and investors. Therefore, firstly, the*¢ompanies would
opt for internally generated funds free of asymmetric inf tion, se':ondly for debt,
and, ultimately, for the issuance of shares because the s mar et‘)ss@tes itasa

negative signal. Although with the pecking order

isfact r‘at" Yth
sfactory e '.& e
Iit)O\ffa any %me given,

e deﬁt rati bew\é‘rﬁzs:ock market

sectors, or to explain why some matu %wies with dané‘é’h flows prefer to

maintain high dividend payments i@ﬁjd of a@';ngth o@‘b or others with high
N
technology and growth prefer %n@rmher@ debt (Zeidan, Galil, &

inverse relationship between indebtedness and

it is not useful to demonstrate the differen in

\\%
Shapir, 2018).

‘{'\ |73 S
Inlightofthetra% ory, the capi I“s‘cr e of the firm is determined based

k4
on the balance bet the coit
consideration that the“firm
¢
h

debt financing. ce, n

efit %Qbe external finance, while taking into
ent i ”§6fe to decide to what extent they rely on
rrg etpje t more cash flow, it moves towards debt
financir% efit fr taxsEEId, which is interpreted by the stock market

posiﬂ'A In the perfect capi@érkets assumption of Miller and Modigliani (1963),

t SNS market value is independent of its capital structure, as the Modigliani-Miller
heerem demonstrates (Allini, Rakha, McMillan, & Caldarelli, 2018). In reality, market
perfections that have been presented as determinants of the firm's optimal capital

structure can be placed in the category of taxes, bankruptcy costs, and agency costs. The
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general result of these extensions is that the combination of leverage-related costs (such
as bankruptcy and agency costs) and a fiscal advantage of debt produces an Tm
capital structure from a level of debt financing, since the tax advantage c@%\wrth
the probability of incurring costs. A

For the market efficient theory, the stock market reaction is based on the market
condition, which is reflected in the stock market information. Henceoth positive and

negative can be determined based on the stock market con ] e er, this reaction

will disappear due to the equilibrium point based on sto arket rw
hé @ts of

high leverage is one, as the external debt provi shield". This is

a tax benefit that companies use to reduce the wei tedoiver cost Y[;rtal through
indebtedness, which is in agreemen trade -0 ays the cost of
issuing debt (the interest rate) is ch than th Ke ed by the shareholders

of the company that issues capr bou%ht b nuest rth a higher level of risk

Firms seek to issue Sukuk for many reasons ich, gaini

in pursuit of higher return r r Oha co y to decide to issue debt, is
that the shareholder be% also b erived 1'r comblnatlon of repurchase of its
own shares and d| nds F(T e of k issuing Sukuk for a firm is an

alternative to 0 aln anci |cat ove But it is different from using the
Sukuk to p ore ebt trﬂu% than if that money were used to boost the
ktmerts é
Y-
event of the annour@ént for issuing Sukuk by the firm can be interpreted

Iy by investors, as there is asymmetry of information among them. One must
Q into consideration that increasing the level of firm leverage calls investors to revise
eir decisions towards holding the firm shares or invest in risky debt issuances (Eckbo

et al., 2007; Parsons & Titman, 2007). Previous related studies (Dann & Mikkelson,

compan
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1984; Eckbo, 1986; Jen et al., 1997; Long & Sefcik, 1990; Marquardt & Wiedman,
2005) have identified significantly negative reactions from the stock mark?e
negative market reaction should be viewed as the cost of issuing the secu@\)hat IS,
management’s choice of bond financing may function as a “signal” *stors that

management is highly confident about the firm’s future, thus alloNg the issuer to

avoid much of the negative information costs that attend ventional bond
x on

announcements. But if the market response to the bond is 'iverage, there is

Ve,
few SWO or even
| ]

positive returns. Also, it is attributed to activities in arket’s re or‘ t(@erent

also a good deal of variation in that response, with qui

kinds of bond issuers. Table 3.1 presents eoretie'al | 0@3 Sukuk

announcement and stock market reactlon 0\ é\v
&
O

c,, NS

S UE

Y ‘&

‘ \
Table 3.1: Theore% Su ka ouhc@nt and stock market reaction

—9

'k.,

Suk nounCQ\en.L U Stock market return
L]
1. Trade; ry - i |an ﬁler (1958)
Thefc structare Is determined based on the balance
een the cost | o the external finance, while taking into
ation at the firm nagement is able to decide to what extent

elies on de ancin
2 Pecking order theory =‘Myers and Majluf (1984b)
\ ssuing external flna}mg sends a negative signal to the investors
Efficient market theory — Malkiel and Fama (1970)

E Sufficient information is available to the stock market participants at
zero cost. Hence, return on stock market either in positive or negative
trends reflects all the information held by the market participants.
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Sukuk criteria

Q}Y"

Tenor
Stock market
abnormal return
Coupon

V

Market -cap '

Time-lapse N\
é\ | S
‘ —

Figure 3.1: Theoretical Framework - Sukuk Announcement and Stoc
Reaction

Pecking order theory - Myers and Majluf (1984b)
Trade-off theory - Franco Modigliani and Merton H
Efficient market theory — Malkiel and Fama (1970)

Miller (1963)

3.2.3 Empirical Evidence on The %ement 0

From the review of previous s@s conceﬁ%

Fields and Maisis (1991) reve y positive redctions at the event window

&
(-1, 0) from the stock price%&hsuj in the US%KL et during the period (1970-

1987). Kang and Stulz pported the di'ng@'Fields and Maisis from the stock
’ 4 ¢ &
markets of Japanwthe@e sucgghificantly positive reactions at event
window (-1,0) tw ed 'ces f{t-)}%r’the Japanese stock market during (1985-
¢
1991). C) 4 (Jc.)
\
R%bodadr eld 4) screened more than 35 event studies during
Y.

thegﬁ from 1984 to 2\ which were related to the conventional bond

a%\utements and the impact on the market value. The results of these studies can be
e

d into three categories: negative, positive, and non-significant influence,

Qwever, the average mean of these studies showed a negative abnormal return mean

of -1.14% for convertibles and -0.02% for warrant-bonds.
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Liao, Mehdian, and Rezvanian (2017) found that the stock market reaction varies
from country to country to the contingent convertible bond announcements. HT,
among 68 bond issuance announcements from 16 countries, in general, th@ that
most of the announcements experienced a significant and negative reﬁ& from the
stock market, which was interpreted by the different capital marketfefficiency in a
country to country analysis. Kim and Han (2017) linked the_significant and positive
reaction of the stock market return in Korea to the %

1pportunities of

investments, as the better valuable investment opportuntties wit 'n"m\c.dtal market

N Ty
lead to a positive return from the stock market. , Rahman dl @2019)
investigated the stock return reaction to the?q. nnane fro@lalaysia,
Singapore, and Thailand. The results confiw sigmificantsand p Y(;cumulative

average abnormal return over the |od>2008-2 he éﬁ\ts obtained are

inconsistent with Smith Jr (1986), \@jropose \sng e;(éét reaction to the bond
N
issuance announcement, Which%stentqmth ecsigz@g theory of Ross (1977)

that hypothesized a signifiiit r ctio’v om the st arket to the debt issuance

announcements. [ 0
k4 b o &

Several deternﬁths of ié:; arke tion to the conventional bonds were
St

tested by the previousestudi h h%?bunt of issuance and bond rating (May,

!

¢

2010), mat Gf)f issuance na' (e‘g;?on (Li, Liu, & Siganos, 2016), issuer
§ N

charact(sb uch gs ?io, sla&of capital, market to book ratio, total assets, and

b

profi ity (Dutordoir & V@e’ Gucht, 2005), stock return volatility, and market

o

=~

r \)Iatility (Dutordoir, Li, Liu, & Verwijmeren, 2016). It can be noted that till 2014
hewmeta-analysis of empirical studies by Rahim, Goodacre, and Veld (2014) that

vestigated the determinants of the stock market reaction to the conventional bond’s
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announcements ignored the time-lapse factor. To fill this gap, this study included the

time-lapse determinant to check its role in determining the stock market reactio

S

3.2.4 Empirical Evidence on Announcement: Implications of ic Bonds

(Sukuk) ?
In the Islamic finance, identifying the market reacti nhb/Sukuk issuance
nz;s

announcements is still limited as only a few studies focu i a{ea (Godlewski,

Turk-Ariss, & Weill, 2014; Mohamed, Yahya, & Ishak, ; Rahim ad, 2014;

uy
Sherif & Erkol, 2017). This is due to the emergin et of the Sukuk i@ ent.
Below are three categories of stock mar ti% Sukugrissuance

announcement from three different dimensiﬁw nves:"gat ; Firstétsd;es focus on

identifying the different stock market“reactions to the f a@ﬁncements (either

Sukuk or conventional bond); seco dies that4 ?g 410 k market reaction on
N

a period basis breakdown the i tion %erio mthrﬁ‘:’b-periods, prior, during,

and post the global financ'ﬁ}&; ar Ir studrg“\}fat investigate the impact of
Sukuk announcements% oral t? IS Wi h‘l‘f{ th&ock market.
&
&} l SN %(J
3.2.4.1 Comparisontbetw ' Mac/é(Reaction to Sukuk and Conventional
¢
Bo & ; & (JC')
\
Ir%k h thg” ison b&veen Sukuk and conventional bonds, the study
iy

con by Ashhari, Chun, Q@ﬂassir (2009) is one of the early studies that focused
0 Xomparison of the impact of Sukuk and conventional issuance announcements
n'stock market reaction. Ashhari, Chun, and Nassir (2009) tested the effect of both
pes of debt instruments (i.e., Islamic and conventional). It was found that the Sukuk

and the conventional bond announcements showed different reactions on the Malaysian
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stock market. They found significantly positive abnormal returns one day before the
issuance of Sukuk, and non-significant positive returns during and one day a?lm
announcement window, while the Sukuk issuance announcement showed a@amly
positive abnormal return in the window (0, +7). This can be interprete ing due to
the stability of the Islamic debt instrument during the global financial'erisis, unlike the
conventional bonds that were affected by the US stock markets, as*most were tied to
international issuances. For the conventional bond sample R.as zl non-significant
and positive reaction from the stock return to the conventional bon irw‘all period
(-1, +1). Seven days after the issuance of the conventi onds, asigni cahtl{p;zi‘tive
response from the stock return was found (A i, 20 9)." T ults_réported by
Ashhari, Chun, and Nassir (2009) are for th@?&wou ent Q@g\jations from
2001 to 2006, which did not take int h that the k V\éﬁill in the growth

phase at that time. Also, the low tr@sof Sukukwi ?ut ,@Iaysian' stock market

at that period. In brief, the emp%ﬁ
the Malaysian stock marke@ical ing @e testing period from 2001-
2006 is the initial pe% ukuk.“lhe Z}Iz{y@stock market participants were
attracted to debt seCurities thzit Wit@Shari’ah principles. This result is
consistent With@wlli of (1977) that hypothesized a significant

N
ari, Chun, and Nassir (2009) from

!

¢

reaction fro %stoc mar tJ tfej ebt issuance announcements. Ross (1977)
% N

consideréd thatithis rgacti fomt ock market was due to changes within the stock

marﬂhe to political, financ@d regulation changes. Therefore, a positive reaction

f \h stock market was directed more emotionally instead of assessing the relative
iskvand return.
Although the study by Ibrahim and Minai (2009) covered the same testing period

as Ashhari, Chun, and Nassir from 2001-2006, the results regarding the conventional
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bond announcement reaction were contradictory. A non-significant influence was found
from the conventional bond announcement in the overall examined period at wiwﬂ-
60, +60). Meanwhile, the Sukuk announcement revealed significant \itive
abnormal returns for the event windows (-3,0) and (-3,+3) (Ibrahim &%al 2009).
Ibrahim and Minai highlighted the influence of the announcement-Wted factors,
which included the size of the issuer, the amount of issuance, t IM free cash flows
of the issuer, the Tobin’s q of the issuer, the level of leve %htn ’ah compliant
status, and the securities commission approval status ( V. |ab ured by 1

if the SC approval has been given to the Islamic bon ance and th}n@ The

issuer’s investment opportunity (measured by the.fi S fo(?o have a

ounc@;z]: while firm
size, issue size, and the approval fro%;aurities co |53|@0wed a negative

influence on the stock market by ukuk |s\m§§ ga Q@\cement The positive
relationship between wealth e% mv&tme oppomin?ty suggests that smaller

size firms with greater |n S sh issue Islamic bonds since,

relative to larger firm n ben 2}6 'fro@‘the information content and the
signalling role of Is &%bond‘s nnou ents
Godlews et 201 |gatee:§f0'ck market reaction towards Sukuk and

positive influence on the stock market by thésSukukiss

41 @sm over the period 2002-2009. The sample

conventlo nno ce
mclude 7 kukﬁ ann cements and 93 conventional bond issuance
ann ents The results @Wed a negative stock market reaction to Sukuk

a%u ements, which is attributed to the Sukuk issuance by lower-quality debtor

6 anies, which gives a negative signal to the stock market.
Elian and Young Taft (2014) applied the AAR and CAAR tests to the Gulf

Cooperation Council (GCC) over the period (2004-2012). Significantly positive
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reactions were recorded for the event [-12, +14], and insignificantly negative and
positive reactions to the whole event window, which shows a late reflection fw
market to the Sukuk offering announcement. Such later reactions are attrlb@o the
information absorbed by the market. Based on the available market infd’ﬂkpn related
to the announcement transaction, market participants (such as investow managers,

and firm managers) work on revising and judging the announcgmen ansaction (Elian

& Young Taft, 2014b). Hence, market reactions may le positive or negative
reflection. ‘\d
@
NS
| S
3.2.4.2 Prior, During, and Post Global Finageial Cri \ \}Y*

Islamic finance scholars have paid mw

nstra@‘( e suitability

of Islamic finance compared to conve the @) | financial crisis.

,gy

In this context, several previous stu sted the ?var e@action towards Sukuk
N
announcements within three-ti ons — priar, dur d post global financial

crisis.

\
Recent studies %Y:al : I!i)-lj Ah 2014) have focused research
investigation on th ﬁn&ct of‘ m |ss@ announcement on the stock market
reaction before,aduri \:}globesﬁﬁanual crisis in 2008. Alam, Hassan, &
Haque (ZO@HHG as Ie%fb Sukuk and bond issuances from the stock

alays@ Indonesia, Singapore, Pakistan, UAE, Bahrain
and ﬂ&The seven stock mz\l@} possess Sukuk issuances that are estimated as being
e Xnt to 89% of the total world Sukuk issuances. Alam, Hassan, & Haque clarified
|fferent influences of Sukuk issuance announcements before, during, and after the
lobal financial crisis in 2008, as well as the impact of bond issuance announcements

during the same period. Insignificant positive reactions were found for the Sukuk and
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bond announcements for the overall period (2004-2012), while significantly negative
reactions were identified for Sukuk during the crisis period (2008- 200

significantly positive reactions after the crisis period (2010-2012). Meanw@bond
issuance announcements showed significantly negative reactions he crisis
period (2004-2008), and insignificant negative reactions after the cri?ﬁzriod (2010-
2012). The findings reported by Alam, Hassan, & Haque_were%attributed to the

characteristics of the Sukuk issuers, which showed a | gofitz'bility ratio and

leveraged. This weaker financial position of the issuer es a ewgnal from
®

. \2

investors towards Sukuk announcements. l :C—)

Ahmad and Rusgianto (2013b) focused mi% a.C}’- reaction
to the Sukuk issuance announcement post 20 -20&? financial c%gq heir results

were sampled from the Malaysian m@cmcally,

Ahmad and Rusgianto (2013b) f non- S|\1‘re%t ositive reaction from the
N
Malaysian stock market post t %lal crisis. Regard eg?)f the conflicting results

a how@gmflcantly positive reactions

reported by Alam, Hassan, \E (2

to the Sukuk issuance %&ent aler t ‘Ii'n | crisis, the study of Ahmad and
Rusgianto (2013b) \ﬁ\mlted iss@ over the period 2009-2010, which
differed from t %@ &m %‘E&que (2013) that used a wider sample that
included Su Issuanc ove h!pe(j;‘,(ZOOQ -2012). This shows an improvement
from th(sé%
perlﬂqA

1-2012 were affect@ the global economic improvement post the global

Zm%pany issuances.

arket Pn pos&e period 2009-2010, as the issuances over the
c

Q Mohamed et al. (2017) investigated the stock market reaction to 115 Sukuk

nnouncements in Malaysia. Three sample time frames were tested, prior, during, and

post the global financial crisis from 2002 to 2013. The findings showed a significant

91



and negative stock market reaction on the day before the issuance, as well as on the day
of Sukuk issuance, while there was a significant and positive reaction from th
market 30 days after the day of issuance. This result indicates that it take@time
for the investors to assess their decision towards the announcement ev*s well as
clarifies the role of the time factor in designing market participants’ dé€isions.

Khartabiel, Abu-Alkheil, Ahmad, and Khan (2019) Md event study
cﬁ

methodology to test the stock market reaction to the an ents of Sukuk and

conventional bonds in 12 stock markets. Using a sample 37S k‘u\a@ncements
"X
riod 2005- 7Jth&¢adings

the% ipfncial cfisis 2005-

ional btinds. uringé’;geriod, there
was a negative reaction from the stocwza for both um@and for the post-

crisis, a significant and positive st@saction % S pi{\market was found for
N,
Sukuk announcements and an i%cant g}ock arket <r(Q;a(‘;?ion for the conventional

bonds. The significant and *;iti reali poSt-crisi he announcements of Sukuk

is attributed to the mar ipants’ hew ol!, eness, and increased demand for
NG

Sukuk. \ l %
In brief, bﬁe\l&”pre 'QES t@/aluated the stock market reaction to the
‘ 3
Sukuk issu nounceme béor&/ uring, and post the financial crisis, it is
S S

conclud att b g

and 231 announcements of conventional bonds over t

confirmed an insignificant stock market reactio

2007 for both instruments — Sukuk and ¢

A\

. There was an insig'K nt reaction from both the Sukuk and conventional

%\ bonds during the financial crisis. Modirzadehbami and Mansourfar (2011),
Q and Godlewski et al. (2013), found that investors had the same interpretation
of both types, taking into account that the issuance of any type of debt

securities during the crisis period is an indicator of bankruptcy of the issuer.
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2. Figure 3.1 shows that the results for the overall period, including the crisis
period, revealed a significant and negative reaction from the stock m
Sukuk issuance announcement including the study of Godlewski @013),
which is attributed to the event study methodology that rehef% e average
approach in calculating the average reaction. Hence, the CWesult for the
overall period amended it by the significantly neg |\Nt|on during the
crisis period, which interprets a sharp adverse seleetio ro the investors in

the crisis period to the Sukuk issuances. ‘\d

3. Regardless of the compliance of Sukuk to Kah, investo or‘s&ééukuk

as being one of the firm’s financing QKe.f Wd?manmal
position of the firm during the w as estors@px;/ the global

slowdown economy to t astock . T@ investors react

negatively to the Sukuk |@3et vo\thE le f%redlt risk of issuances

] 06 r 07 08 09 10 11 12
A4 'O
@ @ © & e—@ e—@ —
Ashhari et al. [5+] ' \ L}
° e
Ibrahim and Minai [S+]

Modirzadehbami [NS]
k x é A .
‘O Ashhari [s [S+]

/
l/
G?y/
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Godlewski [NS] [S-]

\ ° o0 °
Godlewski [S-]

Figure 3.2:Some Results of Previous Studies Concerning Stock Market Reaction to
Sukuk Announcements, 2000-2012
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3.2.4.3 Sectoral and Overall Investigation of Sukuk Announcement T

This section reviews studies that investigate the impact of Sukuk an@]ents
on the stock market reaction in sectoral types. Modirzadehbami and M ar (2011)
investigated the impact of the Sukuk issuance announcement on stocWet reaction,
which covered the time period from 2005 to 2008. Modirzadghbami“and Mansourfar
examined the abnormal return hypothesis from the Suk dXn.ce' announcement.
Their empirical results revealed that there was a significantly negative s‘e or‘l‘; day
before the announcement day. Meanwhile, insignific gative'reacti nsi w@ound

for the event window (0,+1) (Modirzadehbw oufa\lfz 4 \Y

Ahmad and Rahim (2014) conducted @study'that@aime examé“;{;\eimpactof

et r@fion of three stock

the sectoral Sukuk issuance announcements Eathe stock
market sectors. To achieve this, the&%ruction,\rc‘s_g;' ga j(@ustrial product sectors
N
were selected to be tested. At th%ime,%e ab mal{;@ return was divided into
three time periods. The firs% reple edithe pé prior to the global financial
crisis (2004-2006), an nd period was o‘uri@'the global financial crisis (2007-
’ 4 ’ &
2008). The postj‘@l g|0? \is&s Wasgentified for the period (2009-2011).
Ahmed and Rahim (2045) f nifié& positive impact of the Sukuk issuance
¢ (.%
announcem he stock kJ r%cjti n in a few window events [-3,+5], [-3,+7],
N
[-4,+101[-7,+3}, [-7,{7],0QZ,+4], [%+15], [-30,+30], [-20,+10], [-20+40], [-40,+20].
Y-
Aﬂme factor played @j‘or part in determining the stock market reaction, as

t \Pger the duration from the announcement date, the reaction of the stock market
& ore significant. In this context, Rahim and Ahmad (2015) found a significant and
ositive reaction from the stock market in Malaysia for a sample of 45 announcements
selected over the period 2009-2011. From 13 event windows over the time frame (-
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90,+60), six event windows (-5,+2), (-15,+5), (-5,+30), (-30,+60), (-60,+30), (-90,+15)
revealed a significant and positive stock market reaction, which confirmed thevlg!r
time duration from the announcement date, as the investor takes time to@ the
gained information about the issuer and make a decision. A

Such results, however, were limited to the construction and“services sectors

during and before the global financial crisis. Moreover, signifi aMsitive reactions
IE;in

of the market were found in some other sectors [-10, +1 g the construction
sector, while the service sector started to show positive tions asz [-3, +5].
L 4

This may be attributed to absorbing the negative ne the stock e[ d_y&}g that

time, as investors took 10 days after the ann ate plore\/ vestment

o

d
le 372 pnTen e su y of relevant

studies. \% ng

opportunities viable for the service sector.
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Table 3.2: Summary of Some Relevant Previous Studies

Authors/Year

Sample
characteristics/methodology™*

Findings

Ashhari (2009)

Islamic and conventional bond
announcements in Malaysia during
2001-2006. The event study
methodology was used.

Sukuk = a significantsan

positive average ab %eturn
at day -1 and Cu%
Average Abnormal rn for
windows (-1, Yﬂ.ﬂ), (o,
+7)

Conventiw = non-

significant average abnormal
return, significant
tive,Avetrage Abnormal

windaw (0, +7)

Modirzadehbami
and Mansourfar

45 |slamic Sukuk announcements

from Malaysia during 2005-2008. , ave

The event study methodology was

nificant er
abnorm rnpocegrs

A

ventional bonds = significant

e day before th N
(2011) used. anhouncementdate ’ .xc?
Overal‘bpe'iod 04-
Non:signifieant Cu tive
a pX\a.bnorm reftirn for both
\, kuk'and Co onal bonds
04-200
\ gnifm Cumulative
79 Sukuk and 87 gonventiona \ € on\ji(:r:t?:)unrgl E)gn%(;th
bond announcen&iuring the (i 7-2009
Alam et al. ﬁg:ﬁgépﬁ% dor?eﬂ;ica Su significant and negative
(2013) Singapore,ﬂg‘ n U f dows [0,0], [-1,1], [-3,3]

Bahrain, and ar. v
stu nq%ogy as us

d negative for windows [0,0],
-1,1], [-3,3]

Period 2010-2012

Sukuk = significant and positive
for windows [0,0], [-1,1], [-3,3]
Conventional bonds = significant
and negative for windows [0,0],
[_1!1]! [_313]

This study was eh rﬁ

other studies yexk' ing the

(I?a ic bond'an cements effect
4l

value e financial
sector. Thre ors were selected
— construction; services, and

industrial products. The total

sectoral Sukuk issuances were 208,

which were segregated into three
periods: before, during, and after
the global financial crisis. The
event study methodology was
used.

20 windows were assigned by
the study for each sector. The
overall period has varied
reactions. The results
emphasized the confidence of
investors in the Islamic
financing tools during the global
financial crisis, as well as the
trend of investors to avoiding the
conventional financing
instruments during the crisis.
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Table 3.2, continued

Sample

Authors/Year characteristics/methodology™

Findings

15 corporate Sukuk

Elian and Young announcements from GCC over the

mar
ounce

ket compo
evise an

A significant positivﬁacg
was recorded for t

[-12, +14], in ad% n
insignificant negative and
positive over t event

window, which shows a late
reflection market to the

ahsorption from the
. theravailable
informati ated e

)

\Windows over the
=90, +60), six event
, +2),

-5, +30), (-30, +60),
), (-90, +15) revealed a

ket reaction. This confirmed

Taft (2014) period 2004-2012. The event study
methodology was used.
Yv an
N %
Q) \ n
>y(
45 O i u (
. announc er the peri It
S. A. Rahim and : Si
Ahmad (2015) 2009-2011 ysia. Th
study m se

long-time duration from the

investor takes time to evaluate
the gained information about the
issuer and make a decision.

0109y ;
v’;j | ﬁ}ouncement date, as the
’ 4 2

l\\ ((JQ

W ny The finding showed a significant
115 Suk ceme téﬁ{ and negative stock market
\(Iala sig, threg s lhplg%w‘e frames reaction on the day before the
Mohamed e&) were; prior,during, and post the issuance, also on the day of

(20 om 2002 to  Sukuk issuance, while there is a

global financial cri
291 . The event
met olo'gy sed.

N

significant and positive reaction
from the stock market 30 days
after the day of issuance.

170 announegments, 77 Sukuk
announcements, and 93
conventional bonds. The event
study methodology was used.

wski et al.
013)

Significant and negative
reactions were found for Sukuk
and bond announcements for the
event windows (-2, +2), (-1, +2).
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Table 3.2, continued

Authors/Year

Sample
characteristics/methodology*

Mohamed et al.
(2017)

Investigated the stock market
reaction to 115 Sukuk
announcements in Malaysia. Three
sample time frames were tested:
prior, during, and post the global
financial crisis from 2002 to 2013.
The event study methodology was
used.

significant and negati k
market reaction day

before the issuance, also on the

day of Sukuk i , while
there was a significant and
positive re&g’ n" om the stock

market fter the day of

Findings
The findings showed
&'sgc

Khartabiel et al.
(2019)

This study employed the event

study methodology to test the stock i
market reaction to the onventional bénds.
announcements of Sukuk and eriod showed & negat

e stock/market

s — and for the

conventional bonds in 12 stoc reacs{%.f;
markets, for a sample of 237 Sukuk fo i strur:a@—"Sukuk and

announcements and 23 N
announcements of convenii
bonds over the peri 05:2017.

The event study metho y

7]

~J

>yi sig aﬂant stock market
| reaction’ was found for the

nificant and
Ve stogEA)leaction from the
arge as found for
n

ki ncements. An

cofiventional bond

et reacgon
noUncements
conventi

used. 03
Th%gmploy
tudy 0 t

O

sinl ’Sto%k

Sukuk
d231
entional
S oVer the p 2005-2017.
en%tudy@ethodology was
N

\C.-)

e

used.

The

findings confirmed an

financial crisis 2005-2007 for
both instruments — Sukuk and
conventional bonds. During the
period showed a negative
reaction from the stock market
for both instruments — Sukuk and
conventional bonds — and for the
post-crisis, a significant and
positive stock reaction from the
stock market was found for
Sukuk announcements. An
insignificant stock market
reaction was found for the
conventional bond

i @significant stock market
a!j | 0 eaction before the global
the ept
t the sfoiok

‘%éi studies followed the event study methodology, which was specifically used to
G ss the responding impact around an event on the stock market return indicators.



3.3 Sukuk Yield Spreads and Stock Market Volatility

3.3.1 Introduction T
The Sukuk instrument is one of the capital market components, its yi@ks as

an indicator to the stock market players, and it is also affected bﬂ';\economic

conditions (Saad & Mohamad, 2017). Sukuk yield spreads give an intégpretation on the

short- and long-term horizons to the investors; yield sprea Nshort term are

explained by the capital market interest, while, in the | dg:

tI]e yield spreads

determine the future growth (Maio & Santa-Clara, 2017)."myestor, h‘a\gc#idered the

L
shape of the yield curve as a sign of future grov@w usually, it i
&

Yw
sleg@ after
recessions. Y- Y‘
The yield spread depends on several h@, for

N
falling long-term yields and/or rising rt-;am yields.

it cqﬁ;\tten due to
complete understanding of both the ﬁ%mance I%% ,{cs)‘pe of the yield spread.
h.% 2
15)

~+

esto@%n benefit from a
Historically, the yield spread an effective indic of the business cycle in

&
real time (Chinn & Kucko inc %rating the changing level of

0
interest rates in an analysi yield Spread, i t knowledge is obtained beyond
’ 4 ¢ &

what the slope of&%ld spreta \Me invgmfs. The yield spread is one of the key
inv

metrics that bo ors gau esﬁ'éw expensive or cheap a particular bond
¢

!
is. Linking g@eld spreads tlfe se?market volatility has received little attention

N
within % ure (S niff, ‘&Ii, 2018). This is due to the lack of symmetric
datag& yield spread of Suk{k\)(/\/here more focus in the previous studies was given

tg\higaﬂng the Sukuk yield spread determinants.

Q This section is an extension of the previous section of the study, which focused
n the stock market reaction to the Sukuk announcements. This section follows up

Sukuk yield spread as the next phase of the announcement and issuing. In this phase,
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Sukuk issuers who have more than one issuance care about the stock price volatility that
may result from more Sukuk issuances. This section discusses the related theweul
background to the yield spreads, as well as some empirical evidence that @s the
linkage between Sukuk yield spreads and stock market volatility. A

e

3.3.2 Theoretical Background of Sukuk Yield Spreaqi Stock Market

Fung and Rudd (1986) came up with three di t ex arwehind the
L

Volatility

different prices of the new and existing bonds. Th t explanati is‘ t@his IS

attributed to the different features of the contra en th(fe isti ancCEv bonds,

idity of.@new issuance.

fis <‘ce as a result of a

while the second explanation points to the er level o‘liq

The third explanation is related to thewae inthec

new financial and economic 5|tuat| e expla Y)f 9&' erences between the
new and existing bonds by Fun dd hav many previous scholars
and researchers (Bhagat e 5, 971, eII et al., 1984; Sorensen,

1979). Their argument% to the l;jﬁla n that new issues may be priced
um

to yield a dlfferen fom thf to reflect the transaction costs in
delivering the i e e m &
¢

Ederl 974) royi lﬁre otheses to explain the yield spread on new
|ssues ond JFi ere ' non perfect substitute between the new and
out g bond issues that t@{he same industrial classification and quality rating.
:E othesis is known as the Heterogeneity Hypothesis. Secondly, secondary bond

et yields tend to lag behind new issue offering yields, thus resulting in a prolonged,

Qhough non-permanent, yield spread. Although the reasons for this hypothesized lag

have not been explained, it is clear that those expounding this lag occur because there
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is no free substitution between new and outstanding issues in the bond holders' portfolio.
Thirdly, the uncertainty hypothesis supposes that the yield spread results fn?ﬂe
uncertainty of the new bond issues. %\
Historically, the new bond issuance has been argued from a dlffef%rspectlve
of determinants to the seasoned issuance, in that these determinants vary from one stock
market to another, while the determinants of new Sukuk issuances have received less
attention. The main purpose of the pioneer studies is to fo k;o's that affect the
new bond issue price. Conard (1969) highlighted the r f thejco terest as a
determinant between the new bond issue and the sea bond,thu tll:lp@ that
a higher rate of coupon interest of the new bo IS refI t a hlgyrlsk of a
refunding call. Conard also highlighted oth d deTrm nts th uce the yield

spread between the new and seasoneom uance (re 0 F@%) He pointed to

"h‘. maturity, industrial
\
deferment length. The

four determinants as an explanatl the not

classification, sinking fund p%x arﬂj th refun
determinants of new Sukuk?\;es \TI cuss@

a later section.

Refunding
deferment

Sinking Industrial
fund classificati
provisions on

Source: Conrad (1969)

Figure 3.3: Yield Spread Between New and Seasoned Bond Determinants
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The yield spread between two bonds is explained as a temporary event that will
soon disappear. Conard (1969) expected a period of two to three months as a tenvry
situation for the yield spread between the new and seasoned bond. This per@been
interpreted as correction maintenance for the new bond yield, where ield spread

decreases to reach the seasoned bond benchmark (Conard & Frankena,s2969). Sorensen

(1982) agreed with Conard’s specified determinants by addi Mactors. In other
words, while Conard’s determinants have been inclu izthe microeconomic

n identifiedf under the
@

determinants, three new determinants have also
macroeconomic determinants, which are the interest ycle, the dni@}bwth,

and the tax rate changes. Cai, Helwege, and 2007y a that_asymmetric
SN\ X
as |

information, as modelled by Rock (1986),%

yield spread. The researchers suppo raious stu

pricing of the new issue to the lack o@s’lable @gn
% (ating, $i

to include other determinants,

(Barrios, lversen, Lewando@ SeT
3.33 Theoreti(j\@mev@
Volatili

F% Rudd came=up with three different explanations behind the

rices of the new @&(isting bonds. The first explanation is that this is

VE

a%’ to the different features of the contract between the existing and new bonds,
the second explanation points to the higher level of liquidity of the new issuance.
he third explanation is related to the difference in the cost of issuance as a result of a

new financial and economic situation. Here, the explanations of the differences between
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the new and existing bonds by Fung and Rudd have been argued by many previous
scholars and researchers (Bhagat et al., 1985; Kessel, 1971; Kidwell et al., 1
Sorensen, 1979). Their argument is closer to the third explanation that ne@ may

be priced to yield a differential from the equilibrium value to reflec ansaction

costs in delivering the issue to the marketplace. Y'
3.3.3.2 Yield Spread Theory z ‘

Ederington (1974) provided three hypotheses to explain th ywﬁd on new
issues of the bond. First, there is a non-perfect itute betw t’ne _@ and
outstanding bond issues that have the same in jal Cla a nd quality rating.

This hypothesis is known as the Heterog

bond market yields tend to lag behiW' sue offeri

prolonged, although non-permanean’Sd sprw

N
this hypothesized lag have not rly s?ated, Is clengl?at those expounding that

this lag occurs is because %no [
issues in the bond holc% olio."‘l' irdly) the @rtainty hypothesis supposes that
ncertain

£ &
the yield spread rw)m % ty oéﬁae’new bond issue.
HistoricaIbQ ew i 'nce E’aj&%een argued from a different perspective
¢
of determin g@he seasone isﬁarée?ln which these determinants vary from one
% N
stock m% anottﬁrw the d&rminants of new Sukuk issuances have received
| | ¥ -
less ion. The main purp se@f' the pioneer studies is to focus on factors that affect
t E bond issue price. Conard and Frankena (1969) highlighted the role of the
& on interest as a determinant between the new bond issue and the seasoned bond,

us anticipating that a higher rate of coupon interest of the new bond issue is reflected

as a higher risk of a refunding call. Conard and Frankena (1969) also highlighted other
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affected determinants that induce the yield spread between the new and seasoned bond
issuance. Conard and Frankena (1969) pointed out four determinants as an expk?lm

for the noted yield spread: maturity, industrial classification, sinking fun@ions,

and the refunding deferment length. The determinants of new Sukuk iS&es will be

discussed in a later section. ?

The yield spread between two bonds is explained as a tem y event soon to

disappear. Conard (1969) expected a period of two to t nths‘as a temporary

nd: period has
g

eld h§re_@yleld

Frankeha, 1969).

y add@*more factors.
sed @‘e microeconomic

determinants, three new deterrr@s; have Tbe rpq}dentified under the
N,

macroeconomic determinants: %st rate cycle, the zign mic growth, and the tax
rate changes. Cai, Helwege%arg ( rgueg}t asymmetric information, as
Il as li

modelled by Rock (19% ; uidity, h‘avsb‘f impact on the yield spread. The

researchers supp@iowat attrgmed the under-pricing of the new issue
to the lack of a@ inf i Rec&?ﬁ\/’, other determinants have expanded to
¢
include dete ants, such a téti@;‘arm reputation, and the general risk (Barrios
N
etal., 2% b g é
%y
@ studies, such as E@gton (1974), Lindvall (1977), Weinstein (1978), and
\n (1982), considered the question of why the yield to maturity (YTM) on a new
ond offering is usually higher than the YTM on an existing corporate bond. They

vestigated this when the YTMs converged. In other words, if the YTMs converge

quickly, then the differentials are ascribed to under-pricing, and if not, then new issues
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are deemed to undergo a seasoning process. In most articles, as concluded by Sorenson
(1982), the seasoning process observed in previous articles is mostly an under-

phenomenon. Fung and Rudd (1986) argued that once one uses better quaIi% rice
data, both seasoning and under-pricing disappear. Wasserfallen and‘@N,er (1988)

offered empirical evidence of under-pricing in the Swiss bond market?.

3.3.3.3 Discussion Outcome z ‘

Issuing new debt is considered as a new chann cas fWhe firms.

@

. Y
und their o at'orl@mdes
% (Lindvall, 1977;

X

t new@@nd issuances

ich <"on the bases of

External financing sources support the business’ abili
financing new business expansion. Some

Sorensen, 1982; Wasserfallen & Wydler,44988

displayed higher yields than the ma hchmarks,

maturity, call-ability, and that the c@isating th ?s t ,c@'porate bond is under-
N

priced. However, the situation a%price(?j credi mtin@emporary; it refers to the
issuing price being below t m

nd. Fung and Rudd (1986) concluded

Iuj
their study by stating i tors will seek td ea@ct the related information to the
£
bond price data, v;'{’\\:vill Ie@ quili%ﬁum. In this context, according to other
rd
!

66; Fradféﬁa, 1969; Frankena, 1971; Jen & Wert,
¢

researchers (CO\
1966), bond &e)luili rium ufeddrll‘?non-perfect substitute between the new and
N
the exis% in tér ‘pricing&derington, 1974).
T

issue about the cor,@rfe Sukuk yield spreads is still widely debated and

s

c jous. Certain empirical evidence showed different results regarding Sukuk yield
G ds, which resulted from the difference in return of two Sukuk issuances that had
Imilar maturities and different credit quality. The empirical evidence focused on the

price determinants of Sukuk issuances; as pricing Sukuk issuance leads to the yield
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spread, the results are divided into three situations; under-priced, a fair price, or
overpriced. Khurana and Raman (2003) highlighted the role of the information o?ﬁ!d
from investors in increasing the earnings-related fundamental score; this w@on IS
related to their risk tolerance level and expected return. The credit q f the new

bond issuance forms an essential factor in determining the expected fgre return.

Investors always seek more additional information misseq bé expert analysts. The

al information that

i
of n Mance, the
'Y

fundamentals comprise the main source of extracting

enables them to assess the credit quality of debt. In the

fundamentals are less effective than those that are a le for the o‘e@d, as
seasoned issuance obtains much experience withi ar% er, s@ned debt

was found to experience much volatlllty ] ectsoﬁhe ected@e‘gt risk level

(Khurana & Raman, 2003). Expectin %re return e n@%&uance bond is a
function from the current performan he firm \ce |n tp@‘u and Penman (1989),
accounting information plays a in dgterm ing th re cash flow of the firm.

&/

Fundamental information a W 1 erc §}he long-term performance of
basg in

the firm, which confirr% estm:z‘ lass&mg the credit risk of the bond in
‘w
return. \ l

Table : Theoreti ' Suk eld spread and stock market volatility
) o
Ylelll spre ? Stock market volatility
1 prlcgd ‘y ng and Rudd (1986)

yleld spr d |s a R—ted to the different features of the contract
etween the existin new bonds and is also related to the difference
In the cost of |ssugﬁ as a result of a new financial and economic
5|tuat|on

2. Yield spread Hypotheses - Ederington (1974)
The yield spread is attributed to a non-perfect substitute between the new
and outstanding bond issues that have the same industrial classification

and quality rating. This yield spread results from the uncertainty of the
new bond issues.
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\Y'

Sukuk yield spread > Stock price
volatility

Exchange rate
\
Y
. U

Figure 3.4: Theoretical Framework — Sukuk Yield Spread and Stock Market
Volatility

Underpriced theory - Fung and Rudd (1986)

Yield spread theory - Ederington (1974)

4

~ , NS
. . . N
3.3.4 Empirical Evidence on Bond Yield Sprea% | _f)
A variety of studies have concerned the i reads ‘Of ond&uance to
seasoned issuance. For the period, from 1980 t0,2000%4 i atior@‘v; proceeded

gradually. Previous studies, such as LW heehan, adl@&%l), and Datta,

Iskandar-Datta, & Patel (1997) w@ﬂﬂed at \m qo@‘base to interpret the
N
é

conditioned yield spread of the%\d issue. Many: yie pread determinants have

&/

been tested to identify the r mehi, e yield sg between the new bond issue
and the seasoned bon%ZUs stud ;sj;ndvalle?; Weinstein, 1978) found a
e bon

’ 4 $ &
higher benchmark from the nﬁﬁona issue compared to the seasoned bond.
Datta, SucK iIska 'a, ane:%’ay Patel (1997) documented that straight

¢
bond new i nﬁ@ not/statis aIF; LJQg}?-priced. Thus, their results support the IPO
\
model erF t

amqm&investors. Datta, S dlp}Mai Iskandar-Datta, and Ajay Patel found a negative

i%mturn for the investment grade bond, and 1.86% adjusted return in the benchmark
0

ing/a Pder-p:&z with a lower level of asymmetric information

e speculative-grade bonds. The Datta, Sudip, Mai Iskandar-Datta, and Ajay Patel

Qﬁ?) result is consistent with the results of an earlier study by Loderer, Sheehan, and

Kadlec (1991) who focused on the IPO equity (Datta, Iskandar-Datta, & Patel, 1997).
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Furthermore, the findings of Loderer et al. (1991) indicated that the quality rating of the
new bond issue works to mitigate the associated uncertainty related risk. Th?!o
attributed the result of overpricing of the investment-grade bond IPOs tcy}igher
attractiveness of this type of debt, in that financial institutions will be iﬂ*d in high
ratings for their investments instead of investing in low-quality issuey'

Other empirical studies (Cai, Helwege, & Warga, 2007; Goldstein & Hotchkiss,
2007) found a positive initial benchmark-adjusted return in msre. For instance,
Goldstein, Hotchkiss, and Sirri (2007) relied on the dealembehavi u‘r\hgdsgning the
under-pricing of the new corporate bond. It was @‘that the de rslh@‘zr:on-
significant position even if the offer price is be ntr@ ice’'In C@E\st, other

rke, D@S;r, & Kahle,

empirical studies (Bradshaw, Richardson, &,Sloan,

2001; Cohen & Lys, 2006; Spiess @k-Graves
overpricing for the new corporate@y ISsue. \e'xYes l;s:%onfirmed that a new
u&jer-p iced. Qc:}
&

Kozhanov and Ogde 1 xaT' pricg\ he new corporate bond issue
relative to the TRACE rk an(} ook l}ildiﬂbnodel benchmark. Their findings
&
documented a ne&yield @( een ew investment-grade bond and the
seasoned yield thh rk. 'chertééé attributed the lower yield from the new
¢
bond issue EE%)suin liqui ty,z[hlejs ggesting that new bond issues have higher
\
quuidit% asongd.bo é
= i

and Yang (2017) imt%ﬂgated the determinants of yield spread of seasoned
N

corporate bond issue would no be

a offerings; this investigation covered 2,637 issuances over the period 2005-

q from the USA capital market. The findings of Goh and Yang (2017) confirmed
S

tematic under-pricing from seasoned issues and that this under-pricing recovered

partially, but not completely. This result is interpreted by the liquidity shock, which is
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a part of under-pricing, besides the downward sloping demand curve for seasoned
bonds. This result is consistent with the asymmetry information model of Rockw,

where under-pricing is necessary to compensate uninformed investors. (’}

3.3.5 Bond and Stock Market Volatility Q
The literature on stock-bond correlation has traditionall* foctised on developed
ell &

markets (Andersson, Krylova, & Vé&hamaa, 2008; C 'Ammer, 1993;

Cappiello, Engle, & Sheppard, 2006; llmanen, 2003). T ost p Mue within

@

this stream of literature is related to examining vario tors drivi hﬂ st \-bond

correlations. Given the mixed evidence in the h % ma@conomic

e rem%;z;pen (Baele,
Bekaert, & Inghelbrecht, 2010; Boye@a' OG;@‘ﬁstopher, Kim, &

(2009) provide wg ifﬁe\o ; ying stock-bond correlations over

macroeconomic% ions ( e Ythe inflation environment, and monetary
¢

policy stancE:gming data for eé ndthe UK covering the past 150 years. llmanen

N
(2003) % inflati a key%river of stock-bond correlation. High inflation
'th h @1;‘11. di t rates that dominate th h-fl
peri ad to changes in on discount rates that dominate the cash-flow
N

e%\ions and lead to a positive correlation between the two asset classes. Further
indin

gs demonstrate that stocks tend to outperform bonds during the business cycle

Qpansions, while bonds outperform stocks during the business cycle contraction
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periods. Finally, easing the monetary policy has a positive effect on both stocks and
bonds exhibiting the positive relation with the correlation of these two asset classes:

In contrast, Baele et al. (2010) argued that macroeconomic factors@}lay a
minor role in explaining stock-bond correlations in the US market. on et al.

(2008) used data from the US, the UK, and German markets and fo that inflation

expectation is an important determinant of stock-bond corrqlmmle economic

ir_result shows that stock

ion ex eWre high.
g

iansen (20 p’o&éi% new

tals{ ninggﬁck-bond

sorﬂg{ have little e@vaqn;\tory power
when the stock-bond correlation is Im iy)ositive, b at \@ the stock-bond

correlation is large negative, then ﬁyyeconom' ?a p@‘§ are the most useful
;rgy N

explanatory variables. The rati ind ﬂ]is finding izo macroeconomic factors

are important for bonds in @s, v’ 0 tocg y are only important in very
[

volatile periods.
’ 4 $ &
One additic@ment ‘0 atedé{tefature provides evidence that stock
&

market uncertaﬁtx i 'ant @é" in explaining stock-bond correlations
(Aslanidis ISti

N
The afo% n ed in'qmed volatility from the equity index options as a
Y-

pro@tock market uncert it@-’and suggest that implied volatility changes have an

growth expectation is not a relevant factor. Specifically,

and bond prices move in the same direction when the in

The more recent study by Aslanidis and C
insights into the role of macroeconomic f

correlations. They found that macroecono

14; OGn@ , Stivers, & Sun, 2005; S. Kim & In, 2005).

impactwon market participants’ risk aversion, thereby affecting the stock-bond
ortelation. Considerable attention in those studies has been given to the “flight-to-
afety” phenomenon, in which the correlation between stocks and bonds becomes

significantly negative during periods of high market uncertainty (Andersson et al., 2008;
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D. G. Baur & Lucey, 2009; Connolly et al., 2005). In particular, the financial equity
market crashes make investors more risk averse, as they shift the funds from Sw
bond markets. Q}
Among the literature on stock-bond correlation, studies exanﬂkemerging
markets are relatively scarce. In particular, Panchenko and Wu (ZOW the sample
of 18 emerging markets to investigate whether the stock-bond co-mowement is affected
by emerging stock market integration. In addition, Bo YT(?OOG) examined
correlations between stock and bonds in emerging ma within ngt of the

financial crisis contagion. More recently, Christophe . (2012) a s‘eg@issue

of the effects of sovereign credit ratings on ti inq{ -bend cc@ﬁtions in

. . . ), o
emerging countries worldwide. {\
O Vs
3.3.6 Empirical Evidence from @jukuk@'iq ,<\
A few studies have atter% iden?ify the hink @?etween the Sukuk yield
spread and stock price vol 'Nor plgy Rah *}and Rahim (2003) study is
[triv

considered as being th% dy thf‘t

Sukuk spread in th %ysianl ah mar, & Kassim, 2013). This study

"tl) idhify the factors that influence the

employed a simple arr ion to rréédre the relationship between the interest

¢
rate volatiliif%we Sukuk yield ér@ he results revealed a negative relationship,
in

N
as measure g thé j_umpchnterbank offer rate (KLIBOR). Furthermore, a

negﬁAelationship was fou@étween the Sukuk yield spread and the assets. The

a Xtor was measured by the returns of the Kuala Lumpur Composite Index (KLCI).
alman also conducted another study in 2008 by establishing a relationship between

e interest rate volatility and the Sukuk spreads. The data covered the weekly yield
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spreads of Sukuk from 2003 to 2006. However, a negative relationship still appears
between the Sukuk yield spread to maturity and the interest rate changes. T
The study by Naifar and Mseddi (2013) is considered as being one o only
studies in the field of the Sukuk yield spread. Their study examined t rminants
that may affect the Sukuk yield spread. The determinants were divi into financial
and economic variables. The financial variables represent the stock“market conditions
X:o ic variables are

(stock market index return and stock return volatility), whi

the consumer price index and slope of the yield curve (Naifar & SM@. It was
L

significant impact on the Sukuk yield spread, whi

the slope of the yield curve and the stock m

Other studies concerned the INB&

markets volatility, such as Nalfar and

yl@%pread and stock

‘%eh and ben Hamida

/

3

\
(2015). Naifar (2016) mvesUga%nk b&wee ukuk d spread and Saudi stock

market volatility; thlsmves@covlr € period % November 2010 to October
mm

2014. Naifar (2016) f etric de o‘e etween Sukuk yield spread and

stock market volm&‘Qh ich f

he c ﬁmvement between the yield spread of
<

Sukuk and stoc\g volatility.in the se)%( stock market. Aloui, Hammoudeh, and
¢
ben Hamid investigat th€v latility spill-overs between three global Sukuk
"
mdexesz/ GC ,Sukuk&dex (GSKI), the Dubai GCC corporate Sukuk

indQKC) the Dubai G&C}ﬁnancial services Sukuk index (GSKF), and GCC

% stock index. Their study found a significant and negative interactive linkage
e

& een the Sukuk yield spread and Shari’ah stock volatility. The variation in co-
vement between Sukuk yield spreads and stock price volatility was noted over time

and was interpreted as being mutual macroeconomic factors that have a different impact
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on both Sukuk and stocks. Hence, it is of benefit for fund managers to take into
consideration this result when weighting their portfolio. Due to the strong depe?!m
across the short-term co-movement between Sukuk and stocks, it would b@le to
check whether such variations are driven by common global macroe ic factors,
and, consequently, whether the variations are permanent. Y'

Dreassi, Miani, Paltrinieri, and Sclip (2016) investigate trmage between 68
Sukuk issuances on three stock markets — Nasdaq Dubai, dYaT

ay'sia, and London

Stock Exchange — and the stock market volatility of five ing w markets.
| ]

ck markets. i tﬁe.gg'and
i arke@(:é linkage
that, g&? their lower
@benefits including

The results showed a linkage between Sukuk and t

Europe during the high market volatility, while

—

is stronger during periods of turmoil.

volatility compared to equity, investo&%)
Sukuk in a well-diversified equity pﬂwsio.
Table 3.4 provides a sur%t the'b
between Sukuk yield spre MOC atility. B@bn the review of the related
literature, these studieqztnutuj Errﬁne!:oﬂ@ﬁc factors that explained the co-
and

’
ot

% k volatility. This co-movement is

movement betwwjk y"i \'sa

affected by se\ﬂl wn 'ut (@" hidden driven factors still need to be
¢

investigated %s oil pric &c@ rate.



Table 3.4: Summary of Some Relevant Previous Studies

Authors/Year Sample characteristics Findings
Daily data of 1675 observations of The interest rate and the slope th‘;eld
Sukuk spread were used over the period  curve variables have a negative tion
Aug 2005-Dec 2011 from the Malaysian  with the long and short ter,
Rahman et al market. The GARCH (1,1) method was  During the financial crisis,istock arket
(2013) " used to identify the influencing factors volatility had a signific ct on the
on Sukuk spreads and the impact of the  lower grade of Sukuk spreads, which proved
global financial crisis 2008 and stock the preference of inve hold Sukuk
market volatility on the spreads of the instruments duri g the
Malaysian corporate Sukuk.
S There was a ive elatlonshlp between
The sample is daily daFa of 749 the major, Asiatbond spreads and the interest
observations of sovereign bonds from rate vola e US treasury benchmark
China, Korea, Malaysia, Philippines, y
hailand. and th bonds. In n, there was also a
Batten et al and Thailand, and the US treasury i positive relatio to the slope
(2006) ' benchmark bonds. The GARCH (3,3) urvd Mead
model was employed to estimate the - . o the assg an q
changes in regression between the major 5'
. gn on the
Asia bond spreads and the US treasury .g"
benchmark bonds and a ative
' tock market index.
The sample of this study is 149 PI) and
sovereign bonds and 238 corporat ; .
d to be the major
bonds from the Malaysian mark
overnment bond spreads,
co-integration method was ado P h |
examine the integration am as n nfluence from the Kuala
Ahmad et al. Lump ompo Index (KLCI) and
(2009) government bond spreads, corp ndu roduction Index (IPI). For
bond spreads, Kuala Lu Comp05|
spreads, there was a
Index (KLCI), Industri I tion
f ant.association among IPI, CPI, and
Index (IPI), Consumer dexh
wh|I KLCI had a 3|gn|f|cant impact
(CP1), and interest over he n the term of corporate bond spreads
period 2001- 2008 P preaas.
The sample was 1 rate um-\\
issuances from ed Arab %
Emirates (AE), Which covered th was a significant relationship between
df erslope of the yield curve and the stock
Naifar and period fr 9 to Ju 011.

Mseddi (2013)

h,% index return, as well as a significant and
<<f)ositive related impact from the stock index

GARCH (1,1) method \
'dentéme aCt'O & uk yie return and yield curve slope on the Sukuk

stocKiindex yield spreads.

leo 33Ma This study found that changes in the credit
onds was Used d the spread of Malaysian bonds are only
%nod May 2002'to Marc 3 The receptive to certain macroeconomic factors.
A

ethod used to Also, changes in credit spreads are

C.J. Yap and
G. Ga investigatelthe macroe mic drivers negatively correlated with the interest factor.
(200 of the Malaysian Yﬁond spreads However, this study could not find

and the interest rahxd nges of the US convincing evidence to support the argument
bond benchmarks against the Malaysian  of a negative relationship with the asset
Yankee bond spreads. factor.

assi et al.
(2016)

The linkage between 68 Sukuk
issuances on three stock markets —
Nasdaq Dubai, Bursa Malaysia, and
London Stock Exchange — and stock
market volatility of 5 emerging MSCI
stock markets was investigated.

The results showed a linkage between Sukuk
and the stock markets in the USA and
Europe during the high market volatility,
while, in the regional stock market, the
linkage was stronger during turmoil periods.
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3.4 Corporate Sukuk Liquidity

3.4.1 Introduction T

The liquidity of a corporate Sukuk can be understood as its ability@ out
large-scale and low-cost asset transactions without a significant impﬂ!&its price.
Clearly, the significant determining factors for this are the volumeyftime, and cost
associated with trade. The relationship between the liquidity of a uk and its yield
differential has rightly been a subject of much research. %a-mo

'Jnt of empirical

evidence suggests that there is some common relationship or element

Studies that have been addressing this in

(2018), and Hanafi et al. (2018). In particulw din

corporate Sukuk market, it should be“neted aat both m

individual liquidity of corporate @5 havﬁlgnﬁi

differentials, and, therefore, on%rns f 4 Q%
When considering ho % idi

Sukuk, studies to date %j%

qU|I| Iquidity ri ects the price of a corporate
accordance withythe Specifi

!
¢
behaviours Iy the fcorpo tefs@ market. Most corporate Sukuk market

N
investrr% ate aré y a re@'vely small percentage of investment institutions,

Whi]gNeneral population o@’remaining investors knows very little about how the

%&vork& As noted by Hanafi et al. (2018), this results in a series of Sukuk in the
e

t that exhibit greater liquidity simply because investors do not know them or do

ot have access to them.
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Shareholders have concerns about a firm’s market value in respect of two aspects:
the expected profit after tax, and the related market risk (Amihud & Mendelsonwl!)
The firm’s earnings determinants have been agreed upon among m 10us
researchers (Hung, Jiang, Liu, & Tu, 2018; Saona & Muro, 2018; W Sutanto
2019). These determinants are categorized based on many factors, SlREE capital size,
management strategy, leverage, managerial policies, techni al\ﬁ&rs, operational
efficiency, and other factors that are related to the fir &:;

rr'ic and political

environment. The determinants of the related market ris e been W previous

"X
aq, 2016) 1r§q’_s@1idity
an% affe%‘%e firm’s

urtha\rm Imw@xerms one of

the essential pillars of firm performa stein, 2010)¢1n tf@%ntext providing

literature. According to (Bagh, Nazir, Khan, Khan, &

is regarded as one of the variables controlled

operation as reflected in the firm’s perforn%

more liquidity to the firm requ suna qdh’nancing that meets
shareholders’ expectations and mpr&/ed f retzg\s well as a reduced level
of risk. Although issuing n hﬂs C ered to b of the firm instruments for
increasing the level of ratlo t}[ qhe&@hs behind management decisions
about extending th ﬁqleverzt ouId ddressed are: What is the influence

of Sukuk liquidi ket EQJ&rﬂlty’? What is the influence of Sukuk
liquidity on k pr ce’7 Hrghb‘alkuk grades have a higher impact on stock
market condpare ? Iow@kuk grades? Islamic bonds (Sukuk) have been
reg one of the financi g%r'struments during the last decade. They have proven
t |I|ty as an external finance source (Aloui, Hammoudeh, & ben Hamida, 2015).
: This section of the study focuses on the impact of the Sukuk issuance liquidity on

e

stock market liquidity and price. It consists of three sub-sections: the theoretical

background, previous empirical studies related to the relationship between the Sukuk

116



issuance liquidity and firm value, and, finally, the research hypotheses that need to be

tested in this study. T

3.4.2 Theoretical Background of Sukuk Liquidity and Stock Ma iquidity
The significance of asset liquidity has been addressed by%any scholars.
According to Yakov Amihud and Haim Mendelson (1986) higher Spread asset yields
aCn e[ holding period

higher expected stock returns, which drives investors that
to choose assets that have a higher spread. This provi ore i ce a f|rm to

increasing the firm yield, and reducing the

Mendelson, 2012). Thus, an investor whoh

sets vx@old the assets
for a longer period for higher expec% S. This, inytdrn, @?&/ates the firm to

improve its liquidity. Amihud and dels @? |pt§r\ed firm liquidity as a
concave return, taking into aa% Iowa inflgence ot@uidity for the short-term
eadyof as e@ln addition, Yakov Amihud

investment, which is limit xwel
(2002) explained the e% stock r

illiquidity, or as wnsanc'n \’N e fl% r the risk premium. Amihud (2002)
el

assumed that without at en thej‘drket liquidity and the firm cash flow, the

urn as e@pensatlon for the lack of market

lack of marEs q dlty ould a(;to ej?mrease in the expected return of the stocks,

R
S

ouldri ﬁthe Ie@ of firm credit risk and lower the firm value.

N
\C-,
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Excess Monthly Stock Return
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Figure 3.5: Relationship Between the Excess Iy urna Iqu|d|ty

C t 0\ E\
Increasing the firm value throuNa y is a functien th 4% dual edges. The

investor side represents a scale be e stock tgd r 'Snd the premium risk.
Here, liquidity is a variable in %t rlsﬂ equation th st be managed to avoid
increasing the opportunlty capital. ing rities with less liquidity by
investors increases the% d 005:1 tra r'I'cf t securities and neglects the direct

costs of transaction g suT \Te.nsactl and fees. The price impact will be
higher in line v@nfle i con{J ng the transaction negotiation from the

investor’s mse result of thi ca{b the'weak position of sellers, as well as the level

of buye orfationfand i ‘mediatqg\ondition of the transaction from the seller. The
ask ﬂ&ead will be higher m%’ﬂs case, thus representing a sacrificed cost from the
S hICh is interpreted according to the level of information provided to both

arties. Hence, the higher the liquidity cost is, the higher the expected return will be.

ence, the higher liquidity cost is redesigned by the investor’s decision to set the
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transaction trading according to the level of security liquidity, and to the level of

asymmetric information. T
The concept of liquidity has two dimensions: the investor and t@ The

liquidity from the firm perspective refers to the firm’s ability to fac ligations

immediately. Meanwhile, the investor perspective considers the quw% of security as

a measure of the market price effect. This perspective is con3|§ient what had been
n,

i ther researchers

»O'hara, We defined

liquidity according to three indicators: the bid-ask s daily furngver ]ra&ﬁa}mns

reported by a few previous researchers (Gravelle, 1998). |

(Borio, 2000; Nunn Jr, Hill, Schneeweis, & Analysis, 1

and the offered size of security. 4 \/‘T

arifyiqéTSz; association

between bond and stock market liquidi IS regard, d X@ﬁZOlZ) addressed

the bond liquidity premium resultm@% the bon\m?ﬂy '}eciation which causes
}% \

a side effect on the bond cr% tgrlora' n O@Dbond liquidity leads to

increasing the cost of I|qU| \1

Several models have been proposed fok, the,purp

ting from the asymmetry of

information between t atlon Id tHe b®er, and that gained by the seller.
The lower roIIov |n tr al ma Is often the result of the stock market
liquidity level ( e & enc ort term debt will be affected more and

there will be e ensi IVI heet'(l) market liquidity in the market. The current
bond I| uch e new bond issuances are gained and lost by the
equently sharehol%\hust take decisions that prevent mixing the current

% uidity from the new bond issuance. To avoid the rollover losses from issuing
bonds, He and Xiong (2012) suggested that shareholders must bear the current

Qnd losses until the due bond is paid in full.
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3.4.3 Theoretical Framework of Sukuk Liquidity and Stock Market Liquidity

3.4.3.1 Liquidity and Asset Prices Theory Y'
The liquidity and asset prices theory suggested by Amihud and Mendﬂy\sh%ﬁ)
considered as the initial work that conceptualizes the relationship betw: idity and

asset price (Friewald et al., 2012). As argued by the theory, investo Rhave different
horizons of trading on assets; each horizon has a different ex urn taking into
consideration the paid premium that resulted from ;sactlon costs. The

interpretation of this phenomenon is that lower liquid assets,bave lgss fand hlgh

transaction costs, which lead to higher expected ret hile mor u‘d i@s are

y as a&‘;z;ave return,
rt- t@(rnvestment which

costly due to the higher related transaction cost

Amihud and Mendelson (2012) con re ir

taking into account the Iowerlnfluencw ity for th

is limited to a lower spread of asset ddltlon Wd Q@)'explamed the excess
N

of stock return as compensatl Iacig of t |Ilq(:?d|ty or as compensation

from the firm for the rlsk (Y |hud, ) Amihud (2002) assumed

that without a relations% en the éy |h and the firm cash flow, the lack
the

of market liquidity Wo an |(| cted return of stocks, which, in turn,
will increase theylevel'of fi sk ar@fll lower the firm value (Yakov Amihud,
¢ ' (.)
2002).
A oxding to Ahder (2017&1ere is a link between bond liquidity and stock

retu ugh financing cost e higher the cost of funding, the lower the stoc
h fi e%t'h higher th f fundi he | h k

r%)g ence, enhancing the bond liquidity leads to improve the stock return, as those
to

0 rs holding illiquid bonds will ask for premium compensation, while the same
ndition goes for Sukuk holders. Thus, reducing the cost of capital can be done by
improving the Sukuk liquidity.
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3.4.3.2 Latent Liquidity Model

Providing an optimal measure for bonds liquidity is still in debate, esw
those traded irregularly or not traded in the secondary market, such a@?{. To
overcome this issue, Mahanti et al. (2008) provided a new and sample ﬂ&ement of
liquidity for bonds that do not trade regularly. On the other hand, the availability of
intraday data led to the emergence of new proposals, such as the¥latent liquidity”
measure of Mahanti et al. (2008) in which the liquidity le X:i d for any bond
I, at any time t, as the aggregate level of the weightedsavera winover of

of thi§ measurg i&ﬂ%‘rit is
and do requife data on
i auife

es w Y('ese specific

individual funds held by bond i. The most useful fe

based entirely on the aggregate holdings of i

individual transactions, thereby facilitatin

e <%sure of liquidity
Y

under conditions of low trade or n@ﬁtion.&gB ,@n and Wang (2011),
%- 2

conditions are presented, in addition el

using a database of intraday tr levels “T E”£obtained significant results

iy o

same. \ l \ %

Hence, dw dail i 'data éﬁation of Sukuk, the liquidity measure of
Mahanti et S!@), c Ie@ﬁiq{igﬁ?y, will be used to measure Sukuk liquidity.
The Iate% ity mé nt fosngs on the aggregate trading volume on a monthly
basiﬁch is opposite to t e(%éasurement of Amihud and Mendelson (1986) that

that relate high levels of il ith their age and maturity,

=

i a daily basis trading. The latent liquidity as defined by Mahanti et al. (2008)
IS aggregate-weighted average level of turnover of the individual bond holding in

e market. Therefore, applying this measurement for the Sukuk liquidity in this study
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will be defined as the level to which the turnover of individual Sukuk is a fraction of

the total Sukuk market.

Table 3.5: Theoretical Brief - Sukuk liquidity and stock market qu@
4

Sukuk Liquidity —  Stock market liquidity *'

1. Liquidity and asset prices theory of Yakov Amihu Haim
Mendelson (1986)

An asset is liquid if it can be bought or sold at the curre arket price
quickly and at a low cost. Illiquidity is thus rela the cost of
executing a transaction in the capital markets '

2. Latent liquidity model - Mahanti et al. (200 ‘\d
The liquidity level is described for an I, at ar# ti ras thv

y hond i,
aggregate level of the weighted average turnover 5nqivim%l
funds held by bond i =\
¥ DJ

v

T L7
e

) A

w Stock market

Sukuk liquidity @
L . - Liquidity
Sukuk rating
“J

Subrahmanyam, Chacko, and Mallik (2008)

Liquidity and asset prices theory of Yakov Amihud and
Haim Mendelson (1986)
Latent liquidity model - Mahanti, Nashikkar,

N ol ’ N
2% o
3.4.mp|rical Evidence g}/
\
\&amining the predicting drivers of shareholders wealth is connected to many
facters. Bond market drivers represent one of the surrounding factors that have a link

rough many connections, such as market development, market risk outlook, and

market liquidity. Furthermore, the financial market is considered to be a circle that
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contains many interactive drivers between the bond and equity market. The interactive
relationship between the bond and stock market liquidity will be discussedw
section from four dimensions: the different measures of bond liquidity, th@%&yield
spread determinants, the bond liquidity and yield spreads, and, finﬁ'&he Sukuk
liquidity and yield spreads. Y.
Investigating the impact of financial market dynamics _on theé¥stock return has
attracted the attention of many scholars, researchers, and ms' The concept of
liquidity is one of the finance fundamentals that have ived mwltion, and

L
extensive research has been conducted to examine its ct on the fi vﬁlli@
Measuring the bond liquidity has been ar m% S, w@?resulted
from the lack of short-term data (i.e., daily&tﬁ tion @Yasis). Thus,
nominating the optimal liquidity mea@m Flemi
from three aspects. First, the quuid%asure%«%bl
i

003@%5& be considered
@entify the transaction
cost; whereas it has been agre e bo’ﬁd iquidity '§§a\ermined by the level of
transaction urgency. Seco Xho ﬂ#t@ith the market participants’
viewpoints of the qu\%'%c. :I\ird ,“the@ropriate liquidity proxy should

ept.
provide accounta%lues ‘h
Fleming (2003)4’@ ied

The bi pread of bo ;fov'de a good measure for liquidity, and has been

&
\d‘l‘k e caglatted easily and on a real-time basis.

—

'res oﬂgﬁidity that can meet the three conditions.

N
used by% ubsedu }earchs%(Amihud & Mendelson, 2012; Tarun Chordia,
Asa@ar, & Avanidhar S b@ﬁnanyam, 2005b; Choudhry, 2010; Helwege, Huang,

%%, 2014). The price impact was identified as a good measure for liquidity by M.
m

ing (2003), and has been preferred by other researchers (Yakov Amihud, 2002;

Qmpf & Uhrig-Homburg, 2000) and used in more recent studies (Bekaert, Harvey, &

Lundblad, 2007; Black, Stock, & Yadav, 2016b; Goyenko & Ukhov, 2009; Green,
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2004). Fleming (2003) applied the two measures of liquidity: the bid-ask spread and the
price impact to the US treasury market. Examination of the various liquidity m?’!s
identified the bid-ask spread as a useful measure of liquidity. Besides, the bi@read
is highly associated with the price impact. By applying the bid-ask sp@&easure on
the US treasury market for the period 30 December 1996 to 31 Mam)o, this was
found to increase sharply with the equity market declines in_October 1997, with the

financial market turmoil in the fall of 1998, and with the X;J ions around the
Treasury’s quarterly refunding announcement in Februa 00. ‘\d‘

stock! m tllig_égrtz; is
: It\lﬂs Xt, @/ studies
linked bond liquidity and stock marketiw ; fv‘ example, é’dg:son (2017)

investigated the causal relationship b en a)nd liqui nd @k return, in which

the yield spread of the bond was u@s a meas\mezr%% 0 tzg'ﬁd liquidity. Anderson

Apart from this, linking the bond liquidit

constrained by the lack of daily data for bon '

6

N
(2017) used the Imputed Rou%Cost (IRCypfar rQZl/gt?ring the bond liquidity,
which estimates the transa@t olt Ingby tr% erence between the ask and
bid price over the max ice of t
T
a significant relatWetwef i ié&and stock return, where improving the
bond liquidity Iw Improwvi 't:&ﬂty, which can be gained by lowering the
¢
related trans (%ost high b&d@ 1dity, as well as higher expected cash flow.
Q N

4_9 <>

' v7¢
34 dity Fluctuati c}‘fr
4. quidity Fluctua |or\

% iquidity dynamics within the capital market from either component, debt or

G ity, have been examined by many previous studies, such as (Bedowska-Sojka, 2016;

ookstaber & Paddrik, 2015; Kondor & Vayanos, 2019). Moreover, focusing on the

imputed r@ld-trip trades. His study revealed

liquidity shifts during the monetary events could be affected by many drivers. These
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events result from monetary policy changes, such as establishing new standards for the
stock market, or adopting a new policy. Chordia, Sarkar, & Subrahmanyam?!?)
carried out a study examining the economic factors that affect the level o@s ity in
the case of economic policies changes. Chordia, Sarkar, & Subrah (2005)
clarified the link between the macro liquidity for the whole mark¥n.d the micro
liquidity of a specific market, thus involving the government pglicie controlling the
market liquidity through shifting the monetary policies. Mf

'the government

treasury bills revealed a significant prediction of the b mark tw Chordia,

Ay
ity dynami uﬂdg@veral
ic% markef liquidity,
g to Q\Sr:tire market
ece@! or prosperity. In

,pg}rof their liquidity due
N

Sarkar, & Subrahmanyam (2005) observed the li

monetary situations from 1991 to 1998. Their r

for either bonds or stocks, increased or re

liquidity. However, this relies on the wandition, e.

the recession market condition, mo e marke tg lo

to the higher credit risk of the . eanvﬂ]ile, prosperity market condition helps

N A

to increase the market liquidity.
In addition, Wit?‘% nsion polic

S

k?/‘t vernment towards the financial

'

&
iquii&.lncreased on average. The bond and

market to boost in wnt, thf

stock market Ii@also ds <<f'fally; both the stock and bond market
¢

liquidities gﬁ@ndt be hi

and als% in the” ?/earlﬁl months of July through September compared

Witm&est of the year. Liq@y in both markets is sharply lower in crisis periods.

L%! shows an increasing trend over the entire sample for bonds and before the
h

!
e|’at {fb‘a}eginning of the week compared to Friday,
N

ge in the tick size for stocks (Chordia et al., 2005b). Black, Stock, and Yadav

Q)ma) determined three dimensions of bond liquidity: the transaction costs, trading
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depth, and transaction flexibility. These determinants were expressed as related

transaction factors while ignoring external factors, such as macro and micro fac?ﬁ

3.4.6 Bond Yield Spreads Determinants

Explaining the bond yield spreads systematically is based on main factors:

credit risk and liquidity. These are the two most important factQEEMaining the bond

yield spreads (Dick-Nielsen et al., 2012; Helwege et al., 20 eralt)revious studies
(Ang & Longstaff, 2013; Collin-Dufresne, Goldstein, &

L
2012) relied on credit risk in explaining the corporate yield Spreads. fo[@z;ce,
Rossi (2014) confirmed the higher impact of it % yield Spreads of
bonds. The result obtained was from the d&&i 003 8 in the US
market. In contrast, other studies p@ the hig
determinants on corporate bond Ii(ﬂ'ﬁj (Fri@a‘ko
| |é ?I € .

N
2012). Based on the data in the et for the d Izi;? 2004 to 2008, Friewald,

Jankowitsch and Subrah }(ZOl ﬁapproximately 14% of the
influence on the bon%fread durin thel a& of 2008 was attributed to the
&

|mp®<<0f the economic

j«ti};h, & Subrahmanyam,

s g

illiquidity factor.’F{\the eWrspe% { factors, such as currency volatility,
repo rate, stock%k index; latio \%{e, associate negatively with the volume
i ‘

of bonds tr , While the fo 'gt( c@i‘a investment associates positively with the
volumeQi%tradﬁ ‘ingura%\khide, 2015).

%tigating the associ@r"zl;tween bond liquidity and bond yield spread has

b ued by scholars and practitioners extensively. Tracing this issue in previous

tudies (Chen, Lesmond, & Wei, 2007; Helwege et al., 2014; Lesmond, Chen, & Wei,

005), it is apparent that the higher the liquidity of bonds, the lower the yield spread

will be as shown in Figure 3.8. Consequently, controlling the liquidity level of bonds
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contributes significantly to the spread of bond yields. Hence, improving bond liquidity
reduces the yield spread of bonds. This also implies that investors holding Iow?!d
liquidity will have to trade less in the market because they will try to avoid @ected
losses resulting from the price impact and the wide gap between the bi sk prices.
Accordingly, investors will seek ways to hold their lower liquidity boWil maturity,
and the optimal options for them to trade with short-term bonds, wherefthe credit quality
plays a significant role in spreading yields in terms of short Y;r an the liquidity
determinant (Covitz & Downing, 2007). Along with th act of M on bond

e bond’s rlly .@redn
quidit\y’r' he %‘gﬁt global

e a\ clarifying @Yl:lﬂuence of
illiquidity risk on bond valuation in thwa é

T &, N
High bond liquidity f 4 Low bond liquidity

{
=
Low bond yield spread » §
4 \" "&jﬁ{e' Chen, Lesmond, and Wei (2007)
AN T e bamn

Figure 3.8: Bond L|qU|d|ty and Yield Spreads Relationship

%' ; 3
3.4.7 % iquidi Yield<Spreads
ited number of stuc@ﬂ\lalfar & Mseddi, 2013; M. Rahman & Omar, 2012)

f on the Sukuk spread determinants, as debt spread was recommended as a
G ure for the debt liquidity by several studies, such as (B¢dowska-Sojka, 2016;
ookstaber & Paddrik, 2015; Kondor & Vayanos, 2019). Simple linear regression

analysis was employed by Rahman (2003) and Rahman (2008) to identify the factors

yield spreads, Abudy and Raviv (2016) highlighted h
quality are controlled variables that influence

financial crises have highlighted the si

..-q
2

v

&
<«

High bond yield spread
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that influence bond spreads and corporate Sukuk spreads in the Malaysian bond market.
Based on weekly data for the period October 1999 to November 2002, the n?v&
relationship found between the spreads and interest rate factor, as mea@/ the
Kuala Lumpur interbank offer rate (KLIBOR) by Rahman (2003), is‘éﬁtent with
that reported in the latest studies, such as (Croci Angelini, Farina, mmini, 2016;

Kiley, 2015). In addition, Rahman (2003) found a significan Mive relationship

between the spreads and assets as represented by the re ; thel Kuala Lumpur
Composite Index (KLCI). ‘\d
L

_ 9. °X
However, Rahman (2008), who studied the we spreads of |\‘d@ukuk
from November 2003 to June 2006, failed to fin?g ifi% | shi@ween the
Sukuk spread and interest rate factor, whw lict

hat hé‘;‘t;en found in
earlier studies, especially for the tw tor _theoretica

ew@ﬂ)f Longstaff and
Schwartz (1995). Rahman (2008) 3@3 that ITINCt
portfolios, institutional and pen%d ma%ager tend t@:gc.gregard the movement of

interest rate in purchasing S%b
to the interest rate fac% imi

been widely recognized by p(ir

moves. Nevertheless,%ether
¢

spreads, an G@ are/ signi an{ iU plaining the variations in the Sukuk risk
N

premiur% is infli whatsvas indicated in other studies (Batten, Fetherston,

& %kul, 2006; Hattori, @ima, & Yonetani, 2001; Manzoni, 2002).
other study that examined the spreads from the Sukuk issued in the GCC is the
ﬁonducted by Naifar and Mseddi (2013). With the spreads calculated based on a
elf-constructed Sukuk index yield from 11 Sukuk originating in the United Arab

Emirates (UAE) from October 2009 to July 2011, Naifar and Mseddi (2013) showed
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that the slope of the yield curve and the changes in the stock market are the main
influencing factors causing such variations in Sukuk spreads. Apart from thw
showed that the rate of inflation and the volatility of the stock market are nat significant
changes in Sukuk spreads. From this study, Naifar and Mseddi (2013) d out that
the significance of the slope of the interest rates is consistent with%that reported in
previous studies, such as (Chenetal., 2007; Helwege et al., 20 'Mnd etal., 2005).

However, Sukuk spreads appear to react positively to the in t'ue stock market,

thus indicating that an increase in the stock market is fo d by n“rm@ in Sukuk

"2y
spreads. | _\C}
Nevertheless, the exclusion of the gen infBrest rat r e of the
X

influencing variables in the analysis is quesw ands

two-factor framework of Longstaff a ch@rtz (199

that the above studies on Sukuk arecﬁy on the \eaa?of ividual Sukuk samples,
;&9 N

which may not represent the rketﬂas a Whole. <,lg("s?.lch, it is essential to re-

examine this factor based o m Iar an eliakgq ple of Sukuk spreads.
;ptions

There have beeni\aki
4
Sukuk. In the contextyof Mal%
of secondary trading 1 mini t
: TR0
Moreover, | Ichinstitutions a;ge@ uk generally hold Sukuk to maturity, and
N
hesitate% (Ahnie , &Alabdullah, 2014). A relatively small number of
part'ﬂ&s may lead to a low, of liquidity, a lack of the market depth, and a lack
i

0 \itical mass of issuances. Besides that, not all types of Sukuk are allowed to be

& d on the secondary market; this is due to the constraint of Shari’ah law. If Sukuk
r

e not issued against assets or services, but for the purpose of utilizing the proceeds to

or lj :J‘ihi@anagement since the advance of

ark@ng with liquidity as the magnitude

0 t)é&ct that the demand exceeds the supply.

acquire some assets, such as Salam. Then, Sukuk does not become tradable until the
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stage at which those assets or services are purchased, such as Istisna (in the case of the
funds being converted into assets and before the sale to the orderer), murabahaY!r
purchasing the murabahah commodity and before selling it to the buyer),@bah,
musharakah, and wakalah (after the commencement of the activity forw&the funds

raised) (ISRA, 2014). This is because the Sukuk up to that pointiepresent liquid

proceeds, i.e., cash money and money cannot be sold against rNess the Shari’ah
Stl

rules are observed. Table 3.6 presents the summary of rele

Table 3.6: Summary of Some Releva@v us S u:%d' X~
] &

Authors/Year  Sample characteristics/methodologvﬁ :in%s v __‘__\J
Chordiaetal. Based on a daily basis, a total of 3 T study DfM accompaniment
(2005) observations for bonds and stocks fro rk returns%f decreased
the US market over the period June® s hére the and stock
1991- December 1998. Bi w mar iquidity a olatility have a
price of bond used as a meas d signi positive correlation. For
liquidity, while the ket the causality te ere was no causality
i n between bond and stock
':[édhe same market or in

a

liquidity measurement is daily, ass

trading of each stockgransaction. \p{%

linear interdepende the i ers. ble exception was for
ector

nd spr that caused a return in the
autoregression
Granger test wﬂ
mutual influences

ock market. Hence, liquidity
n the bond market do not lead
ity changes in the stock market.
the bor& E?ﬂ
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Table 3.6, continued

Authors/Year ~ Sample characteristics/methodology Findings

Mahanti etal. The study data were retrieved from 11  Four drivers of corporate bo Iiﬁdity
(2008) market sectors with a total of 5,025 US have been tested: issue size, ‘maturity,
corporate bonds over the period January coupon rate, and issuanc the
1994 to June 2006. This study provides issue size, for issuance ‘less than $600
a new measure of liquidity for corporate  million, the issuance®si as a high
bonds that have limit trade transactions impact on bond liquidity, where higher
in the secondary market. The new issuance size lea igher latent
measure relies on measuring the bond liquidity; there is a“lower impact of
liquidity based on the aggregate trading issuance size bond liquidity for
volume on a monthly basis instead of issuance higher n $600 million.
daily basis. Noting that es from issuers with
a large have .a higher level of
liquidit issuance age, there is a
str. ative impact on liquidity. For
the ¢ , 1S that has a
igher credit rating s 0 SS
li where a higher credit r nd is
erred for i th yAUow the
oach cyb hold, While lower
dit ¥ating s are “preferred for
i inves \ buy-and“seMl.  Whereas
N hi on ra%}ﬁads to better
ligui anwhile™higher maturity

bon to Ie?s&ﬁding volume.
Said et al. The sample of this study is 72"menthly. Fiv ers ofliuidity were tested:
(2013) trading observations ofiCorporate Su )\e:@ , coupon rate, issuance
over the period fro %012 e, lcredi ing, and maturity. Four
the Malaysian mar he @latent vers: Eeg nce amount, coupon rate,
measurement o as used to iééuan@ge, and maturity showed a
identify the Sul&' ity drive igni t impact on the Sukuk
i . Meanwhile the credit rating
non-significant impact on the
I t liquidity of Sukuk. The
% insignificance of the credit rating factor
\“ "C/Q in the Sukuk market is interpreted by the
\ investment purpose of Sukuk issuance

,% rather than speculative ones.

Lin, Wang, hisystudy the %ding The result shows that the liquidity risk is

and Wu (2011

Wctio s of dorp rate bonds
the US*ma period

rin
Janpary 499 toﬁar h 2009. Two

f
%ﬂeasure of ity e adopted:
Pastgr-Sta s?gh and:"Amihud bond
easur

liquidit

Ay
S

priced in the corporate bond market, a
significantly positive impact from the
liquidity risk on the expected return of
corporate bond. By including credit
default, stock liquidity, and stock betas,
the liquidity risk is still considered to be
an important determinant of the
expected return of corporate bonds.
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3.5 Concluding Remarks

This chapter discussed the literature concerning the theoretical and r?ﬂ!n
perspectives of Sukuk issues in three different sections. The first section @s the
stock reaction to the Sukuk announcement. The second section f*ented the
theoretical and empirical understanding of the stock price volatilityWnew Sukuk
yield spreads. The third section concerned the determinants of unidity.

The field of firm financing has attracted the atte ?Eary scholars and
theorists during the last century. The huge expansion infikm operati gd for the
need to interpret the new market requirements and @sns. Inthisr rd, K@Yncy
cost highlighted the internal cost issues that oc onw n fir@anagers’
decisions and shareholders’ expectations. 'QY:E slTuc ing th@:{r capital will
result from management decisions abottithe figm capital s ure @tes. Furthermore,

firm managers must be aware of det@'sing the a\bpﬁat e Te\mal financing that has
N
optimal cost compared to the r%T he Iﬂecki rde{é%ory predicts the market

reaction based on firm %nel or ation%ﬁ}d that holding asymmetry
information leads to a ative reactions fro@he market.
’ 4 ¢ &
Three conditiohs, of yieldls m f negukuk issuances and benchmarks have

been discussed \thl eco i ' of @Hapter. The case of under-priced bonds
¢
emerges WEE%yiel on &reérae bonds are higher than benchmarks. The

3
overpri% Its frd Pr bem&nark yields match the bases of credit rating,
X

matm'&and call-ability. The!%ilr value occurs when the new Sukuk yield and
N

b%\hag rk are the same. The Bond Under-pricing Theory hypothesizes that issuers will
[

Q incentives to investors in order to cover the entire issuance. Practising pre-selling
ctivities by issuers aims to induce investors to build their decisions on the yield spreads

instead of the interest rate. Taking into account that the under-pricing condition is a
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temporary situation will eventually be balanced according to the market demand and
supply law. Hence, investors can get profit from following the under-pricingw
bond issuance in the short-term. q

The Liquidity and Asset Price Theory assumes that without a relaﬂﬁkglween the
market liquidity and the firm cash flow, the lack of market illiquidity leads to an increase
in the expected return of stocks, which, in return, will increa tml of firm credit
risk and lower the firm value. This theory also relies on the SX:

skf yield spread to

measure the asset liquidity, which represents a premiu id fro Wr side and

amount concession from the seller side. In this regar

ious liquidi tdecl{eg\ygcus

i% asset price. For
- inVGﬁfors refere@gz‘or liquidity
into two categories. First, investors\&aprefer hi qui L%ets that will be

sacrificed by accepting a lower intﬁ%rate or %\em%e,

on the liquidity as an instrument that has a si

example, the Liquidity Preference Theory

'\will go for long-term

/

assets. Several previous studie d evidence 0 significant influence of

&

bond liquidity on bond yiel hr. In[ 10 inv%ﬁéwill seek to hold their lower
pti

liquidity bonds until n% nd
term bond, Whereleit qur
short bond ratheg,than'the li

imal bm@s for them to trade with a short-

Si ant role on yield spread in terms of
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