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ABSTRACT 

Sukuk is one of the Shariah-compliant financing sources offered to corporations and 
government. Although markets have witnessed the presence and rapid growth of sukuk 
certificates, the Gulf Cooperation Council (GCC) share of global sukuk issuances has 
decreased recently. Hence, this study aims at identifying the determinants of sukuk 
market development in the selected GCC countries through examining the relationship 
of sukuk issuance with selected key political, financial and macroeconomic factors. The 
analysis was based on panel data analysis using Generalized Least Squares (GLS) and 
Fully Modified Ordinary Least Square (FMOLS) estimations, over the period of 2001 
to 2016, to achieve these objectives. The sample includes Saudi Arabia, United Arab 
Emirate, Bahrain, Qatar and Kuwait. The panel results indicate that a combination of 
macroeconomic, financial and political factors exerts a significant effect on GCC's 
sukuk markets. Generally, this study suggests that focusing on these determinants could 
contribute to the development of the GCC's sukuk market. Consequently, this study 
presents evidence that savings rate, exchange rate and banking system size are 
significant determinants of sukuk market development in GCC countries. In addition, 
this study shows that GDP per capita, oil price, and trade openness are associated with 
larger sukuk markets. The political risk was also evidenced to have a significant 
influence on the sukuk market. As a result, the findings of this study provide 
implications for investors, regulators, and market participants in terms of identifying 
the significant factors that are associated with the sukuk market development in the 
GCC countries. In addition, policy makers might employ the findings related to sukuk 
market development to recognise the important roles played by macroeconomic, 
financial factors and political risk in enhancing the sukuk market in GCC countries. 

Keywords: Sukuk; Islamic Finance; Panel Data; GCC countries 
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ABSTRAK 

Sukuk merupakan satu sumber pembiayaan patuh Syariah yang ditawarkan kepada 
syarikat-syarikat dan kerajaan. Meskipun sijil sukuk semakin menonjol dan 
berkembang dengan pesat dalam pasaran semasa, namun bahagian terbitan sukuk 
secara global oleh Majlis Kerjasama Negara Teluk (GCC) semakin menurun sejak 
kebelakangan ini. Oleh yang demikian, kajian ini bertujuan untuk mengenal pasti 
penentu pembangunan pasaran sukuk di negara GCC yang terpilih dengan meneliti 
hubungan terbitan sukuk dengan faktor politik, kewangan dan makroekonomi terpilih. 
Analisis dilakukan berdasarkan analisis data panel yang menggunakan penganggaran 
Generalized Least Squares (GLS) dan Fully Modified Ordinary Least Square (FMOLS) 
dari tahun 2001 hingga 2016 untuk memenuhi objektif kajian. Sampel kajian 
melibatkan negara Arab Saudi, Emiriah Arab Bersatu, Bahrain, Qatar dan Kuwait. 
Dapatan panel memperlihatkan bahawa kombinasi faktor makroekonomi, kewangan 
dan politik memberikan kesan yang signifikan terhadap pasaran sukuk GCC. Secara 
amnya, kajian ini, menyarankan bahawa tumpuan terhadap faktor penentu boleh 
menyumbang kepada pembangunan pasaran sukuk GCC. Sehubungan dengan itu, 
kajian ini juga membuktikan bahawa kadar tabungan, kadar pertukaran dan saiz sistem 
perbankan merupakan penentu yang penting dalam pembangunan pasaran sukuk di 
negara-negara GCC. Di samping itu, kajian juga mendedahkan bahawa Keluaran Dalam 
Negara Kasar (KDNK) per kapita, harga minyak dan keterbukaan perdagangan 
mempunyai hubung kait dengan pasaran sukuk yang lebih besar. Risiko politik juga 
terbukti mempunyai pengaruh yang signifikan terhadap pasaran sukuk. Hasilnya, 
dapatan kajian ini mempunyai implikasi kepada para pelabur, pengawal selia dan 
peserta pasaran dalam mengenal pasti faktor-faktor yang signifikan yang dapat 
dikaitkan dengan pembangunan pasaran sukuk di negara-negara GCC. Selain itu, 
pembuat dasar boleh menggunakan dapatan yang berkaitan dengan pembangunan 
pasaran sukuk untuk mengiktiraf peranan penting yang dimainkan oleh faktor 
makroekonomi, kewangan dan risiko politik dalam meningkatkan pasaran sukuk di 
negara-negara GCC. 
 
Kata kunci: Sukuk, Kewangan Islam, Data Panel, Negara-Negara GCC 
 

  



viii 
 

ACKNOWLEDGEMENTS 

 

All praise and thanks are to ALLAH (S.W.A) for giving me the strength, patience and 
courage to complete this study.  

To my late father, it was your wish to see me succeed and I could achieve your wish. 
May Allah have His Mercy on you.   

My sincere appreciation, love, and thanks are to my mother, brothers and sisters who I 
missed so much and their unforgettable DOA‘A, financial support, and encouragement. 
I must also acknowledge and thank the continuous support that I have received from my 
wife to make this study possible. 

This study could not be possible without the wise guidance and continuous support of 
my supervisors, Dr. Zairy Zainol and Dr. Ahmad Khilmy bin Abdul Rahim. Therefore, 
I would like to express my sincere gratitude, thanks and appreciation for them. I also 
would like to express my deep gratitude to my proposal defense reviewers: Assoc. Prof. 
Dr. Selamah Maamor, Assoc. Prof. Dr. Sallahuddin Hassan and Assoc. Prof. Dr. 
Rosemaliza AB Rashid for their valuable comments and recommendations. Also, I am 
very thankful to the examiners, Assoc. Prof. Dr. Hussin Abdullah (Chairman for Viva), 
Assoc. Prof. Dr. Shahida Shahimi (external examiner) and Assoc. Prof. Dr. Selamah 
Maamor (internal examiner) for their expertise which has greatly improved this thesis. 

Special thanks are to my dear friends, Dr. Hamdan Amer Ali Al-Jaifi for his support 
and timely advice.  

Finally, my appreciation and thanks are to all those who participated in making this 
PhD thesis possible. 

 

 

  



ix 
 

TABLE OF CONTENTS 

  

CERTIFICATION OF THESIS WORK iii 
PERMISSION TO USE v 
ABSTRACT vi 
ABSTRAK vii 
ACKNOWLEDGEMENTS viii 
TABLE OF CONTENTS ix 
LIST OF TABLES xii 
LIST OF FIGURES xiii 
LIST OF ABBREVIATIONS xiv 

CHAPTER ONE INTRODUCTION 1 

1.1 Background of the Study 1 
1.2 Problem Statement 8 
1.3 Research Questions 14 
1.4 Research Objectives 15 
1.5 Significance of the Study 15 

1.5.1 Theoretical Significance 15 
1.5.2 Practical Significance 17 

1.6 Scope of the Study 18 
1.7 Organization of Thesis 19 

CHAPTER TWO LITERATURE REVIEW 20 

2.1 Introduction 20 
2.2 Introduction to Islamic Finance 20 
2.3 Concept of Sukuk 24 
2.4 Evolution of GCC‘s Sukuk Market 30 
2.5 Theoretical Background 35 

2.5.1 Capital Structure Theories 36 
2.5.2 Asymmetric Information Theory 43 

2.6 Determinants Factors of Sukuk Market Development 53 
2.6.1 Macroeconomic Factors 54 
2.6.2 Financial Factors 64 
2.6.3 Political Risk Factor 66 

2.7 Empirical Review 69 
2.7.1 Studies in Developed Countries 70 
2.7.2 Studies in Developing Countries 73 
2.7.3 Studies in Multiple Countries 79 

2.8 Research Gap 95 
2.9 Chapter Summary 97 

CHAPTER THREE DATA AND METHODOLOGY 98 



x 
 

3.1 Introduction 98 
3.2 Theoretical Framework 98 
3.3 Hypothesis Development 103 

3.3.1 Stage of Economic Development and Sukuk Market Development 103 
3.3.2 Savings Rate and Sukuk Market Development 105 
3.3.3 Exchange Rate and Sukuk Market Development 106 
3.3.4 Inflation Rate and Sukuk Market Development 107 
3.3.5 Oil Price and Sukuk Market Development 109 
3.3.6 Trade Openness and Sukuk Market Development 110 
3.3.7 Banking System Size and Sukuk Market Development 112 
3.3.8 Stock Market Capitalization and Sukuk Market Development 113 
3.3.9 Political Risk and Sukuk Market Development 115 

3.4 Development of Empirical Model 116 
3.5 Sample Selection 119 
3.6 Data Sources 119 
3.7 Variables Definitions and Measurements 121 

3.7.1 Dependent Variable Measurement 121 
3.7.2 Independent Variables Measurements 122 

3.8 Data Analysis Techniques 130 
3.8.1 Descriptive Analysis 130 
3.8.2 Correlations Analysis 131 
3.8.3 Panel Data Approach 131 

3.8.3.1 Fixed-Effects Model 132 
3.8.3.2 Random-Effects Model 134 
3.8.3.3 Generalized Least Square (GLS) Model 135 
3.8.3.4 Panel Unit Root and Cointegration Tests 136 

3.9 Chapter Summary 137 

CHAPTER FOUR DATA ANALYSIS AND FINDINGS 139 

4.1 Introduction 139 
4.2 Descriptive Statistics 139 

4.2.1 Descriptive Statistics of the Dependent Variable 139 
4.2.2 Descriptive Statistics of the Independent Variables 141 
4.2.3 Descriptive Statistics of Panel Data 150 

4.3 Multicollinearity and Correlation 152 
4.4 Diagnostic Test 156 

4.4.1 Normality 156 
4.4.2 Heteroscedasticity Test 156 
4.4.3 Autocorrelation Test 157 

4.5 Panel Data Analysis 158 
4.5.1 Pooled OLS Regression Estimate 159 
4.5.2 Random Effect vs. Fixed Effect Regressions 161 
4.5.3 GLS Regressions Estimates 164 

4.5.3.1 Stage of Economic Development (GDP pc) 165 



xi 
 

4.5.3.2 Savings Rate 168 
4.5.3.3 Exchange Rate 171 
4.5.3.4 Inflation Rate 172 
4.5.3.5 Oil Price 173 
4.5.3.6 Trade Openness 175 
4.5.3.7 Banking System Size 178 
4.5.3.8 Stock Market Capitalization 180 
4.5.3.9 Political risk 181 

4.5.4 Panel Unit Root Test Results 183 
4.5.5 Panel Cointegration Test results 185 

4.6 Fully Modified OLS (FMOLS) Results 187 
4.7 Panel Analysis Using FMOLS 191 
4.8 Summary of Result Discussion 192 
4.9 Chapter Summary 194 

CHAPTER FIVE CONCLUSION AND RECOMMENDATION 196 

5.1 Introduction 196 
5.2 Overview of the Study 196 
5.3 Summary of the Major Findings 199 

5.3.1 Findings of Objective One 200 
5.3.2 Findings of Objective Two 201 
5.3.3 Findings of Objective Three 206 

5.4 Implications of the Study 207 
5.4.1 Theoretical Implications 207 
5.4.2 Practical and Policy Implications 210 

5.5 Limitations 215 
5.6 Recommendations for Future Research 216 
5.7 Conclusion 217 

REFERENCES 219 

 

 

  



xii 
 

LIST OF TABLES 

Table 2.1 Comparison Between Sukuk and Bonds  29 
Table 2.2 Domestic vs. International Sukuk Issuances in the GCC 

(2001-2016) 
34 

Table 3.1 Summary of the Variables Sources 120 
Table 3.2 Summary of the Dependent Variable Measurement 122 
Table 3.3 Summary of the Independent Variables Measurements 128 
Table 4.1 Descriptive Statistics of Sukuk Market Development 

(SMD) 
140 

Table 4.2 Descriptive Statistics of GDP per Capita by Countries 142 
Table 4.3 Descriptive Statistics of Savings Rate by Countries 143 
Table 4.4 Descriptive Statistics of Exchange Rate by Countries 144 
Table 4.5 Descriptive Statistics of Inflation Rate by Countries 145 
Table 4.6 Descriptive Statistics of Brent Oil Price 145 
Table 4.7 Descriptive Statistics of Trade Openness by Countries 147 
Table 4.8 Descriptive Statistics of Banking System Size by 

Countries 
148 

Table 4.9 Descriptive Statistics of Stock Market Capitalization by 
Countries 

149 

Table 4.10 Descriptive Statistics of Political Risk Rating by 
Countries 

150 

Table 4.11 Descriptive Statistics of Panel Data for Continuous 
Variables 

151 

Table 4.12 Pearson Correlations Matrix of Study Variables 154 
Table 4.13 Standard Tests on VIF Results 155 
Table 4.14 Breusch-Pagan / Cook-Weisberg Test for 

Heteroskedasticity 
157 

Table 4.15 Wooldridge Test for Autocorrelation in Panel Data 158 
Table 4.16 Results of SMD Model Using Pooled OLS Regressions 160 
Table 4.17 Results of SMD Model Using Random and Fixed effect 

models 
162 

Table 4.18 Result of SMD Model Using Generalized Least Square 
Regression 

165 

Table 4.19 Results of Panel unit root tests 184 
Table 4.20 Results of Kao and Pedroni Panel cointegration tests 186 
Table 4.21 Results of FMOLS Country-by-Country 188 
Table 4.22 Results of Panel FMOLS for Aggregate GC Countries 192 

 

  



xiii 
 

LIST OF FIGURES 

Figure 1.1 Global Sukuk Issuance By Region 9 

Figure 1.2 Total GCC Sukuk Issuance Trend (2013-2016)  10 

Figure 2.1 The Classification of Sukuk Structures 27 

Figure 2.2 Structure and Cash Flows of Ijarah Sukuk 28 

Figure 2.3 Total GCC Sukuk and Conventional Bond Issuances 

Trend 

32 

Figure 3.1 Theoretical framework 100 

Figure 3.2 Research Framework 101 

Figure 4.1 Total GCC‘s Sukuk Issuances Trend (2001-2016) 141 

Figure 4.2 The Trend of Brent Oil Prices 146 

 

 

 

 

  



xiv 
 

LIST OF ABBREVIATIONS 

 

AAOIFI Accounting and Auditing Organization for Islamic Financial Institutions 
ABS  Asset Backed Security 
BNM  Bank Negara Malaysia‘s (Central Bank of Malaysia) 
BOP   Brent Oil Price 
BSS  Banking System Size 
CPI  Consumer Price Index 
EXR  Exchange Rate 
FMOLS Fully Modified Ordinary Least Square 
GCC  Gulf Cooperation Council 
GDP  Gross Domestic Product 
GLS Generalized Least Square 
GMM Generalized Method of Moments 
IDB  Islamic Development Bank 
ICRG  International Country Risk Guide 
IFSB  Islamic Financial Services Board 
IIFM   International Islamic Financial Market 
MENA  Middle East and North Africa 
OIC  Organization of Islamic Cooperation 
PR  Political Risk 
PRS  Political Risk Services 
SR  Saving Rate 
SESRIC Statistical, Economic and Social Research and Training Centre for 

Islamic Countries 
SMD  Sukuk Market Development 
SPV  Special Purpose Vehicle 
TP  Trade Openness 
MIFC  Malaysia Islamic Financial Center  
 
  



1 
 

CHAPTER ONE 

INTRODUCTION 

 

1.1 Background of the Study 

The concept and practice of Islamic finance has recently witnessed continuous and 

tremendous growth and expansion. Evidently, Islamic finance has attracted the 

interest of economists and empiricists who are keen on understanding the factors and 

foundations for predicting the growth and expansion of the Islamic finance. Islamic 

finance was also investigated to show how it can be successfully operated and how 

best its instruments and facilities can be used for monetary resource mobilization and 

attendant allocation (Grassa & Gazdar, 2014). In the past, even Muslim countries 

were reluctant to accept Islamic finance, but now the situation has changed (Oakley, 

2009). In this regard, Woodruff (2007) reported that major financial centers round the 

globe have also adopted the Islamic financial system. These centers and institutions 

compete among themselves on the use as well as the consistent improvements of the 

Islamic finance system. Consequently, Islamic financial market has developed to be 

an essential component of the global financial system, which is a representation of the 

provision of financial services that are Shariah law1 compliant (Pepinsky, 2013).  

  

According to Klein and Weill (2016), Islamic finance has significantly grown with an 

increase of the Islamic financial assets from USD150 billion in the mid-1990's to 

USD1,400 billion at the end of 2015. The market of sukuk is the Islamic equivalent of 

bonds, which gathers approximately USD270 billion, representing 15% of the total 

                                                           
1
 Shariah considers money as a tool to measure value, and not an asset in itself. Thus, receiving income 

from money (or ―interest‖) is forbidden. Under Shariah, one should not sell or trade debts, and 
conventional lending is not permissible. The implication is that investment products—sukuk in this 
case—should be made for, and based on underlying assets. 
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global Islamic assets (King Fahd University of Petroleum and Minerals (KFUPM), 

2016). Hence, it is apt to posit that the sukuk are the most popular alternative financial 

instruments that are acceptable by Shariah principles. Sukuk (plural for Sakk – an 

Arabic term), literarily denotes an Islamic type of investment certificates that are 

likened to conventional bonds. In this regard, Godlewski, Turk-Ariss and Weill 

(2013) pointed out that sukuk are investment certificates that characterise both bond 

and stock-like features that are allotted for financing trade activities or producing 

tangible assets. However, in relation to the conventional bonds, sukuk are not 

categorized as a debt instrument because it does not guarantee returns and cash flows. 

Hence, sukuk do not offer any interest payment, as sukuk returns are associated with 

the profit generation via real transactions resulting from an underlying real business 

risk (Zakaria, Azwan, Isa, Alawiyah, & Abidin, 2012). This prominent difference 

among conventional and Islamic financial tools contributed to the relatively positive 

performance of Islamic finance during and after the 2008 global financial crisis.  

 

The financial market is important to contemporary economies due to its role as a 

mediator between lenders and borrowers. Thus, sukuk market could play a key role in 

the economic development and support to the gross domestic product (GDP) of 

countries. This can be achieved through the mobilization of savings and channeling 

these savings for obtaining usefulness and Islamic law compliant investments. Since 

they are a tool for long-term financing and thanks to their investment diversification, 

they can finance potential projects in infrastructure, agriculture, and industry (Tariq & 

Dar, 2007). Accordingly, Kusuma and Silva (2014) argued that because numerous 

countries strive to develop sources of long-term financing, sukuk seem to be the most 

relevant means of helping such countries expand the capital pool to fund investments 
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and support growth. For instance, Malaysia Islamic Financial Center MIFC (2013) 

reported that more than 20 percent of sukuk issued during 2012 was for the purpose of 

infrastructure. Consequently, Ben Jedidia Khoutem (2014) concluded that sukuk will 

positively impact the sustainable economic development. He found that the sukuk 

market can easily provide more funds for the development of economy and a solution 

for the poverty and unemployment problems. This permits overcome many problems 

related to saving mobilization, bank liquidity management, risk taking and long-run 

investment. It also provides liquidity since sukuk can be traded in the secondary 

market (Ahmad, Daud, & Kefeli, 2012). 

 

According to Thomas (2007), the infrastructure over the next decade will support 

growth in Asia and remains one of the fastest growing industries locally as well as 

globally. This stellar growth experienced by the sector over the last few years is 

attributable to the changing demographics of Asia, rapid population growth, 

urbanization trends and improvement in living standards. Thomas (2007) elaborated 

further that there are a lot of potentials for sukuk whose growth is largely dependent 

on the Gulf Cooperation Council (GCC)2 and Asia‘s strong economic base. The 

potentials of sukuk are also based on rising wealth and the sustained demand for 

investments that are compliant with the provisions of the Shariah law. In view of the 

above discussion, Aziz (2014) further argues that sukuk hold so much promise, 

especially in funding the infrastructural development. This argument is critical 

especially for the GCC, African and Asian regions due to the infrastructure needs of 

these regions. Evidently, these initiatives would act as a catalyst to the establishment 

of a stronger, efficient and effective global sukuk market. Hence, the dynamic nature 
                                                           
2
 GCC is an acronym for Gulf Cooperation Council. The GCC countries are a group of countries in the 

Arabian Peninsula that includes Bahrain, Kuwait, Oman, Qatar, Saudi Arabia (KSA) and the United 
Arab Emirates (UAE).  
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of the sukuk market has been also noted as a major contributor to ensuring financial 

stability and facilitating an expanded flow of investment in the region (Aziz, 2014).  

 

Sukuk instruments are important and play critical roles in GCC countries (Abdul 

Rauf, 2015). In this context, Dawson (2013) indicated the important role of sukuk as a 

financing mechanism in GCC countries because large-scale infrastructure projects are 

planned accordingly. In addition, the demise of the regional real estate markets 

resulted in the shelving of numerous sukuk plans in GCC, because some of the largest 

issuers of sukuk in the GCC before 2008 were real large estate companies. However, 

the GCC is still a major and prominent sukuk-based market in view of the fact that 

Shariah-compliant products are quite appealing to investors as well as the need to 

finance infrastructure projects for the coming decades (Ali & Lovells, 2009).  

 

In this regard, the worldwide practice, as Aziz (2007) argues, has shown that the well-

built bond markets which rely heavily on the banking sector for financing are 

vulnerable which resulted in funding mismatches and financial instability. It was also 

noted by Aziz (2007) that the Islamic financial structure encourages greater 

transparency and excellent governance structures as well as promotes stability in the 

financial market. With regard to sukuk market, sukuk are virtually unknown prior to 

1990, whereby Malaysia has emerged as leader in sukuk market followed by Bahrain 

(Kamarudin, Kamaluddin, Manan, & Ghani, 2014).  

 

Generally, the global sukuk market has grown and developed in the last three decades 

(Thomson Reuter report, 2015). The global aggregate of the sukuk between January, 

1996 and September, 2015 was USD684.06 billion which raised through 5,249 issues. 
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Interestingly, 64 percent of the total value comes from sukuk issued between 2011 

and 2014, and as Thomson Reuters observed, the sukuk market was impacted by the 

financial crisis 2008 that lasted til 2011. Evidently, the number of sukuk issues during 

this period (from 2008 to 2011) was rather low. However, year 2010 witnessed a high 

record of sukuk issuances valued at USD51.2 billion, which far exceeded the previous 

peak in 2007. In 2012, the volume of sukuk issuances reached also a high record 

estimated at USD137.5 billion out of 763 issuances. However, despite the optimistic 

attitude of the sukuk market, 2013 witnessed a tremendous drop in sukuk value to 

reach over USD116.9 billion.  

 

According to Thomson Reuter report, 2015, in 2014, the sukuk market flourished and 

this period is considered the best in sukuk history for outreach and investor 

acceptance due to the number of non-Muslim and non-traditional issuers who joined 

the market, including the United Kingdom (UK), Senegal, Maldives and South Africa. 

However, between 2014 and 2015, the growth of the global sukuk market slowed 

down to about USD100 billion, whereas 2015 and 2016 witnessed a major drop in 

issuances whereby only USD60.6 billion sukuk were issued, representing 43% 

decrease compared to 2014 and it could be less than half of the record issuance 

volume achieved in 2012 according to data compiled by International Islamic 

Financial Market (IIFM) monitor 2016. A large part of this slowdown is due to the 

decline in global oil prices, and the result of Bank Negara Malaysia (BNM) decision 

to discontinue the issuance of short-term investment sukuk. This may not be 

considered a reflection of weakness in the sukuk market. Rather, it is a change of 

strategy, whereby this country represents over 60% of the total global sukuk issuances 

(Thomson Reuter report, 2016).  
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Several factors are likely to impact the development of sukuk in the industry of 

Islamic finance, namely macroeconomic factors, regulatory quality, financial crisis 

and political commotion. Therefore, the experts should emphasise on how to 

overcome these difficulties, mitigation of the risk in these difficult times and make 

sukuk more acceptable in the international market which encompasses various 

economic landscapes. This will eventually support the authorities to foster the growth 

of the sukuk market. However, despite the global rapid growth of the sukuk market, 

sukuk are still relatively small, and the sukuk market development has been hampered 

by numerous factors (Kusuma & Silva, 2014). Shahida and Sapiyi (2013) highlighted 

the significance of identifying the factors that determine the issuance of sukuk based 

on internal or external incentives.  

 

Besides, several countries are completely involved in efforts aimed at developing their 

domestic sukuk markets, with diverse levels of recorded success. Accordingly, 

Kusuma and Silva (2014) pointed out that the current approaches adopted for the 

development of the domestic sukuk market vary significantly across countries due to 

country-specific circumstances. In this regard, Jobst, Kunzel, Mills and Sy (2008) 

considered that  identifying the factors that may hinder the market development, 

which is one of the most important issues related to the issuance of sukuk. Hence, it is 

important to identify the main economic, legal, and regulatory challenges that need to 

be overcome. 

 

Though the determinants of the development of the bond market has received 

extensive interest and emphasis ( Adelegan & Radzewicz-bak, 2009; Bolgorian, 2011; 

Bhattacharyay, 2013; Eichengreen, 2006; Felman et al., 2014; Le, Nguyen, & 
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Nguyen, 2015; Plummer & Click, 2005), however there limited number of studies has 

examined the main determinants of sukuk market development. For instance, Ahmad 

& Radzi (2011), Elkarim (2012), Hanifa, Masih and Bacha (2015), Nagano (2013), 

Said and Grassa (2013), Shahara, Ibrahim and Mohd (2014), and Shahida and Sapiyi 

(2013)  examined the influence of the different factors on sukuk issuance and firms‘ 

decisions to choose either issuing sukuk or conventional bonds. 

 

Generally, the current study is motivated by the fact that GCC countries are 

witnessing a remarkable rapid growth in the field of development projects and 

infrastructure. These development and attendant infrastructural milestones are capital-

intensive and require a long term investment strategies. The expectations of the GCC 

countries imply that a substantial part of the capital used in executing these projects 

would be raised through the sukuk market (Abdul Rauf & Ibrahim, 2014). The need 

for further expansion of the GCC economies and the commitment to invest in 

infrastructure are rife. Hence, infrastructure funding through a financial system that is 

Shariah compliant is certainly a highly attractive source for such investments (Saidi, 

2009, 2012). In view of the size of these projects, equity and government budgets 

cannot be the only source of financing for the next phase of economic growth and 

industrialization, particularly in light of weight of the projects (Aziz, 2014). It is worth 

mentioning that the economies of the GCC depend on oil exports (the major suppliers 

of oil in world energy markets), whose oil revenues determine public spending and 

aggregate demand. Consequently, it is important for GCC countries to widen and 

deepen their sukuk markets to raise funding (for a huge infrastructure financing) and 

diversify their exports in order to decrease the dependency on oil that is considered a 

dominant sector (Al-wesabi & Ahmad, 2013). In addition, the GCC region has one of 
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the world‘s largest Islamic banking markets. These abovementioned points constituted 

a motivation in the current study to provide empirical evidence about the jointly effect 

of macroeconomic, financial, and political factors on sukuk market development in 

GCC countries. 

 

1.2 Problem Statement 

Many countries are extremely involved in the efforts to expand their domestic sukuk 

markets with dissimilar degree of success. Kusuma and Silva (2014) pointed out that 

current approaches adopted for the development of the domestic sukuk market vary 

significantly across countries due to country-specific circumstances. In this context, 

Jobst, Kunzel Mills and Sy (2008) considered identifying the factors that could hinder 

further market development one of the most important issues related to the issuance of 

sukuk. In this regard, the main economic, legal, and regulatory challenges that need to 

be overcome are identified. Samoui & Khowaja (2016) observed that countries 

looking for promotion in their sukuk markets should struggle hard to increase their 

economy and adopt stable macroeconomic policies to make it attractive for investors 

to hold sukuk securities. In addition, these countries should foster the progress of their 

governance institutions by fighting against the corruption in the political system and 

expanding the local investment environment.  

 

GCC region which comprises six countries is the largest region in terms of the Islamic 

financial assets, however, the whole GCC region is ranked second after Malaysia. 

According to the report of IIFM (2016), the total value of sukuk issuances in GCC 

countries between 2001 and 2016 was constitutes almost 21.5 percent of the global 

sukuk issuance. Recently, the GCC region represents 23, 28 and 25 percent of the 
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global sukuk issuance while Malaysia has 62, 51 and 58 percent for the years of 2014, 

2015 and 2016, respectively. It is supported by Thomson Routers report (2016), 

which states that the whole GCC region issued only 60 sukuk issuances in 2015 

compared to 388 and 84 sukuk issuances for Malaysia and Indonesia, respectively. 

This implies that there is a substantial gap between Malaysia and second-placed GCC 

region as it can be seen in Figure 1.1. 

 

 

 

Figure 1.1 
Global Sukuk Issuance By Region (2014-2016) 
(Source: Thomson Reuters Report, 2016) 
 

Besides, according to Thomson Reuters Report (2016), there has been deterioration in 

the percentage of GCC‘s total sukuk issuance in the recent years as shown in Figure 

1.2. The GCC‘s share of global sukuk issuances has decreased recently; the volume of 

sukuk issuances in the GCC has continued to fall since 2013, whereas the volume of 

the bond financing has increased. Consequently, a shift has occurred significantly 

from sukuk market towards conventional bond market during the four recent years. 
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Figure 1.2 
Total GCC Sukuk Issuance (2013-2016) 
(Source: Thomson Reuters Report, 2016) 
 

The GCC region has been unstable and constantly changing due to the U.S. invasion 

of Iraq in 2003, the wide regional disturbance that started in 2011 (Arab spring), the 

civil war in Yemen that started in 2013, and the massive drop in petroleum prices and 

revenues that accelerated in 2015 (Cordesman, 2016). All these factors have 

contributed to increasing the risks at every level and created a sort of uncertainty 

associated with an unstable political environment. Therefore, the political instability 

could have an impact on the sukuk market. 

 

GCC economies are highly dependent on oil and have been strongly influenced by the 

recent decrease in the oil price. This reduction in oil price impacts negatively the 

public finances considering that more than 70 percent of revenues of the governments 

in these countries are obtained through oil-related sectors (Vohra, 2017). This caused 

GCC countries to experience a significant reduction in the revenue of government, 

public spending, current account balance and international reserves. Therefore, GCC 

countries need to diversify their economies by looking for alternative sources of 

financing. The sukuk issuance has attracted their attention as a type of financing that 
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would help them cover their budget deficit and reduce their dependence on oil. This 

type of financing has advantages in comparison with the conventional bond.  

 

Consistent with Adam (2005), the sukuk market is away from the realization of its 

complete potential and the idea of a fully Islamic secondary market remains a distant 

away. The cumulative value of sukuk issues outstanding is merely a fraction of the 

market demand. Sukuk market could play a key role in the economic growth through 

the mobilization of the domestic long-term capital required seriously by the Islamic 

countries to provide finance for the infrastructure and development projects as to 

reduce dependence on external debt resources. In addition, long-term financing is 

vital for infrastructure projects and, it is, consequently, imperative that the next 

generation of products should aim at developing the other sukuk products particularly 

those that are able to provide backing for infrastructure and development projects. 

Without developed domestic markets, it results in continued dependence of the 

Islamic countries on external resources. Adam (2005) also mentioned that given the 

huge developmental requirements of Islamic countries, it is, therefore, to the interest 

of the governments of these countries to encourage the development of the sukuk 

market which may attract to a large cross-section of private investors within these 

countries. 

 

Park and Ratti (2008) emphasized that prices of oil play a key role in the capital 

market of oil importing countries. In addition, they evidenced that stock markets in oil 

exporting countries experience the negligible effect of changes in oil prices compared 

to oil importing countries, whereby the stock prices in the latter countries experience 

less sensitivity to the interest rate. According to IIFM and Thomson Reuters reports 



12 
 

(2015), there were expectations that oil-exporting countries (particularly those of the 

GCC) would be affected by low oil prices which would affect the sukuk markets to 

raise funding, but these expectations have not been achieved. This is supported by a 

survey of Thomson Reuters (2016) who stated that more than 60% of analysts believe 

that the reason for the decline in sukuk market in the recent years is the low price of 

oil. 

 

Interestingly, Grassa and Gazdar (2014) found that the sukuk market does not 

contribute to the economic growth in GCC countries. They concluded that these 

findings may be justified by the fact that sukuk markets are new and a small share of 

capital market in the GCC countries. In addition, GCC countries‘ sukuk markets have 

not achieved a threshold level that will empower them to contribute to the growth of 

the economy. Furthermore, GCC region can be characterized as one of the largest 

Islamic banking markets in the world, and their huge supply of savings and strong 

investment demand might be generally furnished through their banking system. This 

results in total dependence on the banking system rather than the sukuk market. In this 

context, Smaoui et al. (2017) suggested that the sukuk market‘s development is 

dependent on the environment where they are executed and on whether the credit 

market is market-oriented or bank-oriented.  

 

Furthermore, one common characteristic of both conventional bonds and sukuk is the 

issuing unit. Each bond represents a share of the debt while each sukuk represents a 

share of the underlying asset. This feature has connection with market factors 

covering inflation and exchange rate. According to Ziaei (2013), inflation in the GCC 

countries has increased since 2002 and has reduced the purchasing power of 
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consumers. Besides, Quqa (2008) identified that where the assets in the sukuk pool 

are denominated in one currency and the sukuk are accumulated in another currency, 

the sukuk investment is exposed to currency risks. Therefore, due to the increasing 

fluctuation in the inflation rate and the exchange rate, it is argued that the problem 

related to inflation rate and the exchange rate have to be analyzed with the sukuk 

issuance. 

 

Despite the rapid growth in sukuk globally, the development of sukuk markets has 

been impeded by several factors. In the past three decades, several empirical 

researchers analysed the dynamic association between bond market behavior and 

economic activity. Likewise, a considerable amount of literature has focused on the 

determinant of the development of the bond market (Bhattacharyay, 2013; Adelegan 

& Radzewicz-bak, 2009; Bolgorian, 2011; Castro, Kalatzis, & Martins-Filho, 2015; 

Naceur et al., 2007; Ng, Ibrahim, & Mirakhor, 2014; Ngare, Nyamongo, & Misati, 

2014; El-Wassal, 2005; Zhang, Zhu, & Lu, 2015). These studies have indicated a link 

between stock and bond market development to the movements of macroeconomic 

variables and political shocks.  

 

Previous studies have found evidence that both political and macroeconomic factors 

are important in the development of financial markets (both equity and debt). 

According to Garcia and Liu, (1999), Yartey (2008), and Adelegan and Radzewicz-

bak (2009), the macroeconomic factors such as savings rate, financial intermediary 

development, real income, macroeconomic stability and market liquidity are 

significant factors of developing the financial markets. Cherif and Gazdar (2010) 

stated that institutional factors such as the political risk may impact the efficient 
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functioning of financial markets. La Porta et al. (1997), and Perotti and Van Oijen 

(2001) also found that the political risk is an important determinant of financial 

market development. 

 

Eventually, the previous studies have mostly focused on firms‘ characteristics 

determinants of sukuk issuances but gave a little consideration to the role of country‘ 

characteristics on sukuk market development in general, particularly in GCC 

countries. Actually, among the empirical studies, only two studies (Smaoui and 

Khawaja, 2016; Said and Grassa, 2013) have included the sukuk market development 

in 13 countries from different regions. Besides, Smaoui and Khawaja (2016) have also 

motioned that their study is the first one to examine the determinants of sukuk market 

development, whereby only selected determinants of sukuk market development are 

examined. Hence, further empirical investigations have become essential. Generally, 

the present study, to the best knowledge of the researcher, is among the first empirical 

studies to fill this gap by considering the relationships between the GCC's sukuk 

market and a set of macroeconomic, political, and financial variables from 2001 to 

2016. 

 

1.3 Research Questions 

The present study conducts an investigation to answer the questions related to 

identifying the main determinants of sukuk market development in the selected GCC 

countries. Based on the preceding sections, this study tries to answer the following 

questions:  

1. What is the level of development of sukuk market in the selected GCC 

countries? 
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2.  What are the determinants of sukuk market development in the selected 

GCC countries? 

3. What are the determinants of sukuk market development in the selected 

GCC countries at individual country level? 

 

1.4 Research Objectives 

The general objective of this study is to investigate the phenomenon of the sukuk 

market development in the selected GCC countries and its determinants. Specifically, 

based on the enumerated research questions, the objectives of the study include:  

1. To explain the level of sukuk market development in the selected GCC 

countries. 

2. To examine the determinants of sukuk market development in the selected 

GCC countries. 

3. To investigate the determinants of sukuk market development in the 

selected GCC countries at individual country level. 

 

1.5 Significance of the Study 

The significance of the current study is discussed from the perspective of its 

contribution to the theoretical as well as the practical aspects. 

 

1.5.1 Theoretical Significance 

This study enriches the literature by examining the determinants of sukuk market 

development which has received little attention in the finance literature. Most of the 

studies have been conducted to determine the factors of developing the capital 

markets, namely both equity and debt markets. This study adds to the knowledge as 
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the existing research on sukuk is relatively thin, involving mainly qualitative rather 

than quantitative approaches. However, the literature focuses mostly on descriptive 

analyses of sukuk structures, issuances, and Shariah issues instead of empirical and 

scientific analyses (Zulkhibri, 2015). 

 

Examining the sukuk market development in the GCC region is theoretically 

important, as after the events of the Arab Spring accompanied by the political 

conflicts, a significant rise in the volatility of Islamic indices was noted (Chau, 

Deesomsak, & Wang, 2014). This reflects the importance of understanding the 

political uncertainty‘s role in capital market stability. In this regard, prior studies have 

also noted the significant influence of political risk on the financial market 

development including both debt and equity (Chau et al., 2014; Dylan McGee, 2007; 

Suleman, 2013; Yartey, 2008). Hence, to the best knowledge of the researcher, studies 

on the relationship between the political risk and GCC sukuk market development 

have been rarely mentioned in previous studies. In addition, the previous researches 

have majorly focused on firms' characteristics factors of sukuk issuances, but limited 

attention has been given to the role of country's characteristics on sukuk market 

development. Thus, it can be said that the relationship between some macroeconomic 

factors, such as oil price, saving rate, trade openness, political risk and sukuk market 

growth is still ambiguous. Therefore, the current study fills the literature gap and 

contributes to the literature by examining the most important factors related to 

macroeconomic and financial activities, and political risk on sukuk market 

development.  
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1.5.2 Practical Significance 

From the practical side, this study helps investors due to the lack of confidence in the 

conventional bond market which has resulted in increasing the investor‘s attitude for 

investment instruments that offer greater transparency and reduce risk (Thomas, 

2007). Through a differentiated approach to investing, focusing on tangible assets, 

sukuk have become an attractive investment choice for an increasingly large pool of 

investors. Additionally, this study is expected to help other concerned parties such as 

managers to understand what drives the development of the sukuk market in the GCC 

region. This study also suggests practical ways that will help regulators to identify the 

factors that determine the sukuk market in view of the inherent benefits of the sukuk. 

  

According to Kusuma & Silva, (2014), several businesses and policymakers consider 

the sukuk markets as a long-term financing source. Hence, developing the sukuk 

market as an alternative to the conventional debt market is one of the major premises 

upon which funds are secured to finance the infrastructure within and outside the 

Muslim world (Abdul Rauf, 2015). Hence, this study can offer an understanding on 

the association between the macroeconomic and political conditions with sukuk 

growth to the policymakers. In addition, this study can be utilized as a guideline to 

establish more extensive sukuk markets. Consequently, policymakers are accountable 

for offering advice to the government with regard to the economic development and 

budget. Samoui & Khowaja (2016) observed that countries looking for promotion in 

their sukuk markets should struggle hard to increase their economies and adopt steady 

macroeconomic policies to create attraction for investors to hold sukuk securities. 

Besides that, they should foster the development of their institutions of governance by 
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fighting corruption in the political system and improve the local investment 

environment. 

 

Further, it is worth noticing that the current study is significant for governments 

particularly in GCC. This region has been undergoing a large amount of cash inflow 

and ever-rising requirement to finance massive development of infrastructure that is 

happening. There are huge benefits in enhancing the sukuk market. Furthermore, it 

will be possible to make recommendations to support the country's specific factors in 

the sukuk market that are likely to make a contribution towards the sustainable growth 

of sukuk market. Suggestions regarding the factors that management should give 

more attention for management of risks or minimize the negative effect and avoid 

unnecessary disappointments are also presented in this study. The practice of good 

factors will definitely help promote the growth of the sukuk market. From Shariah 

scholars‘ perspective, strengthening and broadening the sukuk market will lead to 

strengthening of the Islamic finance as a whole. It would be an achievement for the 

promoters of the Islamic finance if it is ultimately considered as an alternative to the 

conventional financial system. 

 

1.6 Scope of the Study 

The aim of this study is to examine the phenomenon of sukuk market development in 

light of the issue of the changes in macroeconomic, political, and financial activities 

in GCC countries, which have the largest Islamic financial assets in the world. 

Therefore, this study will be limited to three dimensions which are macroeconomic, 

political and financial factors. In other words, this study is limited to empirical 

research of the influence of the most significant macroeconomic factors, political risk, 
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and financial factors on bond market development, which are suitable with sukuk 

market too. The annual secondary data was obtained from various sources, such as 

Bloomberg database, World Bank, Political Risk Services (PRS) and International 

Country Risk Guide (ICRG). The estimation sample comprises five countries, 

namely, Saudi Arabia, Bahrain, United Arab Emirates (UAE), Qatar and Kuwait. 

Besides, this study excluded Oman from the analysis because the capital market 

authority of Oman started the process of sukuk issuance in October, 2012. In addition, 

this study covers the period from 2001 to 2016 since 2001 was the first stage of the 

beginning of sukuk issuances in GCC region. 

 

1.7 Organization of Thesis 

This thesis is organized into five chapters. Chapter One presents the background of 

the study, problem statement, research questions, research objectives, significance of 

the study, scope of the study, and organization of the study. Chapter Two provides the 

background of the sukuk and GCC‘s sukuk market, and a literature review on bond 

and issuance of sukuk, followed by a discussion of theory and associated empirical 

studies on the macroeconomic, financial, and political factors. The theoretical 

framework, the hypotheses development, research method and design, data analysis 

technique, and the models used to test the hypotheses are presented in Chapter Three. 

Chapter Four presents the descriptive statistics of the variables, diagnostic test and 

panel data regression results. This thesis concludes in Chapter Five with a discussion 

and a summary of the findings, study implications, limitations, recommendations for 

future research and the conclusions.  
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CHAPTER TWO 

LITERATURE REVIEW 

 

2.1 Introduction 

Chapter two provides a review of prior studies concerning sukuk and bond market 

development. This chapter is divided into two parts. The first part discusses the 

introduction of Islamic finance, sukuk certificates and sukuk market in GCC region. 

The second part provides the theoretical review of the study. It also provides the 

theories of the development of bond market as introduced by several authors. The 

relevant empirical evidence of the factors that influence the sukuk market 

development are also presented. 

 

2.2 Introduction to Islamic Finance 

The jurisdiction of Islamic financing spreads widely since it can be available 

anywhere in the world, particularly for Muslims who prefer to engage in financial 

transactions that are in line with the Islamic doctrine. Islamic finance can be defined 

as the finance that complies with the Islamic regulations (Shariah), originating from 

the Holy Qur'an, Hadith, and other credited sources (Hanif, 2016). Shariah 

compliance is a unique institution of Islamic financial instruments where its 

verification is based on Islamic commercial law. Islamic commercial law, as a part of 

the general Islamic law, is derived from various sources. The primary source is the 

Shariah, which is the divine revelation received by Prophet Muhammad (i.e., the 

Quran) and his conducts and sayings (i.e., prophetic tradition or Sunnah). Shariah 

concerns the dimensions existing in man-to-God (the Unity Creator) and inter-human 

relations, encompassing worship, individual conduct, and social norms. Hence, it is a 
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fundamentally religious precept prescribing what is good and permitted (lawful) and 

what is harmful and forbidden (unlawful).  

 

The second source is the Fiqh (jurisprudence), which represents a vast collection of 

juridical opinions offered by Muslim jurists from various Islamic legal schools 

(Madhab) with respect to the application of the Shariah in their respective 

environment and context throughout the past 14 centuries. The third is fatwa, which is 

an Islamic legal pronouncement issued by Muslim scholars to address a specific need 

of the society at a specific time. An example is a fatwa permitting the use of 

securities‘ certificates to represent a pool of assets which forms the basis for sukuk. 

Issuing a fatwa involves the application of the Shariah and Fiqh. The Islamic finance 

literature highlights two Shariah prohibitions in Islamic commercial law, namely Riba 

(usury) and Gharar (excessive uncertainties). Muslim scholars reason that prohibitions 

of Riba and Gharar are meant to protect man‘s wealth and property from exploitation 

through unfair transactions, thus preserving social justice and stability (Iqbal and 

Mirakhor, 2011). These major prohibited elements are derived their implications for 

sukuk design. 

 

Riba literally means increase, augment, or addition, and is often referred to as interest 

in most discussions on Islamic finance. A broad definition of Riba is, ―any unlawful 

or undeserved gain derived from the quantitative inequality of the counter-values‖ 

(Warde, 2010, p. 52). Mews and Abraham (2007) point out that Riba is better 

understood as usury, which is consistent with its classical understanding of charging 

illegal or exorbitant (usurious) rates of interest for the use of money. One of the basic 

principles of Islamic financing is the strict prohibition of the receipt of interest (Riba). 
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In the Quran, prohibition of Riba is revealed on several occasions during the life of 

Prophet Muhammad. For example, Surah al-Baqarah (verses 275):  

 

ِلَك بِ "" ْيطَاُن ِمَن اْلَمسِّ ذََٰ ُُ الرِّبَا الَِّذيَن يَْأُكُلوَن الرِّبَا ََل يَ ُقوُموَن ِإَلَّ َكَما يَ ُقوُم الَِّذي يَ َتَخبَّطُُو الشَّ ْْ ُُ ِم ْْ ََاُلوا ِإَََّّما اْلبَ ْي ُُ أَّ َّ
ىَٰ فَ َلُو َما َسَلَف َوَأْمُرهُ  َُ َُ َوَحرََّم الرِّبَا َفَمن َجاَءُه َمْوِعَظٌة مِّن رَّبِِّو فَاَّتَ  َُّ اللَّ ُو اْلبَ ْي ا ُُ َوَأَح ََ ْْ ََ فَُأولَ ََِِٰك َأ  ِإَلى اللَّ ِو َوَمْن َعا

ا َخاِلُدونَ  َُ ْْ ِفي  725: " سورة البقرة﴾٥٧٢﴿ النَّاِر ُى

  

“Those who consume interest cannot stand [on the Day of Resurrection] 
except as one stands who is being beaten by Satan into insanity. That is 
because they say, "Trade is [just] like interest." But Allah has permitted trade 
and has forbidden interest. So whoever has received an admonition from his 
Lord and desists may have what is past, and his affair rests with Allah. But 
whoever returns to [dealing in interest or usury] - those are the companions of 
the Fire; they will abide eternally therein.” (Surah Al-Baqarah: 275). 

 

In the context of investments, Riba is interpreted as any return received on the money 

that is predetermined in amount. In other words, Riba includes modern day interest-

based financing. In other words, money by itself cannot generate a return on a given 

amount of time unless it is invested in business transactions. However, this does not 

mean that the time value of money is ruled out. Islamic commercial law recognises 

the time value of money when money acts as capital and in terms of the pricing of 

assets and their usufructs (Ahmad and Hassan, 2006). Regarding the Islamic attitude 

towards Riba, the Islamic rules allow for the interest replacement by a return that is 

dependent upon the profitability of the underlying investment. Additionally, the 

Islamic rules license the financing of sales by means of the deferred payment at a 

premium to the spot price (Abdul rauf, 2015). In line with this philosophy, to justify 

the return payment to the investors, sukuk contracts are designed in a manner that 

resembles trades such that the return gained is the profit from a sale, leasing, or 
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business venture. This underlying requirement renders sukuk a form of asset-backed 

financing, different from pure debt obligations in conventional finance. 

 

Gharar literally means, ‗uncertainty, ambiguity, hazard, or peril. Technically, Gharar 

constitutes undue risk due to incomplete information about a contract (El-Gamal, 

2006). The word ‗Gharar‘ is not explicitly mentioned in the Quran, but its prohibition 

is indicated by the Sunnah through various narrated sayings (hadith) of Prophet 

Muhammad wherein he forbade sales when the element of Gharar (bay al Gharar) or 

uncertainty about the object of the transaction is present. Based on a set of al hadith 

on Gharar, Vogel and Hayes (1998) arrange prohibited transactions in a risk spectrum 

from pure speculation to uncertain outcome and future benefit to inexactitude. They 

deduce that risks associated with Gharar arise either due to parties‘ lack of knowledge 

about the object of transaction, the absence of the object at the time of the transaction, 

or because the object evades the parties‘ control. Muslim scholars note that the main 

reason for the prohibition of Gharar is not to eliminate the uncertainty and risk 

inherent in business transactions, but to eliminate the ambiguity that allows one party 

to take advantage by deceiving another (Warde, 2010; Saleem, 2012). This 

prohibition coincides with the objective of Shariah in commercial transactions − 

ensuring a satisfactory outcome, promoting balance between the private interests, and 

creating communal prosperity (Lahsasna and Hassan, 2011). 

 

Contemporary Muslim jurists apply classical opinions and conditions laid out by early 

Muslim scholars to address the issue of Gharar in financial contracts. In general, the 

transaction guideline emphasises the clarity of the object of transaction, parties 

involved, price, and other elements that may affect the transaction (Hassan and Lewis, 
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2007). These conditions clearly renounce outright speculation. In the context of the 

sukuk arrangement, the prohibition of Gharar is manifested through several 

requirements. First, since return and risk of a sukuk contract correspond to assets or 

business performance, the identified set of assets must be economically viable so that 

the issuer is able to service the contract. Second, the funding raised must be put to use 

as planned or earmarked for a particular purpose. Finally, the conditions of the 

contract, descriptions of assets and transactions involved, the obligations of the issuer, 

and the rights of the investors must be clearly spelled out in the terms of the contract 

(Ebrahim et al. 2016). According to Islamic principles, such transactions should not 

hold. Characteristically, gambling (Maisir) is also another form of transaction that is 

prohibited as it deals with futures speculations. In addition, other commodities and 

activities such as gambling services, alcohol, and pork and among others are equally 

prohibited. 

 

2.3 Concept of Sukuk  

The introduction of sukuk began in the 1990s following the decision (fatwa) issued by 

OIC‘s International Islamic Fiqh Academy in February 1988 (Wilson, 2004). The 

fatwa states that, ―any combination of assets (or the usufruct of such assets) can be 

represented in the form of written financial instruments which can be sold at a market 

price‖ provided that a large fraction of assets is represented by tangible assets. 

 

Sukuk is an Arabic plural word for Sakk, which means certificate, legal instrument, 

deed, and checks. This financial instrument is often referred to as the Islamic 

equivalent of conventional bonds. The design and execution of sukuk contracts are 

significantly influenced by Islamic commercial law. Hence, while sukuk replicate the 
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characteristics of conventional bonds – fixed periodic return, tradable on the 

secondary market, and redeemable at a certain date – they are fundamentally different 

in contract structures and underlying principles (Warde, 2010). 

 

Various definitions of sukuk have been offered by different Islamic finance standard 

setting institutions. In May 2003, the Accounting and Auditing Organization for 

Islamic Financial Institution (AAOIFI) defined sukuk in the standard for investment 

sukuk3 as ―certificates of equal value representing undivided shares in ownership of 

tangible asset, usufructs and services, assets of particular projects of special 

investment activity‖ (AAOIFI, Shariah Standards 1425-6 H No 17 at 296). The 

International Islamic Financial Market (2009) further defines sukuk as commercial 

papers that provide their holders with ownership in an underlying asset. The 

Malaysian-based international standard setting body for Islamic finance industry, the 

Islamic Financial Services Board (IFSB), defines sukuk as, ―certificates with each 

sakk representing a proportional undivided ownership right in tangible assets, or a 

pool of predominantly tangible assets, or a business venture (such as a mudarabah)‖. 

These assets may refer to a specific project or investment activity in accordance with 

Shariah principles (Islamic Financial Services Board, 2009, p.3). In sum, the above 

definitions establish that sukuk are a type of asset-backed security structured in 

manners that comply with Islamic commercial law.  

 

Therefore, sukuk have to be connected to a particular asset, an asset, a service or a 

project over a specified period of time. However, a bond is simply a debt obligation 

that requires the issuer of the bond to pay the holder of the bond on an agreed date 

                                                           
3
 AAOIFI is an Islamic international autonomous non-for-profit corporate body. It has standards for 

more than 14 different types of Islamic bonds (sukuk) but the focus here is on the most popular. 
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based on an agreed interest rate and standards. Nonetheless, within the scale of sukuk 

operations, each sukuk holder holds a full ownership in the underlying assets (Tamara 

& Asaria, 2005). Therefore, holders of sukuk are entitled to share proceeds realized 

from sukuk assets. In other words, sukuk do not represent a claim of a debt in a pure 

monetary sense because money is not a tradable commodity under Shariah principles. 

Thus, sukuk holders individually own the underlying assets that are exclusively 

beneficial to both parties. Sukuk are prepared in a way that is similar to conventional 

asset-backed securities (ABS) or covered bonds. The difference is that sukuk, like any 

other Islamic financial instrument, need to act in accordance with Shariah. Sukuk 

investors hold the underlying assets via a special purpose vehicle (SPV), which they 

might receive unsecured payment from direct investment in real, religiously-

sanctioned economic activity (Wilson, 2004). 

 

Sukuk are classified into two categories namely, asset-backed and asset-based sukuk. 

Asset-backed sukuk represents a real transfer of ownership between the issuer and the 

holders. In case of issuer default, holders of sukuk have a direct access to the 

underlying assets (Aziz, Pahlavi, & Gintzburger, 2009; Afshar, 2013), whereas the 

holders of asset-based sukuk do not have this advantage. Thus, in case of issuer 

default, the conventional recovery procedure is applied (Aziz et al., 2009; Afshar, 

2013). Besides, the rating of the two categories differs as well. Moody's agency, for 

instance, rates asset-based sukuk by considering the solvency of the issuer, similar to 

bonds. Asset-backed sukuk are rated similarly to securitization (Mseddi & Naifar, 

2013). Experts in the finance sector maintained that most sukuk are structured as an 

asset-based instrument, rather than assets-backed securitization. 
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Sukuk provide flexibility in terms of security design, allowing the issuer to tailor the 

financial contract according to the underlying investment project so as to achieve the 

desired leverage and investment outcome. The AAOIFI identifies as many as 14 types 

of sukuk structures. Of these approved structures, seven are widely used in the sukuk 

market: murabahah; istisna; ijarah; mudarabah; musharakah; salam; and wakalah. As 

shown in Figure 2.1, these structures can be broadly classified based on their payment 

mode: debt-like sukuk, which pay a predetermined fixed return, and equity-like 

sukuk, which pay a return based on the realisation of the asset or investment 

according to a predetermined profit sharing ratio. 

 

 
Figure 2.1 
Classification of Sukuk Structures 
Source: Securities Commission Malaysia (2009) 
 

For example, to assist in understanding the execution of lease-based sukuk contracts, 

Figure 2.2 illustrates an example of cash flows under the Ijarah sukuk structure. Once 

the desired amount of proceeds is raised through the issuance, the originator enters 
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into a sale and purchase agreement with the SPV, pursuant to which tangible assets 

are purchased by the SPV at a price equivalent to the principal amount of the sukuk. 

The SPV then declares an English law trust over the acquired assets and thereby acts 

as a trustee on behalf of the investors who have a beneficial ownership interest in the 

assets. Under the lease agreement (ijara), the SPV as the trustee leases the assets back 

to the originator for a term agreed as the maturity of the sukuk. The periodic rental 

payment by the originator as the lessee of the assets is equivalent to the periodic 

distribution amount payable by the SPV to the investors. Upon maturity, under a sale 

undertaking and purchase agreement, the SPV sells, and the originator buys back the 

assets at a price equivalent to the principal amount plus any accrued and unpaid 

periodic distribution amount to the investors. Figure 2.2 illustrates structure and cash 

flows of sukuk Ijarah. 

 

  
Figure 2.2  
 Structure and cash flows of Ijarah sukuk 
Source: Dar Al Istithmar 
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Sukuk (Islamic bond) and conventional bonds are alike in their purpose. That is long-

term financing. As noted by Ahmad and Radzi (2011) and Saad, Haniff and Ali 

(2016), in some respects, the sukuk are similar to the conventional bonds as they are a 

security instrument that offers an expected return‘s level. Nevertheless, sukuk are 

different in terms of the underlying structure and provisions. In contrast to the 

conventional bonds, sukuk are not debt instrument with guaranteed returns and cash 

flows, whereby sukuk do not pay interest, as sukuk returns are associated with the 

profit generation by the real transactions resulting from an underlying real business 

risk. Table 2.1 illustrates the differences between sukuk and conventional bond. 

 

Table 2.1 
Comparison Between Sukuk and Bonds 
Comparison Element Sukuk Bonds 

Financial Security 
Type 

Vary according to the nature of 
the contract that rules the sukk 

Debt on the issuer 

Returns 
-According to the nature of 
contract (Rent, margin of 
Murabaha, returns Istisnaa, share 
in profit …) 
-Returns can vary, depending on 
the market value of the 
underlying assets. 
 
- Profits are shared. 

-Predetermined Benefits 
fixed 
 
 
-Returns do not vary with 
the performance of the 
issuer. 
- No profits sharing. 

Procedures 
Obligor sells assets to the Special  
Purpose Vehicles (SPVs), which 
deals with the sukuk‘s buyers. 

 
SPVs are not needed. 

Risk -Interest rate risk and 
purchasing power risk are 
absent. 
-Sukuk have certain risks like 
Shariah risk and legal risk. 

-Bonds have risks related to 
interest rate, including 
purchasing power risk. 
-No Shariah issues. 

   
Source: Author 
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Finally, sukuk can be compared to a trust certificate with a relative or undivided stake 

in an asset or a pool of assets. This interest gives the rights in the corresponding share 

of cash flows, risk, and return that can be achieved through the ownership of the 

assets (Godelwski et al, 2013). This is attained as sukuk are enclosed with a selection 

of contracts to construct financial obligations, whereas conventional bonds generate 

indebtedness by the loan issuances.  

 

2.4 Evolution of GCC’s Sukuk Market  

Generally, the GCC was established in 1981, which represents a majority of the Arab 

countries‘ political and economic front in the Persian Gulf including Emirates (UAE), 

Qatar, Bahrain, Oman, Kuwait, and Saudi Arabia. These countries operate seven stock 

markets that are independent of each other and with dissimilar listed stocks. However, 

only the UAE operates two stock markets - the Dubai Financial Market and the Abu 

Dhabi Stock Exchange. In the GCC, there are non-existent regional markets, and the 

economies of the GCC depend basically on exports including oil and proceeds 

therefrom. Characteristically, revenues obtained from oil exports largely define public 

spending and cumulative demand. Hence, the impact of oil on the mentioned 

countries ‗national economies‘ is enormous and cannot be overlooked. 

 

The progression in the sukuk market of GCC countries has undergone three distinct 

phases. The first phase from 2001 to 2007, which coincided with the oil boom and 

rapid development of the global market; around 21% of the total sukuk issuances so 

far was within this period, whereas only 12% of the total sukuk issuances so far was 

in the second phase 2008-2010, due to the global financial crisis. The third phase was 

since 2011-2017. It was the best since 2001 in terms of sukuk issuance in GCC 
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countries, as the number of issuances was 60 in 2012, which was the highest issuances 

obtained in GCC countries. The beginning of the year 2013 was good for the GCC 

sukuk market as the number of issuances was 18 within only three months. However, 

the sukuk issuances in the GCC continued to fall since 2013, whereas the volume of 

bond financing increased. 

 

In September 2001, when the market became international, the government of 

Bahrain has issued the first international sovereign sukuk worth USD 100 million 

Ijarah sukuk, with a fixed rate of 5.25% and 5 years maturity through the Central 

Bank of Bahrain. The government of Bahrain has taken the initiative to issue the first 

international sovereign sukuk not only to provide a new funding vehicle for the 

kingdom, but also to build Bahrain‘s reputation as a developed Islamic financial 

market by providing a negotiable liquid asset which could be held by Islamic financial 

institutions. This first issuance brought competition, between Bahrain and Malaysia. 

The latter has followed Bahrain and issued its own sovereign sukuk in 2002 for a 

nominal value of USD 600 million. It remarked that over half of the capital being 

subscribed from GCCs‘ investors especially GCCs‘ Islamic banks. 

 

The international issue facilitated by the Government of Bahrain was indeed the 

catalyst that prompted other GCC countries Islamic capital market include (UAE, 

Qatar, and Saudi Arabia) to commence their operations. Between the period July 2003 

and March 2004: IDB has issued the first sukuk in Saudi Arabia, Qatar has issued a 

Government‘s sovereign sukuk and the Tabreed sukuk arose from the UAE. Until 

2006, Bahrain has been the most active country in GCC region based on the number 

of sukuk issued therefrom. Thereafter, the UAE picked up pace quickly and has now 
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developed to be the leader in international sukuk issuance. This has therefore made 

the UAE lead the sukuk issuance, with high-profile sukuk such as that issued by DP 

World in 2006 for USD 3.5 billion, to finance its worldwide expansion with the 

takeover of P&O Ports. The UAE is even noted to have issued a larger sukuk issued 

by Nakheel, the Dubai-based international property development company. 

 

Figure 2.3 illustrates the total sukuk and conventional bond issuances in GCC 

countries. Its shows that during the period 2008-2010, the issuance of sukuk saw a 

remarked slowdown and decreased from USD 18.59 billion in 2007 to USD 5.9 

billion in 2010. Over this period, the share of sukuk issuance on total debt issuance 

decreased to 32%. This fact can be explained by the global financial crisis issues and 

the Shariah compliance issues that have been seen during this period. Nevertheless, 

from 2011, it was remarked that sukuk issuance restarted growing and reach USD 

18.3 billion.  

 

 
Figure 2.3 
Total GCC Sukuk and Conventional Bond Issuances Trend 
(Source: Thomson Reuters Zawya, KAMCO Research) 
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In 2011 the amount of sukuk issued represented 47.8% of the total amount of debts 

issued. This growing in sukuk issuance continued until 2013, where the volume of 

sukuk issuances reached USD 21.7 billion, which was the highest ever value of 

issuances recorded since the inception of the GCC sukuk market. Even though 

remarkable increase in sukuk issuances in 2013, where exceeded the conventional 

bond with 52.4% of the total amount of debts issued, issuance of sukuk has decreased 

again in the three recent years. Between 2014 and 2015, the GCC‘s issuances were 

impacted by the lower oil prices and lower export earnings. Accordingly, sukuk 

issuances in 2015 dropped to USD 12.3 billion from USD 18.9 billion at the end of 

2014. This decline in sukuk issuance continued until the fourth quarter of 2016, where 

it was noted in this period a slight rise in sukuk issuances around USD 13.9 billion. 

 

In term of sukuk volume, leading country in domestic offerings were Saudi Arabia 

USD 37.2 billion, followed by Bahrain and Qatar with USD 14.75 and USD 14.4 

billion, respectively. A look at table 2.2 below shows that the UAE has been the clear 

volume and value leader in the international sukuk since inception. There have been a 

total of 90 sukuk issues worth USD 60.2 billion from the UAE since 2001, followed 

by Saudi Arabia with USD 26.3 billion. Together with Saudi Arabia, the two GCC 

countries command roughly over 60% of the entire international sukuk issuances 

since inception. In the other hand, Bahrain is leading in the number of issues in 

domestic and international sukuk, with 265 issues worth USD 14.75 billion in 

domestic issuances and 101 issues worth USD 9.3 billion in international issuances as 

shown in Table 2.2.  
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Table 2.2 
Domestic vs. International Sukuk Issuances in the GCC (2001-2016) 
 Domestic Sukuk  International Sukuk  

GCC countries Number of 
Issues 

Amount in 
USD Millions 

Number of 
Issues 

Amount in 
USD Millions 

Saudi Arabia 52 37,179 43 26,305 
Emirates 14 8,251 90 60,244 
Bahrain 265 14,748 101 9,310 
Qatar 16 14,416 12 10,185 
Kuwait 1 332 15 2,577 
Oman 3 825 2 582 
Total 351 75,751 263 109,203 
Source: IIFM report (2016). 

Besides, corporations in the GCC are far more active in the sukuk market than their 

sovereigns. Generally, the feature of corporate issuers in the GCC countries are 

distinctive in that they are far more active than sovereigns for a good number of years, 

except for 2005, which was the year sukuk was introduced, and 2009, which marks 

recovery after the credit crisis of 2007-2008. Though sovereign sukuk issuances 

decreased at some point as a result of the global financial crisis, there has been an 

increment in the issuance of sovereign sukuk. The effects of the slowdown are, 

monetary easing, and exceptional measures. These were all measures put in place to 

support the financial system (issuances of sovereign sukuk included) and eventually 

the economies of the region (Rocha, Arvai, & Farazi, 2011). Interestingly, most of the 

sukuk being issued in the present market are corporate sukuk from the GCC region 

and Malaysia. 

 

According to the report of Thomson Reuters (2015), there is a strong preference for 

UAE and Saudi Arabia as the preferred countries to invest and issue sukuk. Lead 

arrangers and issuers show a marginally higher preference for UAE over Malaysia 

(19% over 18%) for sukuk issuance. Investors chose UAE as the top preferred market 
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for sukuk investments at 18%. Other key market players have shown great interest in 

UAE (19%), Saudi Arabia (19%) and Malaysia (18%) for sukuk issuance and 

investment. The value of issuance from Malaysian and Saudi Arabian corporates was 

down by 41% and 41.6%, respectively. In contrast, UAE corporates have been a lot 

more active compared to 2014, thanks to financials such as Dubai Islamic Bank 

(DIB), Sharjah Bank, and Noor Bank which together issued USD 2.75 billion. 

Emirates Airline issued USD 913 million to take total corporate issuance in the UAE 

to USD 3.7 billion compared to only USD 1.7 billion over the same period in 2014. 

Notably, UAE quasi-sovereigns, which issued USD 1.2 billion in the first 9 months of 

2014 was absent in the same period of 2015, and Saudi Arabia‘s government related 

entities (GREs) only issued USD 1 billion compared to USD 4 billion in same period 

of 2014. 

 

Finally, sukuk Al-Ijarah represented the most prominent structure for GCC issues in 

the last few years. Before to the real estate boom in the GCC, the majority of sukuk 

issuances were either Musharakah or Mudarabah; which were used in financing 

business activities. However, as the real estate market boomed in the region 

(particularly Dubai) issuances of Ijarah sukuk increased based on real estate related 

assets; as they are considered rather secure with better risk profile compared to 

partnership agreements such as Murabahah. 

 

2.5 Theoretical Background 

In this section, the different theories related to capital structure and securities choice, 

including the traditional capital structure theories namely, pecking order theory and 

trade-off theory are discussed. Besides, the theory of information asymmetry, as an 

underlying theory of this study, is also discussed. 
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2.5.1 Capital Structure Theories 

Corporate financing studies have highlighted that the major factors of the capital 

structure of the firms are pecking order theory and trade-off theory. In the theory of 

firm's capital structure and financing decisions, the pecking order theory was first 

suggested by Donaldson in 1961 and it was modified by Myers and Majluf in 1984. It 

argues that firms prioritize their sources of financing which is from internal financing 

to equity with the principle of least effort, or of least resistance, preferring to raise 

equity as a financing means of last resort. Firms whose investment opportunities 

exceed internally generated funds tend to issue more debt securities and therefore, 

resulting in the higher debt ratio. Conversely, highly profitable firms with limited 

needs for investment funds tend to have lower debt ratios. Myers (1984) suggested the 

pecking order in which the first retained earnings and then debt are preferred and last 

is the equity financing. Pecking order theory starts with asymmetric information as 

managers of the corporations have better knowledge about their company‘s prospects, 

risks and value compared with the external investors. Asymmetric information affects 

the choice between internal and external financing and between the issue of debt or 

equity (Shahida & Saharah, 2013). 

 

Besides, based on trade-off theory, corporations try to optimize the level of debt 

financing that balance the tax benefits of additional debt against the bankruptcy costs 

(Myers, 2001). This theory is often set up as a competitor theory to the pecking order 

theory of capital structure. An important purpose of the theory is to explain the fact 

that corporations usually are financed partly with debt and partly with equity. It states 

that there is an advantage to financing with debt, the tax benefits of debt and there is a 

cost of financing with debt, the costs of financial distress including bankruptcy costs 
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of debt. According to Shahida and Saharah (2013), the marginal benefit of further 

increases in debt declines as debt increases, while the marginal cost increases, so that 

a firm that is optimizing its overall value will focus on this trade-off when choosing 

how much debt and equity to use for financing. 

 

Generally, the literature related to the corporate capital structure presents 

comprehensive explanatory viewpoints on the basis of capital structure theories such 

as pecking order and trade-off, whereas Islamic finance is examined by few limited 

studies. According to the pecking order theory, the selection of funding by sukuk is 

therefore subordinated to the normal debt financing, but prior to the issuance of the 

equity. In contrast, the proposition that lie behind the trade-off theory is that the 

selection of sukuk is achieved before the external financing when the financial 

scheme offers managerial merits to the issuer (Nagano, 2010). 

 

These traditional finance theories mainly focus on finding the optimal debt-to-equity 

ratio. On the other hand, the innovation, based on asset-based securities such as 

sukuk, is concerned with finding the optimal form of contract structure that allows 

firms to increase leverage while minimizing the impact of market imperfections 

(Halim, How, & Verhoeven, 2016). Some studies reveal that sukuk issuance follows 

the pecking order and trade-off theories. Hanifa et al. (2015) also used sukuk and 

conventional debt security issuers‘ data and demonstrated two major conclusions. 

First, they showed that sukuk issuers choose sukuk issuance to optimize the cost and 

benefit balance for the issuers, and sukuk issuance is in accordance with the trade-off 

theory in this regard. Second, they reported that the level of information asymmetry of 
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issuers influences the choice of sukuk issuance as well, which is also in accordance 

with the pecking order theory. 

 

Nagano (2010) provided the first empirical contribution to the understanding of this 

issue. Referring to the debt-equity hybrid feature of sukuk, Nagano (2010) argued that 

the choice of sukuk is influenced by factors that explain both debt and equity 

issuance. He thus predicted that the information cost arising from the profit sharing 

feature of sukuk is between conventional debt and common equity. This prediction 

led to test whether there is a funding hierarchy, whereby the selection of sukuk is 

fulfilled before common equity, but is subordinated to normal debt finance, as implied 

by the pecking order theory. Contrary to prediction, results from a panel to Tobit 

analysis of a sample of 76 listed sukuk issuers in Malaysia suggest that sukuk are 

chosen prior to conventional bonds and are independent of a firm‘s internal fund 

(profitability). Nagano (2010) interpreted this finding to suggest that the decision to 

issue sukuk does not always depend on information cost. His analysis instead 

indicates that the firm‘s size and previous sukuk issues are two important 

determinants of firms‘ current sukuk issuance decision. 

 

Shahida and Saharah (2013) extended Nagano‘s (2010) study to consider the 

influence of leverage and tax incentives on sukuk issuance. On the basis of agency 

explanation offered by Jensen and Meckling (1976), they deduced that existing 

leverage would best represent firms‘ current funding ability for testing the pecking 

order theory as it reduces the need for external equity. They found that both measures 

of internal funding availability, profitability and leverage, do not significantly explain 

firms‘ sukuk issuance decision based on the sample of 79 publicly quoted firms that 
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issued bonds during 2001-2010. In line with the trade-off theory, they found that the 

tax exemption received by firms is positively related to sukuk proceeds. 

 

Using the partial adjustment model for testing the determinants related with sukuk 

issuers‘ target debt ratio, Hanifa et al. (2015) also found no evidence that profitability 

has an influence on the sukuk issuance decision for a sample of 80 public listed sukuk 

issuers from 2000 to 2012. This finding further reinforces Nagano‘s (2010) inference 

that firms issue sukuk irrespective of the availability of internal funds. Contrary to the 

results found by Nagano (2010) and Shahida and Saharah (2013), Hanifa et al. (2015) 

found that firm‘s size has a negative and significant coefficient in their estimation. In 

addition, regarding growth opportunity, there is a positive relationship with the sukuk-

to-asset ratio. These findings thus support the pecking order prediction. 

 

Hanifa et al. (2015) extended the study of Azmat et al. (2014) by testing the 

determinants of target debt ratio for firms that issue sukuk. Unlike Azmat et al. 

(2014), sukuk structures are classified into exchange-based (debt-like) and 

partnership-based (equity-like) structures. Their results based on standard generalized 

methods of moments (GMM) estimations show that debt-like sukuk issuers are 

characterized by smaller and high growth firms. The positive relation between debt-

like sukuk issuance and firms‘ growth opportunity is against the prediction of the 

pecking order theory, which is also supported by Azmat et al. (2014a). However, the 

firm‘s size is the only factor found to be significant in explaining firms‘ use of equity-

like sukuk and has a negative sign. Hanifa et al. (2015) view this finding as 

supporting for the theory of pecking order since small firms are faced by the high 

possibility of bankruptcy, and would prefer a profit-sharing instrument. 
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Based on his results of the insignificant relation between information cost and sukuk 

issuance decision, Nagano (2010) aimed at testing the implication of the trade-off 

theory which predicts that firms issue sukuk due to other benefits. Nagano (2010) 

examined two benefits, which are an increase in firm‘s value and product market 

performance. Results of the study and the total factor productivity analysis confirmed 

the prediction. In particular, sukuk issuers are associated with more positive stock 

returns surrounding the issuance announcement and higher average total factor 

productivity. 

 

Klein and Weill (2016) used the logit regression analysis on a sample of 2715 

issuance made by 114 issuers to examine the potential influence of information 

asymmetries by using the lens of adverse selection and moral hazard to specify 

reasons of firms‘ preference of utilizing sukuk. Sukuk‘s representation was 60% of 

the sample in the number of the issues in the capital market of Malaysia over the 

period 2004 to 2013. They found that adverse selection mechanism is taking place in 

the market of sukuk, with less profitable firms electing sukuk. These results show that 

a firm faces more hindrances in accessing the short-term debt market and ultimately 

moves towards sukuk rather than a bond. Klein and Weill (2016) concluded that when 

there are higher information asymmetries, they would motivate issuers to choose 

sukuk market. An adverse selection scheme works in firms that have a low 

performance. Sukuk issuers also need more efforts to approach the short-term market 

of debt in contrast with issuers of the bond. This describes that current ratio of sukuk 

issuer is higher than issuers of the bond even if their performance is low. 
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Several studies provide indirect evidence on the motivations for firms to issue sukuk 

by examining the stock market reaction to sukuk issuance announcements. Studies in 

this strand of the literature suggest that there are potential positive economic 

consequences to be realized from sukuk issuance, which motivates firms to raise the 

capital through sukuk. Godlewski et al. (2013) showed that the cumulative average 

abnormal return (CAAR) for sukuk issuers is significantly negative for various event 

window lengths surrounding the announcement day on the basis of sample related to 

the 77 sukuk and 93 conventional bonds issued during 2002-2009. The CAAR for 

conventional bond issues is positive, but it is not significant.  

 

Godlewski et al. (2013) offered two explanations for the negative market reaction to 

sukuk issuance. First, the high demand for Shariah-compliant financial instruments by 

Islamic financial institutions (IFIs) makes it easier for firms to raise funds through 

sukuk, including firms that are weak financially. Comparing the characteristics of 

sukuk issuers and conventional bond issuers, it was observed that sukuk issuers are 

smaller, more indebted, and less profitable than conventional bond issuers. Second, 

there is no explicit testing of the impact of sukuk structure on the cumulative returns, 

for the reason that only firms with the lowest return expectation are motivated to issue 

sukuk because the profit and loss sharing structure allow managers to minimize the 

firm‘s loss if the project failed. Therefore, there is no positive reaction by the stock 

market to the announcement of sukuk issuance due to the adverse selection problem. 

 

Alam et al. (2013) found results parallel to Godlewski et al. (2013) in an event study 

of a sample of 79 sukuk and 87 conventional bonds issued in several countries 

(Malaysia, Indonesia, Singapore, Pakistan, UAE, Bahrain, and Qatar) during the 
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2004-2012 period. In partitioning the sample into the pre-, during, and post-crisis 

periods, the findings related to the stock market‘s reaction to the announcement of 

sukuk issuance varies with economic conditions. Specifically, the cumulative 

abnormal returns (CARs) of sukuk and conventional bond issuers are significantly 

negative during the crisis period, with sukuk issuers having a greater percentage of 

negative CARs compared to the conventional bond issuers. However, the CARs are 

significantly positive for sukuk issuers and insignificant for conventional bond issuers 

in the post-crisis period. Further investigation using a multivariate analysis shows that 

the market reaction to sukuk issuance announcements is negatively related to issue 

size and free cash flow. 

 

The preceding empirical studies have showed that the conventional capital structure 

theories can only partly explain firms‘ motivation to use this financial instrument, 

perhaps owing to the unique institution of sukuk. The conflicting findings related to 

the predictions of capital structure theories motivated Hanifa et al. (2015) to conduct 

an interview session with the main parties involved in sukuk issuance. They aimed at 

obtaining a practical insight into their findings on why smaller and high growth firms 

are more likely to issue sukuk. The explanations from the practitioners point to the 

features of sukuk, particularly the asset requirement, as well as favourable market 

conditions, such as competitive pricing, tax incentives, and greater access to funding. 

Reconciling their results with the practitioners‘ insights, Hanifa et al. (2015) 

concluded that sukuk offer some unique benefits to the issuers that cannot be 

explained through the lenses of the conventional finance theories. 
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Generally, in finance, any investments and financing decision are influenced by 

diverse economic factors. As such, the bond market is also affected similarly. The 

present economic situation of countries and extant literature on finance indicated 

numerous theories that explain the connection between country factors and the bond 

market. Among the numerous theories, the asymmetric information theory is 

discussed within the scope of the present study. Myers and Majluf (1984) developed a 

model, where the capital structure is designed to reduce inefficiencies in the firms' 

investment decision caused by information asymmetry. Myers and Majluf added 

knowledge regarding the asymmetric information hypothesis in financing by the debt. 

Myers and Majluf (1984), contributed to the asymmetric information hypothesis in 

debt financing. They argued that asymmetric information problems drive the capital 

structure of firms since managers know more than the rest of the market about their 

firm‘s value (information asymmetry) and the market penalizes the issuance of 

securities, including debt, whose benefits related to the assessment of such 

information. In the following section, this study reviews the outstanding points of the 

asymmetric information theory and some related empirical studies, before proceeding 

to the model of the study. 

 

2.5.2 Asymmetric Information Theory 

The corporate finance literature proposes that information asymmetry is a significant 

factor of security choice. Information asymmetry is likely to be high as managers 

possess more value-relevant firm-specific information compared to the outside 

investors. In the Islamic capital markets, especially in sukuk markets, getting the 

bargain is by applying the principle of avoiding excessive uncertainty and decreasing 

the information asymmetry among different parties in the sukuk contract, where 
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disclosure of specific information is obligatory by the Islamic law authorities. 

Definitely, this disclosure is the first layer to save the investor and the consumer. 

Disclosure of information concerning sukuk investment is not only done at the time of 

issue but also afterward. Consequently, comprehensive information disclosure before, 

within, and after the presentation of instruments is significant to decrease uncertainty 

and manage risk. 

 

The theory of information asymmetry emerged in the 1970s and 1980s, and explained 

the common phenomena that were not explained by the conventional general 

equilibrium economics. The essence of the theory of the asymmetric information 

suggests that information imbalance among buyers and sellers can be directed to 

inefficient outcomes in certain markets. The theory is attributed to three economists, 

namely Akerlof (1970), Spence (1973) and Stiglitz (1975), who got a joint award of 

Nobel Prize in economics in 2001 for their respective contributions to the theory. 

Asymmetric information hypothesis argued by Myers and Majluf (1984) imply that 

managers are inclined to issue new shares in case of overvaluation of shares, thus 

providing benefits to the existing shareholders. This situation may lead new 

shareholders to put a demand for price discount on the new shares. Accordingly, 

managers may avoid the issuance of new shares although this decision may deprive 

firms form profitable opportunities. This conduct, consequently, may cause increasing 

the issuance of debt in place of equity, therefore resulting in increased levels of debt 

financing. The theory claims that managers issue securities with respect to their 

sensitivity to the information that results in issuance of more securities that are 

insensitive to information and issuance of fewer securities that are sensitive to the 

information. 



45 
 

Halim et al. (2016) and Klein and Weill (2016) also analyzed the association among 

the level of information asymmetry of the issuer and sukuk issuance. Their studies 

provided evidence that a higher degree of information asymmetry results in more 

frequent issuance of sukuk. Therefore, a higher level of uncertainty could cause 

information asymmetry problems to rise and increase adverse selection and moral 

hazard in the financial market, which in turn, leads to great swings in an investment 

and financing decisions, and hinders the investments in the country.  

 

Besides, Nagano (2017) found that firms face a high level of information asymmetry 

that situation favours the issuance of sukuk as compared to equity and debt issuance. 

Therefore, any uncertainty in the macroeconomic factors and political risk could 

cause information asymmetry problem and thus might affect negatively or positively 

sukuk issuances. It can be argued that firms suffering from high information 

asymmetries could favour the selection of sukuk over bonds because of sukuk results 

related to less efficient monitoring of shareholders and management compared to 

bonds. In the GCC region, the financial markets of GCC countries are still immature 

and the GCC financial markets remain small and behind their potential (Mansour, 

2014). These markets are in an unstable region. Thus, the business environment is 

more likely to have greater information asymmetry, which consequently would 

influence the propensity to prefer a specific type of financing.  

 

Some research extended the pecking order model to incorporate several other 

conditions of information asymmetry which may explain the selection between debt 

and equity. Narayanan (1988) analyzed the financing decision in a setting, whereby 

information asymmetry is concerned with only new investment opportunities. The 
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implications of his model are in line with the pecking order theory (debt is preferred 

to equity), whereby the investment decision of firms is driven by a different factor, 

i.e., the potential Akerlof‘s (1970) lemons problem in the market. The model implies 

that when the market is unable to differentiate the firm‘s quality, the pooling 

equilibrium of equity price results in above-average quality firms are undervalued, 

whereas below-average quality firms are overvalued. The overvaluation of equity 

issues by investors will result in a negative net present value (NPV) investments being 

undertaken. To alleviate this problem, the model proposes the use of debt for ‗good‘ 

firms to distinguish themselves from ‗bad‘ firms. Since debt is risky in Narayanan‘s 

(1988) specification, and due to its fixed claim nature (bankruptcy cost is high for 

‗bad‘ firms), bad firms prefer to issue overvalued equity than issuing a debt. 

 

Several studies have showed that, under different considerations, information 

asymmetry may lead to a reverse pecking order (equity is preferred to debt). Bolton 

and Freixas (2000) developed an equilibrium model of the capital market which 

expands the choice of financing to include bank loans. The proposed financing cost as 

the main driving factor for the financing choice: i) equity financing has no bankruptcy 

costs, but it has high dilution costs due to asymmetric information about the firm‘s 

quality; ii) bond financing has lower dilution costs, but a high level of debt will 

increase bankruptcy and liquidation costs; and iii) bank loans are a more expensive 

funding source due to bankruptcy, liquidation, and intermediation costs, but banks are 

able to restructure the contract and liquidate efficiently given their superior 

information about the borrower. If bankruptcy cost is the main concern given 

outstanding debt and equity in place, the equilibrium model suggests that information 

asymmetries about firms‘ ability to meet financial claim leads to the following 
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financing segmentation: equity becomes the feasible source of funds for high-risk 

firms that are unable to access debt financing; relatively safer firms prefer bank loans, 

and the safest firms raise funds from the bond market. 

 

Empirical evidence shows that information asymmetry does not necessarily cause the 

financing decision to follow the hierarchy proposed by Myers and Majluf (1984). In 

certain circumstances, information asymmetry drives firms to choose the most 

expensive and information-sensitive security (equity financing) rather than the safest 

one (debt financing). This is in line with the argument that uncertainty might 

influence the financing decision. The mixed evidence casts doubt on the ability of the 

pecking order theory to explain firms‘ financing behaviour. This motivated a group of 

researchers to adopt a different approach to test the core assumption of the theory that 

information asymmetry is a sole factor of the financing choice.  

 

Through using a similar approach, subsequent empirical studies provided consistent 

evidence showing that firms suffering from a high level of information asymmetry 

utilize more debt than equity funding (Agarwal and O‘Hara, 2007; Autore and 

Kovacs, 2010; Bharath et al., 2009; Bessler et al., 2011). For example, by extending 

the empirical work of the studies mentioned above to an international sample, Bessler 

et al. (2011) found that firms are more likely to issue equity when they face a lower 

adverse selection, and exploit opportunities by issuing large amounts of equity 

following a decline in firm-level information asymmetry. In addition, it was observed 

that there are differences in firms‘ financing behaviour across legal institutions. That 

is, equity issuance by firms in civil law countries is unresponsive to time variation in 

information asymmetry compared to equity issuance by firms in common law 

countries. 
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 In unstable countries that experience a high political risk and a low economic 

performance, the information asymmetry is more likely to be high compared to other 

countries. Since investors in these countries face higher adverse selection, 

consequently this leads to greater information asymmetry. Many markets in the 

politically unstable environment are exposed to the greater risks, in particular, 

emerging markets and areas of increased conflicts, which make investors vulnerable. 

Thus, firms would consider issuing the safest type of financing that is less expensive 

and less information-sensitive. This is consistent with the argument of Bessler et al. 

(2011) who stated that the financing decisions of firms differ due to the differences in 

the characteristics of the countries. In other words, firms that are operating in 

countries that suffer from a civil law are more likely to choose a different type of 

financing compared to firms operating in common law countries. 

 

It is also argued that the nature of industry does have an effect. That is, information 

asymmetry associated with the nature of the industry influences the choice of 

financing. Carpenter and Petersen (2002) argued that high-tech firms face high 

information costs due to the risky nature of R&D investments: i) the lower probability 

of success in R&D projects means that the return on R&D investments is highly 

uncertain; ii) the difficulty is faced by investors (creditors) in valuing R&D 

investments in which corporate insiders have superior information, and iii) high-tech 

investments normally have a lower collateral value. Hence, Carpenter and Petersen 

argued that the high risk and uncertainty of high-tech investments render a high cost 

of debt, and if the marginal cost of debt is sufficiently high, firms will opt for equity 

financing. Indeed, their findings showed that equity is the primary source of external 

financing for high-tech firms. In sum, the previous discussions suggest that 
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information asymmetry influences the debt-equity choice of firms in several ways 

more than that highlighted by Myers and Majluf (1984). That is, information 

asymmetry arises from firms‘ characteristics, the type of financial need, and the 

nature of the industry wherein the firm operates. Thus, in this study, the 

characteristics of the countries such as the political situation and other economic and 

financial indicators were examined to investigate whether they are related to the 

sukuk issuance.  

 

Regarding banking sector and bond markets, they both play the role of intermediation 

by accumulating savings towards the investment opportunities, and can be viewed as 

either complementary or substitutes. According to Garcia & Liu (1999), based on the 

demand for funds perspective, market valuation of all the securities that a firm issues 

are not dependent on the financing source of the firm in a perfect market with 

symmetric information. As a result, firms can move either towards banking sector or 

to the capital markets for financing the capital. Interestingly, in the real world, 

imperfect and asymmetric information is dominant. Some countries also alter the 

selection of finance through tax, subsidy, and regulation. Therefore, debt or equity 

funding has their significance. Based on the supply of funds perspectives, there may 

be a negative association because of the arbitrage among interest rates and stock 

market returns in short run, whereas in the medium and long run, investors would 

possibly prefer diversification in financial assets and distribute their savings among 

the banking sector and capital markets. The substitution or complementary issue can 

be country-related only due to special incentives to obtain debt or equity funding. 
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Firms face two information problems when issuing debt, arising from investors‘ 

uncertainty about the debt payoff distribution, and the firm‘s decision during the term 

of the debt contract (Triantis, 1992). Due to these information imperfections, investors 

are likely to undervalue the debt issuance. A common theme that runs through the 

extant theoretical discussion is that firms offer collateral or security interest in a debt 

contract in order to reduce information costs. In this sense, collateral serves as a 

reliable signal of a firm‘s creditworthiness (Triantis, 1992; Hill, 1996). The adverse 

selection problem highlighted by Myers and Majluf (1984) could arise due to wealth 

transfers from existing shareholders to new shareholders. However, this problem does 

not occur if existing shareholders take up all new shares. Eckbo and Masulis (1992) 

argued that adverse selection costs are higher when shareholder takes up is high and 

vice versa. In addition, they argue that frequency of rights issue should be higher for 

small and closely held firms because the value of expected take-up level increases as 

ownership equity capitalization increases and the level of share ownership dispersion 

decreases. 

 

An adverse selection problem and cash flow are one of the competing hypotheses 

which are highlighted in the literature as having significant effects. In addition, it is 

argued that investors associate high debt with higher future cash flow. However, 

lower quality firms are unable to follow high-quality firms by taking more debt as 

they are more exposed to the higher cost of expected bankruptcy at any degree of 

debt. On the other hand, firms' decision to issue new equity and invest in a project 

could convey a signal of exceptionally valuable projects and /or overvaluation of 

assets in place. In short, the model predicts that new equity issues will convey 

negative information. According to Garcia & Liu (1999), asymmetric information 



51 
 

results in moral hazard and adverse selection, and high costs of transactions enforce 

inefficiencies. Through the expertise in the collection of information, evaluation of 

projects, distributing risks and providing liquidity, an efficient financial system 

enhances financial savings and results in improving allocations across investments. 

As a result, the financial intermediation raises the productivity of the capital and 

encourages growth in the economy. 

 

It can be argued that firms suffering from high information asymmetries could 

prioritize the selection for sukuk over bonds since sukuk are directed to a less 

monitoring efficiency of shareholders and management compared to bonds. In a study 

by Klein and Weill (2016), the information asymmetry was associated with the firm‘s 

financing decision, whereby firms with a greater information asymmetry are more 

likely to issue sukuk rather than a bond as sukuk are directed to a less efficiency in the 

monitoring of shareholders and management compared with bonds. Following Jensen 

and Meckling (1976), unlike sukuk, bonds result in the alignment of shareholder‘s and 

management interest.  

 

In addition, sukuk may not avoid retaining free cash-flows from the management at 

shareholder‘s cost. Jensen (1986) demonstrates that the management may be 

interested in holding a huge amount of free cash-flows and avoid disbursement to 

shareholders. This course of action supports keeping the upper hand on shareholders. 

However, Jensen (1986) claims that excess in free cash-flows may be utilized for 

investments that fulfill the interest of the management. Based on this point of view, 

bonds can be considered as an effective course of action to decrease excessive free 

cash-flows by committing capital to profitable investments evaluated by bondholders. 



52 
 

In contrast, there is no argument to believe that sukuk would decrease the firm‘s free 

cash-flow, meanwhile the underlying assets pay the investor rather than the firm.  

 

Thus, firm‘s management suffering from a higher degree of information asymmetries 

may choose the sukuk market rather than the bond one. Briefly, sukuk's structure does 

not resolve information asymmetries similar to bonds since its structuration avoids the 

monitoring of shareholders and management. In contrast, it can aggravate moral 

hazard problems from shareholders and management. In the GCC region, the financial 

markets of GCC countries are still immature and the GCC financial markets remain 

small and less potential (Mansour, 2014). These markets are in the unstable region. 

Thus, the business environment is more likely to have a greater information 

asymmetry, which consequently would influence the propensity to prefer a specific 

type of financing. 

 

It is well-established reality that in the case the information‘s distribution is 

asymmetric, the risk has to be borne by one or more parties surely, and in the extreme 

case, the imbalance in power of transaction may direct the transaction to the failure of 

the market (Akerlof, 1970; David and Baruch, 2000). Therefore, the concept of the 

adoption of information asymmetry as part of the theoretical foundation for this study 

is on the premise that a significant amount of the transactions in the capital market 

and investment decision making is grounded on transmitting the firm‘s financial and 

accounting information from those who possess it to those who are in need of it. This 

financial and accounting information is structured on information asymmetry. 

According to Nkwede et al. (2016), there is an extensive use of information 

asymmetry in financial economics in the research related to stockbrokers/ analyst, 



53 
 

insiders and investors who are stock market partakers, but they have different 

information. 

 

2.6 Determinants Factors of Sukuk Market Development 

Most studies classify the determinants impacting financing through debt into 

characteristics or specific factors of a firm, factors related to macroeconomics or 

country-specific factors. These factors either positively or negatively impact the 

firm‘s debt financing decisions. Macroeconomic goals of a country include among 

others, sustained economic growth, low unemployment and inflation rates, and 

regularization of the balance of payment. However, in order to realize these goals, it is 

important for policymakers to skew key macroeconomic variables, such as interest 

rates, productivity, government expenditure, and economic indicators. However, 

financial markets are believed to be one of the principal forces that interact between 

these goals and variables. Therefore, economists have tried to unravel forces behind 

financial markets development.  

 

As noted earlier, any uncertainty in the macroeconomic factors and political risk 

could cause information asymmetry problem and thus might affect negatively or 

positively sukuk issuances. Empirically, there are no exactly specific factors that 

determine the development of financial markets; this opens various empirical and 

practical gaps that extant empirical endeavors need to fill when examining a variety of 

important measures both at the economic and financial levels of sukuk market. There 

are various factors which can affect the development of sukuk market. However, this 

study investigates the most important variables which have a significant impact on the 

bond market development that is suitable to sukuk market, too. These variables, 
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including economic, financial and political activities include a stage of economic 

development, saving rate, exchange rate, inflation rate, oil price, trade openness, 

banking system size, stock market capitalization, and political risk. Therefore, this 

section discusses these variables through reviewing the related literature. 

 

2.6.1 Macroeconomic Factors 

The macroeconomic factors refer to the environment within which the sukuk market 

operates. These factors are also known as external factors and represent variables that 

are not related to the financial market, but they reflect the economic and legal 

environment that affects the operation and performance of the financial markets. 

Macroeconomic factors can be defined as regional or national economic factors that 

influence the firm‘s financial strategies externally, as well as the decision related to 

financing through debt. The literature associated with the financial management 

considers the important role performed by the macroeconomic factors in determining 

the financial market development. Recent and prior literature highlights that GDP per 

capita, saving rate, inflation rate, exchange rate, oil price, and trade openness are the 

common macroeconomic factors which impact the bond market development. 

 

Stage of Economic Development (GDP per capita) 

There is observed strong empirical association among the size of the financial 

markets, both equity and debt (Cherif & Gazdar, 2010; Garcia & Liu, 1999a; Yartey, 

2008, 2010). Interestingly, measuring the developmental stage of economy by most 

previous studies was by using GDP per capita as purchasing power parity. 

Characteristically, GDP per capita is an anecdotal guide of the average income per 

person in the country in line with the standards of living. Therefore, higher GDP 
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enables more consumption of goods and services and creates more employment 

opportunities. The growth rate is low in the low-income countries, and any increase in 

GDP per capita is diverted towards a greater consumption (Adelegan & Radzewicz-

bak, 2009). Accordingly, the demand-driven hypothesis encourages that enlarging an 

economy is an opportunity for the creation of demand for extant financial services. 

Basically, when there are increases in the demand for financial services, it is expected 

that larger and better financial institutions will be established to meet the increasing 

demand for their services.   

 

Garcia and Liu (1999) stated that when the volume of intermediation through stock 

market is high, there will be a corresponding high GDP growth. When the economy is 

more developed, stock market activities will expand accordingly, thus resulting in a 

higher income, a better business environment, and improved standards of living 

(Naceur et al., 2007). In order to ensure the economic growth, there has to be an 

increase in the percentage of national income saved (Osamwonyi & Kasimu, 2013). 

GDP per capita in previous research was noted to be positively and significantly 

related to stock market capitalization s because the more developed economy is 

typically linked with better institutions. La Porta, Lopez and Shleifer (1997) 

documented that the GDP per capita is an indication of how the members of a given 

population are empowered to purchase. It is worth mentioning that per capita income 

is a fundamental factor in elucidating the implementation of legal rights and the 

accounting standard‘s quality that are considered as significant factors of stock market 

development. 
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In Islamic finance, Godlewski and Weill (2012) stated that a high economic output 

could result in a high utilization of Islamic finance as high-income people can get 

easy access to expensive financial products. The income level will determine the 

attitude to the risk, liquidity and broad outlines of investment decision. The increasing 

level of income will be a positive indication for the Islamic stockbroking‘s 

development because of the necessity of investment forums in portfolio management 

(Mahbubi Ali, 2014). 

 

Savings Rate 

Domestic savings equal the sum of household and enterprise savings. Gross domestic 

savings are the percentage of GDP used to measure the domestic savings. 

Consequently, the larger are the savings, the higher is the amount of capital flow 

through the financial markets. Accordingly, Adelegan and Radzewicz-bak (2009) 

found that savings play a key role in the expansion and development of the financial 

market by the extension of the domestic bond markets. Generally, most previous 

studies found that the savings rate positively influences stock and bond markets 

capitalization.  

 

As noted by Khan (1994), in an Islamic financial system, monetary policy is likely to 

expedite the deployment of savings and apportionment of resources coherent with the 

goals of the system related to the economic development. The model of the Islamic 

growth is more inclined to mobilize savings rather than create money. The association 

of the sukuk market in connection with the bank‘s assets and liabilities assist to 

control the issues of savings mobilization. However, Ben Jedidia Khoutem (2014) 

indicated that, the Islamic intermediation, which brings together capital providers and 
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users and lengthened by integrating the sukuk market, overcomes many problems 

related to savings mobilization, liquidity bank management, and long-run investment 

and financing costs. 

 

Exchange Rate 

The need to maintain macroeconomic stability is a critical factor in enhancing 

productivity and competitiveness because a stable macroeconomic stability creates a 

business environment that is free from insecurity and unforeseen costs. According to 

SESRIC4 Report (2014), a stable macroeconomic environment entails lower 

instability in inflation, interest, and exchange rates, and a low fiscal deficit as a 

percentage of GDP. These aspects, low inflation rate, real interest and exchange rates, 

are essential fundamentals of macroeconomic stability. Yartey (2008) indicates that 

the profitability of organizations can be affected by a number of factors. The factors 

include monetary policy fluctuations, fiscal, and exchange rate policies. Hence, 

countries with a stable macroeconomic environment are sure to have a developed and 

stable stock market. 

 

Accordingly, the real exchange rate is mostly used as a parameter in comparing the 

evolution of purchasing power across currencies. However, enormous fluctuations in 

exchange rates, which have been occasioned by a number of reasons, may be an 

indication of flaws and inequities in the macroeconomic situation of a country. 

Therefore, the exchange rate is measured in nominal rate, stable and attractive 

exchange rate that also encourages investment thus increasing stock market 

capitalization. Ellaboudy (2008) stated that the nature of the exchange rate regime is 
                                                           
4
 Organization of Islamic cooperation (OIC) has a subsidiary of the statistical, economic and social 

research and training center for Islamic countries (SESRIC) that has started its work in Tripoli in 1977 
and Ankara 1978. 
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likely to have implications on the degree of stock market development. The theory 

behind the use of flexible exchange rates is that they act as a shock absorber for 

foreign real turbulence. Hence, the more flexible is the exchange rate, the better are 

the chances for developing economies. 

 

Ahmad and Radzi (2011) mentioned that prices of imported goods are usually 

affected by variations in exchange rates, and which in turn affect the prices of a 

number of goods and services. High currency volatility creates uncertainty to the real 

value of the stocks, thus creating an impediment to foreign investments. Accordingly, 

a stable and better exchange rate flexibility should motivate the domestic bond market 

development. Adelegan and Radzewicz-bak (2009) stated that when exchange rates 

are pegged, foreign investors will be encouraged to undervalue the risk of lending to 

banks and corporations, which might lead to a slow development of domestic 

intermediation. 

 

Regarding sukuk, the exchange rate is capable of negatively or positively affecting the 

sukuk market. Ahmad and Muda (2013) argue that the exchange rate has a major 

influence on the ability of exporters to compete. Also, the exchange rate is capable of 

directly affecting the inflation rate of the country due to its impact on import prices. In 

addition, the exchange rate is capable of affecting foreign direct investment and 

foreign debt. However, Tariq and Dar (2007) and Abdul Rauf and Ibrahim (2014) 

consider that exchange rates risk exposure is one of the types of risks in sukuk 

structure. Hence, sukuk investors are prone to exchange rate risk which can occur if 

there is a shift in the unit of currency in which the assets in the sukuk pool are 



59 
 

denominated and the currency of denomination in which sukuk funds are accumulated 

(El-quqa et al., 2008; Tariq, 2004). 

 

Inflation Rate 

As previously mentioned, the inflation rate is frequently utilized as a proxy for 

macroeconomic stability. Inflation denotes a continuous increase in the general level 

of prices for goods and services. Likewise, the measurement of inflation is generally 

achieved through the consumer‘s price index. In recent decades, the linkage among 

inflation, financial development, and economic growth has got a substantial attention 

in both theoretical and empirical research (Almalki & Batayneh, 2015). Generally, the 

Macroeconomic Theory recommends that the combination of lower inflation with the 

development of the financial sector is an important and vital role in attaining 

continuous economic growth. Therefore, a number of investigations found that mild 

and stable inflation leads to rises in investment decisions and remuneration. 

 

Besides, if in the near future, there is an expectation of a rise in the inflation, it will be 

bad news for the bond market, and consequently will result in reducing the demand 

for bonds. Inflation volatility unfavorably affects the effective allocation of resources. 

Accordingly, the more are volatile levels of inflation consistent with the literature, the 

higher is the degree of insecurity in stock markets and the less willing investors will 

have to invest in the stock market, and the smaller is the stock market size. Therefore, 

a high level of inflation increases the cost of money and interest rate. When the 

interest rate or financing cost increases, many companies fail in meeting their credit 

payment. When the situation occurs, it will lead to an increase of non-performing 
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financing for banks. Hence, it is assumed that an increase in inflation causes an 

increase in the credit risk.  

 

Naifar and Mseddi (2013) presumably note that higher inflation rates lead to a lower 

price of sukuk, which increases the yield to maturity due to the fact that an investor 

purchasing the sukuk pays not so much of the returns of an equal value. In this regard, 

Ahmad and Muda (2013) stated that when inflation rises, it is principally destructive 

to bonds and sukuk. This is predicated since the returns from sukuk are fixed in 

money terms, thereby making their value eaten away by inflation. Consequently, 

investors are worried since inflation rate might also influence how they can demand 

bonds which are noted to be fixed income securities. Sukuk are therefore used to 

reduce the risk inflation volatility and stabilization of investment portfolio. 

 

Oil Price 

Most modern economies depend on oil for their survival. Oil is the most vibrant 

resource that has been (and still to be) comprehensively used around the world 

(Basher & Sadorsky, 2006; Mohanty, Nandha, Turkistani, & Alaitani, 2011). 

According to Fang (2010), high prices of oil may impact the global economy by 

several ways such as transmission of wealth from oil users to oil producers, an 

increase in the cost of producing the goods and provision of services, and influence on 

inflation, the confidence of the consumer, and financial markets. However, 

uncertainties in the oil market operations had led to witnessing substantial vicissitudes 

which presumably has affected the association concerning equity and oil revenues. 

After 2004, the price shock affected the oil market due to an increase in the global 

demand. Interestingly, the entry of institutional capital into the oil market amplified 
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considerably, too, thereby contributing to oil price spikes and correlations (Awartani 

& Maghyereh, 2013). 

 

Bjornland (2009) argued that high prices of oil normally highlight an instant 

transmission of wealth from oil importers to oil exporters. The author stresses that the 

medium to long run impact lies primarily on how the state in the oil-producing 

countries utilize the additional income. For example, when an additional income is 

used for purchasing goods and services in their country, high oil prices will result in a 

higher activity level which results in enhancing stock returns. In addition, stock and 

bond price represents discounted values based on anticipated future cash flows, 

whereby stock and bond prices are impacted by the change in associated 

macroeconomic variables. In this context, stock and bond prices are affected by the 

price of oil directly on the projected cash flows and indirectly through discount rates. 

Concerning the discount rate, when the price of oil increases, it is expected that 

inflation will also increase. Importantly, it is noted that the risk of oil prices is greater 

in the developing markets compared to the developed ones (Basher & Sadorsky, 

2006).   

 

Similarly, Mohanty et al. (2011) indicated that a number of reasons can be attributed 

for relating the prices of oil and fluctuations to the issue of sukuk in the GCC region. 

First, there are a lot of differences between the GCC capital markets and the 

developed and emerging markets, especially in terms of segmentation. Second, the 

GCC countries are the foremost global oil exporting countries. Third, the stock 

markets of the GCC are sensitive to regional political developments (Aloui, 

Hammoudeh, & Ben, 2015). Consequently, El-quqa et al. (2008) emphasized that the 
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ability of the GCC to absorb shocks is limited. Hence, the critical need arises to 

establish a robust financial system to recycle petrodollars.  

 

It is clear that oil revenues instability has impacts on the economic growth of 

countries through government expenditure changes. It is thus imperative for GCC 

countries to diversify their exports to decrease the reliance on oil (Hussain, 

Shahmoradi, & Turk, 2015). According to the report of Thomson Reuters (2015), the 

growth of the global sukuk market slowed in 2015 due to partial decline in global oil 

prices that have drained some of the liquidity from the banks in the Gulf region that 

was previously fueling much of the growth in issuance. As a result, total global 

issuance of sukuk in 2015 could be less than half of the record issuance volume 

achieved in 2012. According to IIFM report (2015), there were expectations that oil-

exporting countries (particularly those of the GCC) affected by low oil prices would 

be driven to widen and deepen their sukuk markets to raise funding. However, these 

expectations were not met in the first 9 months of 2015. Hence, issuers and leading 

arrangers are split between the sukuk market that dropped slightly and increased 

slightly (28% each way). The way forward for most sukuk market players may not be 

clear, but sukuk can be an option to raise funds to cover the budget deficits of oil-

exporting countries. 

 

Trade Openness 

In opposition to the concept of autarky, most economies are open. Openness differs 

across countries. Trade openness is a depiction of the level at which countries or 

economies are open to trading with other countries or economies (Zhang et al., 2015). 

Economies that are open tend to attract more capital inflow compared to less open 
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counterparts. Accordingly, the total trade in lieu of the GDP is used to measure 

economies‘ degree of openness. Openness to economy is also recognized as trade 

openness and it is a determinant that attracts more foreign investments to flow into the 

domestic market, primarily countries with a massive domestic demand 

(Bhattacharyay, 2013). Therefore, trade openness is a critical tool for the success of 

any modern economy. Trade increases, amongst other things, and competition allows 

firms to have a competitive advantage over others vis-à-vis economies of scale 

through access to big markets. This has thus encouraged skills, knowledge and 

innovation to spread accordingly (Udegbunam, 2002). 

 

The financial markets are supposed to be catalysts for spurring economic prosperity 

through trade openness. Interestingly, when economies are not open to trade, trade 

surpluses are affected, and the probability of increasing the external default would 

occur (Bellas, Papaioannou, & Petrova, 2010). Thus, as countries are open to trade 

and capital flows, the probability is high and their financial system will develop. 

Evidently, openness to both trade and finance encourages competition and eventually 

increases the revenue of the state (Law & Habibullah, 2009). The development of the 

capital markets of nations is an important function of how open those nations are to 

trade. Concerning sukuk, corporations in open economies need more sources of 

capital to maintain their competitiveness. In the higher level of economy openness, it 

is comparatively easy to attain access to the external finance from the investors of 

foreign countries. This will enhance the sukuk market development. In this regard, 

Said and Grassa (2013) found a positive association between trade openness and 

sukuk market development. 
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2.6.2 Financial Factors 

The financial factors play a significant role in the sukuk market. In this regard, this 

study focus on two indicators of the financial development, namely, the banking 

system size and stock market capitalization due to the fact that these indicators may 

have a role in shaping the sukuk market in GCC countries. 

 

Banking System Size 

The banking sector is a significant participant in the economic development process 

(Aduda et al., 2012). The banking system represents the largest part of the financial 

system in most countries, especially in developing and frontier market economies. 

Yartey (2008) stated that the private credit is the most wide-ranging pointer of 

commercial banks activities in the sense that it captures the number of external 

resources channeled through the banking sector to private corporations. Similar to the 

financial market, the main function of the banking system is channeling savings to 

investors; they can be either complements or substitutes (Garcia & Liu, 1999a). 

 

In the present study, local credit made available by the banking sector to GDP was 

used to measure the banking system size. Essentially, banking system size is also 

critical to the bond market development. Adelegan and Radzewicz-bak (2009) 

indicated that banks are the dealers and market makers; therefore, their participation is 

required for developing a liquid and effective bond market. However, banks and 

sukuk markets are in a competition to provide finance, and robust banking systems 

can deny sukuk of market share. Inversely, Vithessonthi and Tongurai (2015) stated 

that the financial markets development improves banks‘ capitalization ratio and 

lessens bank risk. 
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Concerning sukuk, Ben Jedidia Khoutem (2014) and Said and Grassa (2013) argued 

that Islamic banks function as dealers‘ markers. They further noted that the presence 

of Islamic banks is needed to develop the sukuk market. Both Islamic banks and 

sukuk markets provide financial instruments that comply with Shariah principles, and 

conversely, a robust Islamic financial system can deprive sukuk of market share. 

Therefore, the association between Islamic banks and sukuk markets are likely to take 

a significant part for the stimulation of economic growth, targeting at resolving the 

issues of poverty and unemployment. 

 

Stock Market Capitalization 

The market is driven forward by investor‘s demands. By depending on risk and 

returns offered, the firm and investor take the decision to finance and invest in either 

sukuk or stock or in both. The presence of stock market can deprive sukuk from 

market share. However, sukuk market might offer a substitution of the capital market 

or a compliment. Issuances of the financial markets respond in a different way to the 

issuances of both securities (equity and debt). For instance, stock markets might react 

positively and negatively to bond issues. However, Godlewski et al. (2011, 2013) 

argued that two hypothetical positions suggest a positive reaction of stock markets to 

bond issuances. First, debt issuance could probably send positive signals to markets 

likely helps solve the confrontational selection problem caused by asymmetrical 

information between players inside and outside the firm. Second, debt issuance is 

capable of reducing moral hazard behaviour and cost of agency caused due to 

misalignment of interest among shareholders and managers. Hence, according to 

Alam et al. (2013), borrowers who have very low return expectations will have an 

inducement to choose sukuk. 
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Conversely, capital markets might give a negative response to the issuance of debt 

under two plausible circumstances. First, debt heightens bankruptcy risk of the 

borrower. Basically, bankruptcy originates inability to repay because of the debt 

commitments. Second, debt raises the agency cost that results from the conflicts of 

interest among equity holders and debt holders. Well-functioning stock markets 

decreases asymmetric information, improves corporate governance, and decrease the 

cost of external equity and the cost of debt issuance (Demirgüç-Kunt & Maksimovic, 

1996). In addition, well-developed stock markets facilitate sukuk expansion. Nagano 

(2010) found that sukuk issuance contributes to an increase in the issuer‘s stock 

returns and total factor productivity, and this empirical result suggests that Islamic 

bond issuance is preferred because of this unique benefit which standard external 

financing does not have. In this regard, Ibrahim and Minai (2009) found that sukuk 

issuance increases the issuers‘ share price. 

 

2.6.3 Political Risk Factor 

Political stability means a predictable and trustworthy environment of the country in 

which residents feel safe and all the activities are in accordance with the law. Political 

stability is achieved when the system is not derailing in crises and an internal warfare 

(Mahmood, Kamran, & Ijaz, 2014). Actually, foreign investors anticipating an 

investment in emerging markets are faced by three distinct risks including economic, 

financial, and political risks (Yartey, 2008). Accordingly, economic risks consist of 

foreign exchange volatility, inflation, high local and foreign debt, and a high current 

account deficit. Financial risks are a characteristic of loan defaults or unfavorable 

restrictions on loans, overdue credits, abandonment of contracts by state, and private 

investment‘s expropriation. Lastly, political risk comprises an external conflict risk, 
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corruption, political sabotage, the risk of civil war and related conflicts and 

bureaucratic bottlenecks (El-Wassal, 2005). 

 

Generally, the political risk has many dimensions. Suleman (2013) argued that there 

are three philosophies related to political risk. The first philosophy links political 

stability with the level of democracy prevalent in the political system of a country. It 

is widely accepted that countries with non-democratic systems are more prone to 

political instability. The second philosophy considers the patterns in a change in 

governments and the way these changes are brought about in countries. The third 

notion accounts for the extent to which civil and social unrest take place within a 

country. 

 

Asteriou and Siriopoulos (2000) stated that political instability includes unsteadiness 

of the whole democratic institutions of a country. This, in turn, leads to a reduction of 

the availability of factors of production. Moreover, investors may be disinterested in 

investing in the physical capital. This will happen because the political and economic 

rules guiding investment principles are expected to change with political regimes, 

growing the improbability returns on investments and, hence, depressing return rates 

actually expected from investment initiatives. This suggests that as the political risk 

variable increases, the uncertainty about the future policies of the government also 

increases, thus affecting the investor‘s decisions and lowering down the returns. On 

the other hand, a decrease in the political risk should enhance the returns. Also, 

Roubini (1991) suggested that a rise in the level of political instability seems to lead 

to greater budget deficits which reflected negatively on the financial market 

development. 
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In the investment environment, managing the political risk is a critical part of any 

lucrative investment strategy. Accordingly, political news has an influence on the 

business environment, such as elections, corruption in the government, institutional 

reforms, labour disputes, and public policy changes. Accordingly, equity markets are 

also affected by political uncertainty as it increases policy ambiguity, thus negatively 

affecting the critical economic decisions (Asteriou & Siriopoulos, 2000). Therefore, 

due to the political risk, there exist great swings in an investment decision. Therefore, 

investors are much concerned with the changes in the environment of the local and 

global politics (Suleman, 2013). 

 

Prior studies observed a link between political risks and the development of capital 

markets. Kim and Mei (2001) stated that a sudden political change; for instance, a 

conversion from a market economy to a socialist economy is capable of shifting the 

ownership of corporation from shareholders to the government, thereby making the 

shareholders victims of huge financial losses. Changes in the government are also 

capable of affecting fiscal and monetary policies as well as the stock markets. 

Therefore, investors interested in investing in developing markets are usually wary of 

the political risks with a view to protecting their investments (Suleman, 2013). The 

impact of the change and the volatility of the political risk variables are in the right 

direction, as the political risk increases, the stock returns decreases and vice versa. In 

other words, resolving issues that are capable of reducing political risks increases the 

confidence of the investor and boost the progress of the capital markets in developing 

economies (Cherif & Gazdar, 2010). 
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Based on legal underpinnings, economies operating under the common-law ought to 

have well-financial markets compared to their civil-law counterparts. This position is 

based on the assumption that civil law systems are codified and are thus predisposed 

too many regulations when equated to the common-law systems. That is, the legal 

origin determines the investors‘ rights and how they are protected, and how such 

rights and protection affect the financial development of a nation (Francis & Ofori, 

2015). Roe and Siegel (2011) stated that the political volatility is important to explain 

the variations in global financial development. Evidently, variations in the political 

stability have had a significant, steady and considerable impact on debt and stock 

market development over the years. Events of the Arab Spring and attendant political 

upheavals witnessed a momentous increase in the instability of the Islamic indices 

(Chau, Deesomsak, & Wang, 2014), while there is a little or insignificant influence of 

uprising on the volatility of conventional markets. They further highlighted the 

importance of how political uncertainty affects stock market stability. Political 

insecurity that is occasioned by unrest can possibly affect stock markets thus reducing 

the global investor‘s confidence in the market in the region. 

 

2.7 Empirical Review 

Several types of research have been conducted on the determinants of the 

development of capital market, including both equity and debt market. Hence, the 

determinants of the stock and bond market development have been the subject of 

several theoretical and empirical studies in both developed and developing countries. 

On the contrary, the issuance of sukuk has observed a rapid growth recently. In this 

regard, several policymakers and businesses consider sukuk markets as sources of 

long-term finance. Hence, the sukuk markets development is stated as the main force 
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to obtain funds for financing the infrastructure in the Muslim world and outside, and it 

is an alternative to the conventional debt market (Abdul Rauf, 2015). 

 

Increasing the significance of sukuk markets across the world has just highlighted a 

new research platform into the challenges and factors which face the development of 

sukuk market. Nevertheless, there is relatively very limited literature focusing on the 

Islamic finance. In addition, Al-Amine (2012) and Aziz (2007) emphasized that very 

few research focused on the sukuk market and studies related to this area are varied 

regarding hypotheses and methodology used. Some studies investigated the economic 

differences between Islamic debt and conventional debt (Shahara, Ibrahim, and Mohd, 

2014; Hanifa et al., 2015; Elkarim, 2012; Nagano, 2010; Shahida and Sapiyi, 2013; 

Alam et al., 2013). Other empirical studies on sukuk alone or compared with 

conventional debt focused mainly on the post-announcement stock market reaction on 

issuers (Ashhari, Chun, & Nassir, 2009; Cakir & Raei, 2007; Godlewski et al., 2011, 

2010). Another dimension in previous studies examined the influence of some factors 

on sukuk issuance (Ahmad, Daud, and Kefeli, 2012; Naifar & Mseddi, 2013; Syafirdi, 

2006; Said and Grassa, 2013; Tariq, 2004; Abdul Rauf and Ibrahim, 2014). 

Consequently, a need arises to review some studies on bond and the stock market 

because previous studies on sukuk are not enough to cover all the dimensions of this 

study.  

 

2.7.1 Studies in Developed Countries 

In the context of Norway, Gjerde and Sættem (1999) investigated the relationship 

between stock market and a set of macroeconomic variables in the small open 

economy, utilizing monthly data based on VAR model for the period 1974-1994. The 
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set of macroeconomic variables consisted of interest rates, inflation, consumption, 

foreign exchange rate, OECD industrial production index, industrial production (IP), 

and price of oil. The authors developed numerous significant relationships among 

stock market returns and examined the macroeconomic variables. The real interest 

rate change influenced both inflation and stock returns, and there was a significant 

response from the capital market to change the oil prices. The delayed reaction from 

the stock to changes in domestic real activity was also observed. However, no 

evidence was found regarding the response of real economic activity towards real 

stock return shocks. This result may be associated with the size differences and type 

of firms quoted on developed capital markets in contrast with the firms in the 

domestic industry. 

 

By using a components-jump volatility filter and GARCH model, Kim and Mei 

(2001) examined the potential influence of political events on daily return volatility 

over the period from 1989–1993 in Hong Kong capital market. The political news was 

used as a proxy for the political risk. The findings demonstrated that political 

developments in Hong Kong have a significant influence on its market volatility and 

return, whereby the largest market movements were often related to the major 

political news. However, Kim and Mei (2001) found that unexpected jumps in the 

return are closely related with the political news in the market, and that influence of 

the news was asymmetric. In other words, bad news had a larger volatility influence 

compared to good news. Similarly, Asteriou and Siriopoulos (2000) supported the 

theoretical proposition that uncertainty in the socio-political conditions has a negative 

impact not only on the economic growth but also on the stock market development. In 

the context of Greece, Asteriou and Siriopoulos (2000) examined the association 
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between the development of capital market, political instability, and economic growth 

utilizing the regression analysis with quarterly data for the period from 1960 to1995. 

 

Another study by Hsing, Budden, and Phillips (2012) examined the macroeconomic 

factors that are likely to impact the Argentines‘ index of capital market on the basis of 

quarterly data during 1998-2011 by utilizing the exponential GARCH model. The 

macroeconomic factors included the exchange rate, monetary policy, government 

spending, real GDP, the U.S. stock market index presenting the world capital market 

and the rate of inflation. Hsing et al. (2012) found a positive relationship between 

stock market index and real GDP, the ratio of M2 money supply to GDP, the 

peso/USD exchange rate and stock market index of U.S. though there is a negative 

influence of the money market rate, government spending as a percent of GDP and 

the inflation rate on the capital market. Hence, a lower interest rate, depreciation of 

the exchange rate, an increased money supply as a percentage of GDP, a strong 

domestic economy, a low inflation rate, or a robust U.S. stock market and low 

government spending as a percentage of GDP would assist the capital market. 

 

Based on the Arbitrage Pricing Theory (APT) model, Azeez & Yonezawa (2006) 

investigated the empirical evidence of the pricing of the money supply, the rate of the 

inflation, exchange rate, growth rate and industrial production using Tokyo capital 

market based on monthly data from January 1973 to December 1998. The study used 

10 years data from 1980 to 1989. The remaining period is considered as pre-bubble 

period from1973 to 1979 and the post-bubble period from 1990 to 1998. Based on the 

APT model, the authors concluded that money supply, inflation, exchange rate, and 

industrial production factors have a significant influence on the expected returns in 
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each of the sample period. The number of priced factors and the signs of risk 

premiums are increasing in the bubble and post-bubble periods in comparison with the 

pre-bubble period. 

 

2.7.2 Studies in Developing Countries 

In the Nairobi context, Aduda et al. (2012) examined the factors influencing the 

Nairobi capital market development over the period from 2005 to 2009. A descriptive 

approach and the regression analysis were utilized to assess the influence of 

macroeconomics and institutional factors, including the income level, the political 

risk, stock market liquidity, macroeconomic stability, corruption and democratic 

accountability, private capital flows, bureaucratic quality, law and order and savings 

and investment on the Nairobi capital market development based on secondary data. 

The findings of the study showed that macroeconomic factors, institutional quality, 

domestic savings, size of the banking sector, per capita income and liquidity of capital 

market are significant factors of development in the capital market. In contrast, there 

was no association between the development of the capital market and rate of 

inflation and private capital flows. In addition, the results showed that the political 

risk is a significant determinant in the development of the stock market since it 

improves the viability of the external finance. The explanation of this can be 

presented when the political turbulence investors will withdraw from investing in 

capital markets. 

 

In China, Zhang et al. (2015) used the dynamic panel GMM techniques to examine 

the influence of trade and financial openness on financial development from 2000 -

2009 based on a sample of 30 provinces. The aspects considered for financial 
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development were size, competition, and efficiency. The findings recommended that 

trade openness and financial openness are both considered positive factors of financial 

efficiency and competition, but there is a negative influence of openness on financial 

development size. Consequently, the results suggested that openness marginal effects 

have a positive influence on competition and financial efficiency for most of the 

provinces that are open, but they have negative influences on regions that are less 

open though the openness marginal effects on the financial development size are 

normally negative for most of the sample provinces. Hence, the resulting evidence 

obtained from the financial efficiency and competition indicators supports e Rajan 

and Zingales‘ (2003) proposition. 

 

In the context of Arab countries, Almalki and Batayneh (2015) investigated in Saudi 

Arabia, the association between inflation and financial development in the long-run 

and short-run, using the Autoregressive Distributive Lag Model (ARDL) on annual 

data for the period from 1982 to2013. The findings related to long and short-term 

showed that inflation significantly and negatively influenced the financial sector 

development in Saudi Arabia. On the contrary, prior policies related to the financial 

sector and economic growth have taken a significant part for the improvement of the 

performance of financial sector development. The study also included two more 

control variables: trade openness and real gross domestic product. 

 

A further study was conducted by Ahmad and Radzi (2011) in Malaysia during the 

financial crisis and investigated the influence of economic and market conditions on 

sukuk and conventional bond issuance. The sample comprised 20 annual observations 

on each sukuk and conventional bond issuance covering the period from 1990 to2009. 
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The gross domestic product (GDP), foreign exchange rates and market liquidity 

variables were used as a proxy for the economic condition. By utilizing the Ordinary 

Least Squares (OLS) regression, the results found that there is a significant impact of 

GDP, Malaysian Ringgit exchange rate with USD and market liquidity on the sukuk 

issuance in Malaysian stock market. Nonetheless, the exchange rate was a sole factor 

that impacts the conventional bonds, and Ahmad and Radzi (2011) failed in providing 

empirical evidence regarding the role of the financial crisis on the issuance of both 

types of debt instruments. 

 

In a similar context, Elkarim (2012) examined the influence of gross domestic product 

(GDP), the inflation rate and interest rate on the issuance of sukuk and conventional 

bonds during the economic crisis in Malaysia. The multiple regression models were 

used to analyse the secondary data that consisted of 22 annual observations on each 

sukuk and conventional bond issuance covering the period from 1990 to 2011. The 

results of the regression analysis indicated a negative and significant association 

between inflation rate, interest rate and GDP with the issuance of the sukuk. However, 

it was found that GDP was a sole factor that has a significant negative on the 

association for the conventional bond. 

 

In a related work, Shahara et al. (2014) used the logistic regression analysis to identify 

the factors that could influence the Malaysian firm issuing choice between sukuk and 

conventional debt. A total of 110 Islamic debt issuers and 38 conventional debt 

issuers were sampled for the period from 2000 to 2009. The results suggested that 

only adjusted stock price run-up can explain the difference in the securities choice of 

firms, whereas the governance variables, namely Bumiputera ownership and board 

size have a less influence on the related issuance choice prediction. Hanifa et al. 
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(2014) further explicated the motivating factors behind the issuances of sukuk from 

the perspective of theories related with the capital structure and found evidence that 

supports the trade-off and the pecking order perspective in their analysis of 120 

conventional bond and 80 sukuk issuers in Malaysia. Their findings recommended 

that sukuk offerings give unique benefits to corporate issuers that are different from 

those offered by the conventional bonds. 

 

Another study in the Malaysian context by Nagano (2013) examined the empirical 

evidence determine if the choice of Islamic bond issuance influences subsequent 

corporate performance, and the factors of issuance of sukuk in Malaysia from 2001 to 

2010. The Least Squares Model and a Panel Tobit Model were used in the study. The 

findings revealed a positive association between issuance of the sukuk and the 

shareholder wealth of the issuer, whereby the financial methodology was mainly 

chosen. In addition, issuance of Islamic bonds contributes to an increase in the firm‘s 

stock returns. Nagano (2013) argued that the ongoing government tax incentive has a 

favorable influence on sukuk offers. The findings offer an explanation that is in line 

with trade-off perspective of capital structure theory implying that leverage and 

profitability remain insignificant in the decisions of sukuk issuance.  

 

Similarly, Shahida and Saharah (2013) attempted to extend Nagano‘s (2010) study by 

highlighting factors of sukuk issuance that is contrary to conventional debt through 

the introduction of two new independent variables, named as tax incentives and 

leverage impacting the characteristics of the firm. The authors utilized a sample of 79 

public quoted firms that were involved in sukuk and bonds issuance in the Malaysian 

stock exchange over the period from 2001 to 2010 and performed analysis on the 
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basis of three estimators, namely Ordinary Least Square (OLS), fixed and random 

effects panel data regression methodology. Their results found that for the issuance of 

sukuk, the most significant firm-specific conditions are prior experience related to 

sukuk issuance, government tax incentive and finally the firm size with the 

subsequent explanation. First, concerning the size of the firm, the explanation is that 

larger firms adopt more diversification; therefore, they have a lower likelihood of 

undergoing financial failure and have more easy access to the capital market 

compared to small firms. Second, sukuk issuing corporations‘ success stories 

motivated them for the repetition of the deals again and lastly, government 

advantageous tax benefits for sukuk also impacted reasons of issuances. In sum, they 

demonstrated arguments in line with trade-off theory, whereby with leverage and 

profitability remain insignificant for decisions of the sukuk issuance. 

 

Another study in the Malaysian context by Ahmad et al. (2012) employed aggregate 

quarterly data of sukuk issuance to examine macroeconomics impacts on the issuance 

of sukuk for the period from 1996 to2011 by utilizing the Vector Autoregressive 

Models (VARs), Impulse Response Functions (IRF), and Variance Decomposition 

(VDC). The Producer Price Index (PPI), Inflation rate (CPI), and Gross Domestic 

Product (GDP) were considered as macroeconomic factors. The results showed that 

sukuk Granger-cause GDP, whereas GDP Granger-causes both PPI and CPI. 

However, sukuk showed a negative reaction to the shocks in PPI and positive to CPI 

in the first two quarters and back to equilibrium in the long term. Also, the reaction of 

sukuk to shocks in GDP for the first two years that varied around the mean and over 

the long horizon is positive. In addition, sukuk's own dynamics are also driving force 

in the short run. 



78 
 

Ashhari et al. (2009) also conducted a study in Malaysia to investigate the effects of 

issuance of sukuk on shareholder value in Malaysia during the period from 2001 to 

2006. This study used annual cumulative return with dependent factors like size of the 

bond offering, bond‘s maturity, debt ratio and total assets of a firm of the bond by 

employing beta refinement using Blume‘s method. The findings showed that a rich 

implication was observed by the announcement of issuance of an Islamic bond. In 

addition, a mildly negative impact of the size of bond offerings seems to impact the 

cumulative abnormal return. A similar study was conducted by Godlewski et al. 

(2013), who analyzed the capital market reaction to sukuk‘s announcements and 

conventional bond issues in Malaysia. The sample comprised 170 issues (77 Sukuk 

and 93 conventional bonds), over the period from 2002 to2009. By using OLS 

regressions, the results found a neutral response of capital market towards the 

announcement of conventional bond issues, whereas there is a negative reaction to the 

announcements of issuance of sukuk. However, Godlewski et al. (2013) attributed the 

findings to the additional demand for Islamic investment certificates and also to an 

adverse selection mechanism that is in favor of sukuk issuance by lower-quality 

debtor companies. 

 

In the context of another Arab country, Naifar and Mseddi (2013) explored the factors 

of yield premium of sukuk by utilizing variables related to equity market and 

macroeconomic variables in Emirates from October 2009 to July 2011. The 

macroeconomic and equity market variables included stock market index return 

(SIR), stock return volatility (SRV), inflation (CPI) and slope of the yield curve 

(SYC). The GARCH model and regression technique were used to analyze data that 

included liquid sukuk‘s monthly yield to maturity since they can be negotiated 
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completely and also trades in the secondary markets. The results indicated a statistical 

significance of the stock index return and SYC though SYC is a significant indicator 

that offers an explanation of yield spread of sukuk. In addition, yield spread of sukuk 

shows a positive reaction to capital market inferring that a rise in stock index return is 

accompanied by a rise in yield spreads of sukuk. In their study, Naifar & Mseddi 

(2013) presented a method for the valuation of sukuk al ijara. A fundamental part of 

the framework for the valuation is to estimate the rental property term structure, 

discount function, likelihood of default and recovery rate. 

 

Sukuk valuation is affected by some factors. For instance, Syafirdi (2006) examined 

the effect of some factors that may influence sukuk, such as interest rate, liquidity, 

stock index, currency, the performance of the firm and inflation in Indonesia. The data 

covers the period from January 2003 to November 2005 by utilizing Al mudharabah 

sukuk. Their study found that currency is the sole factor that impacted the pricing of 

sukuk on the basis of factor analysis, whereas Irwanto (2009) revealed that the 

economic growth could be the determining factor for sukuk pricing. 

 

2.7.3 Studies in Multiple Countries 

Other studies emphasised on the comparative analyses among the developing 

economies, the developed economies, or among developing and developed 

economies. For instance, a study by Garcia and Liu (1999) is considered one of the 

most significant studies in this field of research. Their study involved 15 countries and 

the sample comprised of industrial and developing countries, mainly from Asia and 

Latin America over the period from 1980 to1995. Their study used pooled OLS panel 

techniques to investigate the macroeconomic factors of the development of capital 
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market. The findings showed that the saving rate, stock market liquidity, financial 

intermediary development and real income are significant factors of capitalization of 

the capital market, whereas no evidence was found regarding the significance of the 

macroeconomic stability. However, their study demonstrated that there is more 

developed capital market development in East Asian countries in comparison with the 

Latin America as an indicator of a more developed sector of banking in East Asians 

countries. This finding concluded that the financial intermediaries and capital markets 

are complementary rather than substitutes. 

 

A seminal paper by Eichengreen and Luengnaruemitchai (2004) analyzed the factors 

related to the development of bond market on the basis of a sample of 41 developed 

and developing countries covering the period from 1990 to 2001, with an emphasis on 

Asia. They identified large country size, strong institutions, less volatile exchange 

rates, and competitive banking sector as factors fostering the Asian bond market. On 

the other hand, they found that a strong fiscal balance in the economy leads to a 

weaker bond market. Eichengreen et al. (2008) extended the analysis of Eichengreen 

and Luengnaruemitchai (2004) on the sample of developed and developing countries, 

with an emphasis on Latin America. The findings suggested that there is a positive 

and significant influence of country size and GDP per capita on the development of 

the bond market. Moreover, it was found that trade openness is associated with larger 

bond markets. The authors explained this result since a developed economies‘ 

reflection can be seen as a developed export industry that attracts the investors; 

therefore, bonds issuance would be well-received. 
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In a research related to the factors of the development of stock market in emerging 

economies, Yartey (2008) employed capitalization of the market as a dependent 

variable. The study used the Cadeleron-Rossell model to include institutional and 

other financial economic variables that may impact the development of stock market 

by using a sample of 42 emerging economies based on the panel data over the period 

form 1990 to2004. Yartey (2008) revealed that the macroeconomic factors, such as 

the income level, development of banking sector, stock market liquidity, private 

capital flows, and gross domestic investment are considered to be the significant 

factors related with the development of capital market. The findings also indicated 

that the political risk and quality of the bureaucracy and law and order are considered 

to be the significant factors of development of the capital market since they improve 

the viability of the external finance. Therefore, the finding suggested that the 

resolution of political risk could be a significant factor in the development of 

emerging capital markets. 

 

Another study by Bhattacharyay (2013) examined the impact of economy size, 

economy openness, stage of economic development, the spread of interest rate, 

banking system size and exchange rate variation on the bond market development in 

10 Asian countries over the period from 1998 to2008. The study employed many 

panel data techniques, including Generalized Least Squares (GLS) with corrections 

for heteroskedasticity and autocorrelation problems, simple OLS, fixed effect, and 

random effect models. Bhattacharyay (2013) identified that the main factors of 

financing through bonds are the economy size for corporate and government bonds, 

the size of the banking system total and government bonds, the stage of economic 



82 
 

development for total, variability in interest rate for total, government and corporate 

bonds and openness of the economy for total and corporate bonds. 

 

In the context of the African countries, Adelegan and Radzewicz-bak (2009) analyzed 

the historical, structural, institutional, and macroeconomic factors related to the 

development of the bond market in a cross-section of 23 sub-Saharan African (SSA) 

countries. The variables were the economic size, natural openness, banking sector 

size, the interest rate, the exchange rate, law and order, and corruption. They 

employed in their study the Generalized Least Square (GLS) and multivariate 

regression analysis of 394 annual observations covering the period from 1990 to2008. 

Hence, the study found that the savings constraint is the main hurdle towards financial 

market expansion and development of the domestic bond market. It was concluded 

that various macroeconomic factors, such as investment profile, banking sector‘s size, 

the structure of the economy, the level of the economic development and law and 

order are the significant determinants related with the capitalization of the bond 

market. 

 

In 2010, Bellas, Papaioannou, and Petrova applied a different technique, such as 

fixed-effects model, a dynamic model and PMG estimation and used annual data from 

1997 to 2009 to examine the short and long run association among 14 emerging 

market sovereign bond spreads and a set of macroeconomic and financial stress 

variables. Based on the results from these different techniques, the results indicated 

that fundamentals are significant factors of emerging market sovereign bond spreads 

in the long run, whereas financial volatility and liquidity are more significant factors 

of spreads compared with the fundamentals indicators in the short run. However, 
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other factors, such as unstable political environment, information‘s asymmetry and 

corruption could also influence the level of spread due to their possible influence on 

the capability of state for the repayment to their bondholders. In this regard, it is clear 

that the political risk is a significant long-run factor of spreads of the sovereign bond. 

 

In the same region, Ngare, Nyamongo, and Misati (2014) investigated the role of 

stock market development on the economic growth in Africa. Their study used a panel 

data econometrics technique to analyse the annual data from a panel of 36 countries, 

among which 18 have stock markets over the period from 1980 to2010. The results 

indicated that the stock market development positively influences the growth in the 

economy. Therefore, countries with stock markets have a tendency to progress faster 

in comparison with countries without stock markets. In addition, investment, human 

capital formation, inflation, openness and political stable positively influence the 

stock market capitalization and the economic growth. 

 

In a related study that involved less samples, Naceur et al. (2007) aimed at identifying 

the main macroeconomic determinants of stock market development. The empirical 

study used an unbalanced panel annual data from 12 Middle Eastern and North 

African (MENA) region countries5, in which 10 countries are from the Arab world, 

over the period from 1980 to 1990. Based on the results, it was found that the 

important determinants of stock market capitalization were saving rate, banking 

sector, stock market liquidity and inflation change. However, income and investment 

were proved to be insignificant. In addition, financial intermediaries and capital 

markets were found to be complementary rather than substitutes in the process of the 

                                                           
5
 These countries included Bahrain, Egypt, Iran, Jordan, Kuwait, Lebanon, Morocco, Oman, Qatar, 

Saudi Arabia, Tunisia and Turkey. 
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growth as confirmed by Garcia and Liu (1999). Finally, they suggested that to 

encourage capital market development, it is important to motivate savings through 

appropriate incentives to enhance the liquidity of capital market, develop the financial 

intermediaries and control the inflation. 

 

Similar to Naceur et al.‘s (2007) approach and results, new evidence on the impact of 

macroeconomic environment and institutional quality on the development of the 

capital market was provided by Cherif and Gazdar (2010) who utilized the techniques 

of panel data and instrumental variable from 14 MENA countries over the period 

from 1990 to2007. Besides Naceur et al.‘s (2007) results, Cherif and Gazdar (2010) 

stated that the institutional environment based on the composite policy risk index does 

not seem to be a force that can drive the capitalization of the capital market in the 

region. 

 

The impact of the role of political regimes on stock market development was 

investigated by Francis and Ofori (2015) who used the Ordinary Least Squares (OLS) 

and the method of random affects Generalized Least Squares (GLS). The data was 

collected from 101 countries at different stages of development: developed, 

developing and transition economies from 1980 to 2009. The stock market 

capitalization, stock market value and stock market turnover ratio were used to 

measure the stock market development. The findings indicated that the political 

regimes impact the security market‘s size but not the level of liquidity. Additional 

findings indicated that the autocratic regimes and military leadership are obstacles for 

the development of stock markets. This result is in line with Rodrik and Wacziarg‘s 

(2005) findings that the democratic transitions result in positive economic 
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consequences. The control variables included the growth rate of annual population, 

real GDP per capita, population and trade openness to control the effects of the 

outputs. 

 

Another study by Perotti and Van Oijen (2001) presented evidence of the indirect 

effect of privatization on capital market development by the resolution of the political 

risk in 31 emerging countries covering the period from 1988 to 1995. They also 

presented that the variation in the political risk, in general, has a tendency to have a 

robust impact on local capital market development and excess returns in the emerging 

economies. The control variables included real depreciation, the growth of exports per 

capita, and GNP growth per capita. 

 

Ng, Ibrahim, and Mirakhor (2014) examined the relevance of social capital in stock 

market development by applying Bayesian model averaging on a cross-section of 60 

countries6 for the period from 2000 to 2006. The sample included developed, 

developing and emerging markets that allow varying degrees of social capital and 

other measures. Ng et al. (2014) found that trust can be seen as a strong and positive 

factor of capital market liquidity and depth; therefore, trust is considered as the most 

relevant element of social capital in the development of the market. In addition, the 

unstable macroeconomic environment in terms of changes in inflation has a reducing 

impact on trust in the stock trading. Moreover, the social capital and its components, 

particularly trust are more relevant to the development of capital market in countries 

suffering from poor rules of law and lower formal institutional quality. These findings 
                                                           
6
 Of the 60 countries, there are 32 OECD and 28 non-OECD countries. There are eight OIC members 

in the sample (Bangladesh, Egypt, Indonesia, Iran, Malaysia, Morocco, Turkey and Uganda). In the 
sub-sample analysis of OIC countries, an additional of five OIC countries (Jordan, Kyrgyz Republic, 
Nigeria, Pakistan and Saudi Arabia) that have measurement of generalized trust from the World Values 
Survey (WVS) are included. 
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suggested that with sukuk (Islamic bond) it might be valuable to investigate the 

potential factors related to the development of sukuk market. 

 

The relationship between stock market growth and economic growth, financial 

liberalization policies, foreign portfolio investment and country risk was investigated 

by El-Wassal (2005). The study used least squares combined with fixed effect 

technique to analyse the annual observations for 40 emerging economies from 1980 to 

2000. The results suggested that the economic growth, foreign portfolio investments 

and financial liberalization policies were the leading factors of the emerging stock 

markets capitalization. In addition, it was found that the political risk variable is not 

significant, which could be attributed to the subjective nature of such indices. 

 

The influence of the institutional quality, trade openness and financial liberalization 

on the development of the financial market was examined by Law and Habibullah 

(2009)  using a sample group of 27 countries, including the G-7, Europe, East Asian 

and Latin American countries from 1980 to 2001. The banking sector development 

and stock market capitalization were used as a dependent variable to measure the 

financial development. By using both panel GMM and PMG method, the results 

demonstrated that the real income and institutional quality are statistically significant 

factors of the development of the banking sector and capitalization of the capital 

market. However, the trade openness was found to be more significant for the 

promotion of the capital market development. The results also suggested that reforms 

in the domestic financial sector encourage the development in the banking sector, 

whereas liberalization of the capital market is effective in delivering the development 

in the stock market. 
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In the context of Arab countries, Chau et al. (2014) used the daily data and 

investigated the influence of the civil uprisings in the Arab World (Arab Spring) and 

the associated political uncertainty on the volatility and integration of major stock 

markets return in six MENA countries, namely Kuwait, Bahrain, Oman, Jordan, 

Lebanon and Egypt. In their study, GARCH model was used to analyze the daily data 

of the conventional and Islamic stock indices from June 1, 2009- to June 29, 2012, 

with a total of 805 observations for each series. The results indicated that the 

conventional and Islamic capital market indices respond heterogeneously to the recent 

political chaos. Chau et al. (2014) documented a significant rise in the volatility of 

Islamic indices in the period of political turbulence, while there is a small or 

insignificant impact on the volatility in conventional markets. However, there is only 

a little evidence to propose that MENA markets showed more integration with the 

international markets, and subsequently the political uprising. 

 

Calderón and Liu (2003) utilized the Geweke decomposition and Granger-causality 

tests on data that included 109 developing and industrialized countries from 1960-

1994 to analyze the causality direction among financial development and economic 

growth. The study utilized the ratio of broad money (M2) to GDP and the 

development of banking sector as a measure of financial development. The findings 

indicated that the financial development normally directs to the economic growth. 

Also, the financial deepening contributes more to the causal relationships in the 

developing countries rather than the industrialized countries. Therefore, the financial 

expansion pushes the economic growth by more rapid capital accumulation and 

productivity growth, with the latter medium being the strongest. 
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Huang (2010) examined whether the political institutional improvement encourages 

the financial development based on a panel dataset of 90 developing and developed 

countries covering the period from 1960 to 1999 with five observations per country. 

Different techniques including the Ordinary Least Square OLS, the Least Square 

Dummy Variables (LSDV), and GMM estimators were used in the study. Across 

different control variables, such as real income, trade openness and aggregate 

investment, the results showed that in the short term at least, institutional 

improvement impacts positively the financial development, particularly r low-income 

countries. In addition, the results revealed that the GDP level, trade openness, 

aggregate investment and institutional innovation are important determinants of the 

financial development. 

 

Suleman (2013) used the GARCH model to analyse the effects of the political risk on 

stock return volatility in 74 emerging and developed stock markets from January 1984 

to August 2012 on the basis of monthly data. The political risk variable was the 

ratings given by the International Country Risk Guide (ICGR). The results confirmed 

that the political risk is priced in emerging as well as the developed markets. The 

impact of the change and the volatility of the political risk variables are in the right 

direction, as the political risk increases the stock returns decreases and vice versa. 

However, the average change in the political risk rating is more positive in developed 

markets compared to the emerging markets. An explanation of these results is that the 

political risk decreases which is good news for the investors and this increases the 

trading volume and ultimately the volatility, too. 
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Similarly, Diamonte, Liew, and Stevens (1996) used data for country risks from the 

International Country Risk Guide (ICGR) to prove the importance of the political risk 

in emerging and developed markets. The sample represented 21 developed and 24 

emerging markets based on a cross-sectional analysis of monthly data from January 

1985 to June 1995. Based on numerous quantitative indicators as a proxy of the 

political risk, Diamonte et al. (1996) found that the variation in the political risk is 

related contemporaneously to stock returns. They concluded that variation in the 

political risk has a greater negative influence on the stock market return. The authors 

further recommend that this influence is greater in emerging markets compared to the 

developed ones. 

 

Within the framework of Vector Autoregressive models (VARs) and variance 

decomposition techniques, Ameer (2007) examined the impact of macroeconomic 

factors including a change in the interest rate, anticipated inflation rate and stock 

market return on aggregate stock and issuance of bond in Malaysia and South Korea 

over the period from 1995 to 2004. Based on the Granger causality tests, the results 

concluded that the macroeconomic factors significantly impact the aggregate stock 

and issuance of the bond. The findings also revealed a two-way association among 

change in interest rate and issuance of bond in South Korea, whereas stock returns 

have a significant influence on the issuance of the bond (instead of equity issuance) in 

Malaysia. These results confirmed that changes in stock market return are directed to 

a positive reaction to stock issues. 

 

In another study, Said and Grassa (2013) examined the macroeconomic factors that 

influence the structure of the sukuk and development of sukuk market in most sukuk 
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issuers‘ countries7. The random-effects model was used in their study for analysing 

data over the period from 2003 to2012 at an annual frequency for a maximum of 100 

years of observations. The study found that macroeconomic factors, such as per capita 

GDP, the economic size and trade openness, have a great positive impact on sukuk 

structures and the growing of sukuk market. In addition, Said and Grassa (2013) 

found that the recent financial crisis negatively impacts the market of sukuk, whereas 

the bonds market positively impacts the sukuk market. Therefore, it seems that the 

conventional bond market and sukuk market are complementary rather than 

substitutes. The authors further recommended that countries having regulations of 

high quality assist in the development of sukuk market, particularly counties that 

implemented Islamic Shariah law mixed with the common law. Hence, GDP per 

capita and trade openness positively and significantly influence the development of 

the three sukuk structures, named Murabaha, Ijara and Musharaka. 

 

Similar to Said and Grassa‘s (2013) study which added three new countries, namely 

Singapore, Turkey, and Yemen, another strong evidence on the influence of 

macroeconomic factors and institutional quality on sukuk market development 

conducted by Smaoui and Khawaja (2016). They employed the GMM estimation to 

tackle the problems of endogeneity of lagged dependent variable, heteroscedasticity, 

and serial correlation in the residuals for analysis data over the period from 2001 

to2013 in 13 countries. The results of GMM estimation indicated that a combination 

of structural, financial and institutional factors is likely to put a significant influence 

on sukuk markets. Certainly, larger economic size, a better investment profile, lower 

corruption and a higher proportion of Muslims in the population are associated with 

                                                           
7
 These countries included Malaysia, Bahrain, Saudi Arabia, UAE, Kuwait, Qatar, Indonesia, Pakistan, 

Brunei, and Gambia. 
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large sukuk markets, whereas a higher interest rate spread impacts negatively sukuk 

market development. Smaoui et al. (2017) extended the analysis of Smaoui and 

Khawaja (2016) by focusing on the effects of financial development (banking system, 

stock market and bond market) on sukuk markets. Their findings suggested that sukuk 

and bank financing are substitutes, whereby sukuk complements bonds and stocks. 

They also found that trade openness has a positive relationship with sukuk market 

development. Finally, the 2008 crisis has been a catalyst and a stimulator of sukuk 

issuance as sukuk at large was able to resist the economic downturn and remained 

relatively positive compared to other conventional tools. 

 

Based on daily data, Aloui, Hammoudeh, and Hamida (2015) investigated the 

volatility spillovers among the GCC Shariah stock market and three GCC sukuk 

markets, namely the global GCC sukuk, the GCC corporate sukuk, and the GCC 

financial services sukuk indexes within a global context. The sample of the study 

comprised of 1241 daily observations over the period from July 10, 2008 to July 13, 

2013. Different techniques, including the dynamic correlation, multivariate 

FIAPARCH and GARCH model were used in the study. Aloui, Hammoudeh, and 

Hamida (2015) found a noteworthy behavioural shift in sukuk/shariah stock 

association that could be elaborated through market liquidity; U.S. credit default 

swaps (CDS) spreads and the price of crude oil. 

 

The influence of conventional bonds and sukuk announcement on shareholder‘s 

wealth and respective determinants was examined by Alam et al. (2013) using 79 

sukuk and 87 conventional bonds spans from 2004 to 2012 in six developed Islamic 

financial markets. The sample was selected from Malaysia, Indonesia, Pakistan, 
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Singapore, UAE, Bahrain and Qatar. The sample period was distributed into three 

parts: 2004- 2006 (pre-crisis), 2007- 2009 (during the crisis) and 2010-2012 (post-

crisis). The results found the positive market reaction for the announcement of the 

conventional bond during pre-crisis period and negative market reaction during and 

post-crisis periods. Instead, the market response is negative for announcements of 

sukuk before and during the global financial crisis in 2007. Therefore, the size of 

bond offering seems to influence negatively the cumulative abnormal return for sukuk 

and positively the conventional bond. 

 

The influence of oil price on 21 emerging stock market returns was investigated by 

Basher and Sadorsky (2006) using a total of 3348 daily observations covering the 

period from 1992 to 2005. The authors used an international multi-factor model that 

permits both unconditional and conditional risk factors. It was found that the oil price 

risk influences stock price returns in emerging markets. Therefore, oil price risk is 

positive and statistically significant for the stock market return. Basher and Sadorsky 

(2006) noted that oil price risk is high in emerging markets in comparison with the 

developed ones. Hence, it can be stated that capital markets in the emerging markets 

show more sensitivity to variations in oil prices when compared with their 

counterparts in the developed countries. Besides, Miller and Ratti (2009) showed a 

long run negative relationship between oil price and stock market price. Jones and 

Kaul (1996) argued that the oil price changes‘ impact on a country‘s economy, which 

are reflected on the stock returns, is likely to differ across countries according to their 

oil production and consumption level. Similarly, Driesprong, Jacobsen and Maat 

(2008) analyzed that oil prices‘ changes forecast stock returns using market data from 
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48 countries. The findings revealed that the sensitivity of the change in the oil prices 

is likely to be different based on each country. 

 

Harrathi and Almohaimeed (2015) employed weekly data to investigate the 

conditional dependency between GCC stock market and oil prices and course of 

actions for portfolio management under structural breaks from November 2007 to 

September 2012. The results based on the univariate and multivariate GARCH models 

indicated that structural breaks decrease the volatility persistence inferring that the 

conditional volatility is more impacted by their own prior shocks and own prior 

volatility when there is ignorance of the structural breaks. In addition, oil price takes 

volatility spillover effects from the majority of GCC capital market. Harrathi and 

Almohaimeed (2015) stated that this finding may bring insights for the investor to 

understand how the worth of their portfolios will be impacted by large changes 

observed in oil prices. These findings can be elaborated through the contribution of oil 

revenues to GDP in GCC countries, whose size of capital market indicator as 

measured by the capitalization of the market to GDP has a positive correlation with 

the importance of oil in their economies. 

 

Dimic, Kiviaho, Piljak, and Äijö (2016) investigated the impact of uncertainty in the 

global financial market and domestic macroeconomic factors, including inflation, 

industrial production index and the monetary policy stance on short and long-term 

stock and bond correlations in 10 emerging markets and the US. The wavelet analysis 

approaches as well as the regression model were used employing 156 monthly 

observations from January 2001 to December 2013. The results indicated that patterns 

of correlation between stock and bond differ significantly among time horizons. The 
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correlation in short horizon changes the sign quickly, thus presenting sustainable 

negative episodes, whereas the correlation in long-horizon stays a positive impact 

most of the time. The most significant factor that influences stock-bond correlation in 

short horizon is the monetary policy stance, whereas the factors with the greatest 

long-term influence are inflation and uncertainty in the capital market. Lastly, 

uncertainty in the global stock market has a more significant role in comparison with 

the global bond market uncertainty in explaining stock-bond correlations in the 

emerging markets. 

 

Tariq (2004) suggested that sukuk development and its derivatives like embedded 

options can be a strong financial management for the management of risks of sukuk. 

On the other hand, he highlighted some risks related to sukuk management, for 

instance market (interest and foreign currency), credit and counterparty, Shariah 

compliance, operational risks and institutional rigidity. Tariq (2004) emphasized that 

different Shariah perceptions could be a risk that may impact the price of sukuk. Cakir 

and Raei (2007) examined the risk-reduction benefits of sovereign sukuk issuance on 

the basis of a sample of sovereign sukuk and Euro bonds from the same issuer. They 

also estimated and compared the value-at-risk (VaR) for a portfolio that comprises 

both instruments to a pure Eurobond portfolio. However, they found that the VaR is 

decreased as sukuk enter into the portfolio of fixed-income securities, demonstrating 

that these investment certificates provide diverse benefits for investors. 

 

The association between market risk, credit risk, liquidity risk, operational risk, and 

returns of sukuk in GCC market was studied by Abdul Rauf and Ibrahim (2014). The 

study highlighted different types of risks embedded in sukuk structure for the 
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determination of the influences of different types of risks on the return of sukuk. 

Abdul Rauf and Ibrahim (2014) used various methods, including OLS and Multiple 

Regression Model, for analysing 2282 daily observations data from January 2005 to 

June 2013. The results revealed that market risk, including interest rate risk, inflation 

rate risk and dollar rate risk, operational risk covering Shariah compliance risk and 

consumer confidence risk, credit risk including default risk and maturity risk and 

liquidity risk covering liquidity risk and reinvestment risk explained significant 

variations on the total return of sukuk. It was found that the operational risk is much 

significant for the development of sukuk market. 

 

2.8 Research Gap 

The worldwide practice, as Asian financial crisis 1997 and global financial crisis 

2008, has shown that the well-built bond markets and economies which rely heavily 

on the banking sector for financing are vulnerable which resulted in funding 

mismatches and financial instability. A lack of confidence in conventional bond 

market has led to find alternative investments and financing sources that offer greater 

transparency and reduce risk. Consequently, in recent years, we have been witnessing 

the increasing remarkable in sukuk market, both in Islamic or non- Islamic countries. 

Sukuk appear not only to provide corporations and governments with an alternative 

source of financing that is compliant with Shariah principles, but also can be seen as a 

way to avoid crises. Therefore, there are serious efforts to develop the domestic 

markets of sukuk but with different level of success due to country specific factors.  

 

Besides, according to previous studies, we have seen how a considerable body of 

literature has focused on the determinants of the bond market development. Hence, 
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the determinants of the stock and bond market development have been the subject of 

the large theoretical and empirical studies in both developed and developing countries 

from different points of views. On the contrary, the growing importance of sukuk 

markets around the world has recently opened a new avenue of research into the 

challenges and factors which face the development of sukuk market, but there are 

relatively a very limited number of studies that has focused on sukuk market. 

 

The above discussions conclude that the sukuk market development is influenced by a 

combination of factors that can be classified into two levels, namely, firm level 

factors and country level factors. However, the previous studies have mostly focused 

on firms‘ characteristics determinants of sukuk issuances but gave a little 

consideration to the role of country‘ characteristics on sukuk market development in 

general, particularly in GCC countries. Actually, among the empirical studies, only 

two studies (Smaoui and Khawaja, 2016; Said and Grassa, 2013) have included the 

sukuk market development in 13 countries from different regions. Therefore, there is 

a need for further empirical investigation to identify the determinants of sukuk market 

development. 

 

In fact, GCC countries are typified by several characteristics such as GCC economics 

depend on oil exports, high ratio of domestic savings in these countries attributed to 

the oil revenues and the high rate of income. Therefore, the major contribution of this 

study is to analyze the influencing role of oil price and savings rate on the 

development of sukuk market. Furthermore, it is also observing that the political risk 

have a negative significant influence on conventional financial markets in both 

developing and developed countries. In this regard, GCC markets are very sensitive to 
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the regional political event. Therefore, there is a need to identify the relationship 

between the political risk and sukuk market. So, another major contribution of this 

study is to analyze the impact of political risk on sukuk market development. 

 

The GCC region has one of the world‘s largest Islamic banking markets. Besides, the 

stock markets in GCC countries are more developed than sukuk market. Thus, the 

huge supply of savings and strong investment demand in GCC might do mostly 

through the local banking system and stock market, which affect the sukuk market 

development. Therefore, there is a need to identify the relationship between the 

financial development factors (banks and stock market) and sukuk market 

development. Generally, to the best knowledge of the research, the present study will 

be among the first empirical studies to fill this gap by considering the relationships 

between the GCC's sukuk market and a set of macroeconomic, political, and financial 

variables. 

 

2.9 Chapter Summary 

Chapter Two presented extensively the evolution of Islamic finance since its 

inception. Concept of sukuk and a comparison between sukuk and conventional bond 

were also achieved. The development of GCC sukuk market was also displayed in this 

chapter. Besides, this chapter also reviews traditional theories of capital structure, 

focusing on the asymmetric information theory to explain the influence of the external 

factors on sukuk issuance, and the empirical evidence of the key factors which affect 

sukuk market. The next chapter is devoted to explaining the methodology used in the 

present study.  
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CHAPTER THREE 

DATA AND METHODOLOGY 

 

3.1 Introduction 

Chapter three introduces the methodology for the present study to address the research 

objectives. It presents the econometric methodology that was used in the present 

study, particularly the research design and data collection. In addition, the 

development of the hypotheses, the research framework, as well as the measurements 

and techniques of data analysis are included in this chapter. Hence, this chapter is 

organized as follows. The next section presents and discusses the research framework 

of the study. This is followed by the development of the hypotheses. The next section 

outlines the research method and design including the measurement of variables and 

the techniques of data analysis by using panel data as the main econometric method. 

The summary of this chapter is presented in the final section. 

 

3.2 Theoretical Framework  

According to the previous studies in Chapter Two and the global sukuk markets 

reports, it is important for GCC countries to widen and deepen their sukuk markets to 

raise funding (for a huge infrastructure financing) and expand their exports to reduce 

oil dependence. Several countries are seriously involved in efforts to establish their 

domestic sukuk markets. Some countries have been successful, where others have not. 

Kusuma and Silva (2014) pointed out that currently approaches adopted for 

development of the domestic sukuk market vary significantly across countries, due to 

country-specific circumstances. In addition, Jobst et al. (2008) considered the issue of 

identifying the factors that may hold back further market development as one of the 



99 
 

most important issues related to the issuance of sukuk. This aim included identifying 

the main economic, legal, and regulatory challenges that need to be handled. Despite 

the rapidly growth in sukuk globally, the development of GCC‘s sukuk markets has 

been impeded by several factors. 

 

Various markets functioning in unstable political areas have high exposure to risks, 

particularly in emerging markets and areas of increased conflicts, thus exposing 

investors to risk. Consequently, firms would consider issuing the safest, less 

expensive, and less information-sensitive type of financing. This is in line with the 

argument of Bessler et al. (2011) who stated that the financing decisions of firms 

differ due to differences in the characteristics of each country. The corporate finance 

literature proposes that information asymmetry is a significant factor of security 

choice. The Information Asymmetry Theory assumes that informational efficient 

market does not exist; therefore, information is costly because market participants do 

not receive information simultaneously. The essence of the theory of asymmetric 

information is that it proposes that an imbalance of information between buyers and 

sellers can lead to inefficient outcomes in certain markets.  

 

Asymmetric information affects the choice between internal and external financing 

and between the issue of debt or equity, and between the issue of sukuk and bond. 

Therefore, a higher level of uncertainty in the macroeconomic and political factors 

could cause the information asymmetry problems to rise and increase the adverse 

selection and moral hazard in the financial market, which in turn, leads to great 

swings in an investment and financing decisions, and thus negatively or positively 
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affecting sukuk market development. Figure 3.1 illustrates how the study variables 

affect the sukuk market development through information asymmetry theory. 

 

 
Figure 3.1 
Theoretical framework  
Source: Author  
 

Nagano (2017) found that firms with a high degree of information asymmetry prefer 

sukuk to equity and debt issuance. Sukuk market consists of several individual sukuk. 

Hence, effects that influence individual corporates will also affect the sukuk market 

issuance as a whole. Different macroeconomic variables will affect sukuk prices 

directly or indirectly by effecting the nominator or denominator in the valuation 

formula. Macroeconomic variables such as price of a commodity influence the sukuk 

price of the individual corporate. On the other hand, macroeconomic and political 

variables such as interest rates, exchange rate, political risk, and others affect sukuk 

market as a whole. Hence, the Asymmetric Information Theory has been used in the 

existing academic literature to identify the determinants of bond market development. 
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The sukuk market has struggled in the past couple of years due to the global economic 

uncertainty which resulted in the dearth of new players. Hence, the present study 

aimed at identifying what factors (macroeconomic, financial, and political) that affect 

sukuk issuance. In other words, the present study aimed at analyzing the influence of 

macroeconomic, financial factors and political risk on the development of sukuk 

market in the GCC countries as shown in Figure 3.2. 

 

 Figure 3.2 
Conceptual Framework of the Study  
 

Macroeconomic Factors 

1. stage of economic development  

2. Saving Rate 

3. Exchange Rate 

4. Inflation Rate 

5. Oil Price 

6. Trade Openness 

Political Risk 

 Financial Factors 

1. Banking System Size 

2. Stock Market Capitalization 

Sukuk Market 

Development 

(SMD) 



102 
 

As presented in Figure 3.2, the diagram depicts the entire study variables based on the 

literature presented in Chapter two and the relation between independent variables 

and sukuk market development. These variables are mostly used in bond markets, 

which are suitable to sukuk market, too. These include the stage of the economic 

development, savings rate, exchange rate, inflation rate, oil price, trade openness, 

banking system size, stock market capitalization, and the political risk. Therefore, the 

present study aimed at analyzing the influence size of these primary variables on 

sukuk issuances and enhancing the development of sukuk market (dependent 

variable). 

 

As previously mentioned, the variables of the current study are widely used and 

accepted by the bond and stock market research scholars (Abd Majid & Yusof, 2009; 

Abdul Rauf & Ibrahim, 2014; Adelegan & Radzewicz-bak, 2009; Ahmad & Radzi, 

2011; Alam et al., 2013; Ameer, 2007; Bellas et al., 2010; Cherif & Gazdar, 2010; 

Dimic et al., 2016; Elkarim, 2012; Garcia & Liu, 1999a; Grassa & Gazdar, 2014; 

Hanifa et al., 2015; Harrathi & Almohaimeed, 2015; Jobst et al., 2008; Mahbubi Ali, 

2014; Nagano, 2013; Ng et al., 2014; Rosylin & M. Shabri, 2006; Said, A., & Grassa, 

2013; Shahara et al., 2014; C. A. Yartey, 2010). 

 

Smaoui and Khawaja, (2016) motioned that their study is the first one to examine the 

determinants of sukuk market development that directly examined the determinant 

factors of the development of sukuk market in 13 countries from different regions. 

Some previous studies on sukuk used some variables used in the current study to 

identify the factors of firms in issuing sukuk over conventional bonds in Malaysia. In 

this respect, the present study aimed to identify the most significant determinants of 
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sukuk market development. However, the effect of the political risk, oil price, trade 

openness, and saving rate on GCC sukuk market development is still ambiguous. 

Hence, further empirical investigations are needed to present a comprehensive 

depiction of the issue. 

 

3.3 Hypothesis Development 

Several determinants have been reported to explain the influence of macroeconomic, 

political and financial determinants on the development of bond market, which are 

suitable to sukuk market, too. In line with the previously stated objectives, this study 

presents a hypothesis development of the relationship between macroeconomic, 

financial, and political factors and sukuk market development (SMD). The review of 

studies on the determinants of sukuk market development has also been explained in 

the section of the literature review in Chapter Two. The following section explains 

how these factors play a significant role in the development of sukuk market and also 

illustrates how the hypotheses are developed based on both the theory and literature. 

 

3.3.1 Stage of Economic Development and Sukuk Market Development 

GDP per capita as a purchasing power parity of the population is used to measure the 

developmental stage of the economy. In the literature related to the economic 

development, it is primarily recognized that GDP per capita and size of investments 

move in the same direction. Higher GDP per capita means better education, a better 

business environment, wealthy citizens and more employment opportunities. If GDP 

per capita rose relative to interest rate, the demand for sukuk would increase, given its 

higher return, and the price would rise (Elkarim, 2012). However, Mokhova and 

Zinecker (2014) argued that the boost in economy and consequently, growth in GDP 
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will lead to increase in the profits of firms. These firms in a high income per capita 

country have less information asymmetry. According to the trade-off theory, 

corporations will prefer external sources of financing which have more benefits, 

thereby choosing finance by sukuk. Nagano (2010) found that issuance of sukuk 

improves the stock returns of the issuers and total factor productivity, and this 

empirical finding recommends that preference is given to Islamic bond issuance due 

to this exclusive benefit that standard external finance is unable to provide. 

 

More developed economies imply more flow of funds through the financial markets 

(more liquid), which in turn, leads to more investments. Empirical studies show that 

the association among GDP per capita and bond market development is significant 

and positive (Cherif & Gazdar, 2010; Garcia & Liu, 1999a; Yartey, 2008). Similar 

findings were identified by some other authors (Aduda et al., 2012; Ahmad & Radzi, 

2011; Y. Huang, 2010; La Porta et al., 1997; Law & Habibullah, 2009; Said, & 

Grassa, 2013; Thornton, 1998) who showed that GDP per capita can positively and 

significantly affect bond market capitalization because a higher income is typically 

associated with better institutions. Importantly, some researchers view that sukuk are 

more costly than conventional bonds. Godlewski and Weill (2012) stated that a higher 

economic output could favour the higher use of Islamic finance as people with more 

income have easier access to costly financial products. The GDP per capita will 

ascertain the attitude to risk, broad outlines and liquidity of investment decision. 

Therefore, Mahbubi (2014) argued that growing GDP per capita will be a positive 

indication for the Islamic stockbroking‘s development because of requirement for 

investment avenues in portfolio management. In addition, Mahbubi (2014) found that 

the income growth, a large number of Muslims and economic growth are among the 
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key determinants driving Islamic stockbroking in Malaysia. Based on the above 

argument, it is possible to predict a possible association between the income level and 

sukuk market development. Consequently, the following hypothesis is proposed. 

H1: There is a significant relationship between stage of economic development and 

sukuk market development. 

 

3.3.2 Savings Rate and Sukuk Market Development 

Sukuk market, like financial intermediaries and banks, represents one way to pooling 

the savings from surplus units and channeling them into productive investments. 

Typically, better savings metamorphoses to better capital flow through the sukuk 

markets. Hence, the growth of capital is determined by saving, which in turn, depends 

on the income level. Adelegan and Radzewicz-bak (2009) found that the savings 

constriction is a key obstruction to deepening and developing the financial and 

domestic bond markets. Similarity, studies about saving rate and size of stock market 

found a positive relationship between them (Aduda et al., 2012; Garcia & Liu, 1999a; 

Naceur et al., 2007; Yartey, 2008) because a large amount of savings is directed 

through bond markets, which in turn,  improve bond market liquidity to develop 

financial intermediaries and control inflation. 

 

On the other hand, if the banking sector is more developed, savings might have 

channeled through the banking system rather than sukuk market, reflecting the greater 

ability of banks to fund themselves and also corporates through deposits in high-

saving countries. Hence, a higher savings rate in a fast-growing economy offers a 

more stable source of funding for the required investment, and consequently, lower 

reliance on sukuk issuance. In addition, an increase in interest rate tends to increase 
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the saving rate. A rise in interest rates makes savings more attractive, and therefore, 

saving should be encouraged. Alternatively, a lower interest rate may boost other 

forms of saving and investment. In this case, there will be a higher demand for sukuk 

because they are a good way to make use of savings due to a lower real interest rate, 

which makes sukuk more attractive than a bond. Further, Kusuma and Silva (2014) 

indicated that developing sukuk is one of the means of mobilization finance and 

savings. Consequently, the saving rate may have a relationship with sukuk market 

development. In light of the above submissions, the following hypothesis is proposed: 

H2: There is a significant relationship between saving rate and sukuk market 

development. 

 

3.3.3 Exchange Rate and Sukuk Market Development 

Macroeconomic stability is important for sukuk market development. Lower volatility 

in the exchange rate, inflation rate, interest rate, and a low fiscal deficit as a 

percentage of GDP are important elements of macroeconomic stability. The nature of 

the exchange rate regime is likely to have implications on the degree of bond market 

development. Based on the extant empirical submissions, the link between the 

exchange rate and market size can be both positive and negative, in view of the fact 

that exchange rate is critical to balancing how the demand and supply of assets are 

determined. It is also important for individuals who hold domestic and foreign assets 

in their portfolios. As the price of imported goods is affected by changes in exchange 

rates, firms' costs and the retail prices of many goods and services are also affected. 

Consequently, a high currency volatility creates uncertainty to the real value of sukuk, 

thus creating an impediment to sukuk market development (Ahmad & Muda, 2013; 

Ahmad & Radzi, 2011). Exchange rate risk happens as sukuk have outflows that are 
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valued and propitiated on the basis of foreign currency that has an ambiguous cash 

flow. In the likelihood of a deviation between the currency in which sukuk pools 

assets are denominated and the currency of denomination in which sukuk funds are 

accumulated, sukuk investors are vulnerable to exchange rate risk.  

 

Ahmad and Muda (2013) noted that the stability and flexibility of exchange rate 

regimes are significant in improving the intra-industry trade and cross-border sukuk 

issuance. Sukuk trading has been listed in US dollar rate since the change in the US 

dollar rate creates a change in sukuk return, thus influencing the volume of sukuk 

issuances. According to Tariq and Dar (2007), and El-quqa, Hasan, Rout and Joubaili 

(2008), the currency risk emanates from hostile exchanges rate fluctuations, which 

will unquestionably affect foreign exchange positions. Currency exchange rate affects 

bond market positively (W. Ahmad & Radzi, 2011; Ibrahim, 2009; Yusof & Majid, 

2007). In contrast, some studies (Bhattacharyay, 2013; Abd Majid & Yusof, 2009; 

Abdul Rauf & Ibrahim, 2014; Adelegan & Radzewicz-bak, 2009) found a negative 

association between the volatility of changes in exchange rates and bond issuance. 

Consequently, the following hypothesis is proposed: 

H3: There is a significant relationship between exchange rate and sukuk market 

development. 

 

3.3.4 Inflation Rate and Sukuk Market Development 

Inflation is considered one of the key indicators of the stability of a country. A rise in 

the inflation rate causes uncertainty in the economic conditions; this uncertainty 

creates the incapability of corporations to repay debts (Baltaci and Ayaydin, 2014). 

Inflation rate denotes a continued increase in the overall level of prices for goods and 
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services. Thus, a high inflation rate discourages investment by increasing the cost of 

carrying out business. The risk of inflation rate indicates the exchange rate between 

current and future values (Abdul Rauf & Ibrahim, 2014). Certainly, inflation is 

capable of increasing the interest rates, which result in the decrease of fixed interest 

rate instrument‘s value. Also, as the rate of inflation increases, there is a fall in the 

price of fixed interest rate instruments. This is based on the fact that the fixed interest 

rate may not be adequately defraying interest to stay ahead of inflation. Therefore, 

inflation rate may create a worse situation in sukuk market. Increasing inflation is 

especially detrimental for bonds and sukuk due to the fact that their return is fixed in 

monetary terms and inflation damages their value because inflation demotivates 

investors, raises the cost of funds, and consequently influences market efficiency.  

 

Concerning the relation between inflation and sukuk, Elkarim (2012) and Ahmad et 

al. (2012) claimed that inflation impacts significantly and negatively sukuk issuances 

in Malaysia. The high inflation rate will direct to a smaller number of sukuk issued by 

the financial institution because of the decline in the demand for sukuk as investors 

incline to select other investment alternatives. According to Naifar and Mseddi 

(2013), increases in inflation rates decrease the price of sukuk. This leads to a rise in 

the yield to maturity due to the fact that an investor purchasing sukuk has to pay less 

for the same return. Hence, high prices affect the purchasing power, which in turn, 

drives bond investors to worry, especially when the yield of bonds does not cover 

prices rising, thus implying that inflation is an inverse relationship with bonds 

(Raymond James, 2010). Similar findings were identified by other authors (Almalki 

& Batayneh, 2015; Elkarim, 2012; Fama & French, 1989; Garcia & Liu, 1999a; 

Gjerde & Sættem, 1999; Naceur et al., 2007). On the other hand, Ahmad, Daud, and 
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Kefeli (2012), Ameer (2007), and Yartey (2008) found a positive relationship 

between inflation rate and financial market development. Based on the above 

arguments, it is possible to predict that there is a relationship between inflation rate 

and sukuk issuance. Hence, the following hypothesis is proposed: 

H4: There is a significant relationship between inflation rate and sukuk market 

development. 

 

3.3.5 Oil Price and Sukuk Market Development 

Oil prices, according to Cunado and Garcia (2005), have a different influence on the 

price of bond depending on whether the country is oil importer or exporter and the 

level of the economic development of this country. The stock and bond prices are 

based on the expected future cash flow‘s discounted values, and they are influenced 

by a change in related macroeconomic variables (Huang, Masulis, & Stoll, 1996). It 

can be emphasized that oil is a vital input cost for final products in a modern 

economy, and it is rational to forecast that prices of oil impact the stock and bond 

prices directly through its influence on the anticipated cash flows and indirectly 

through its influence on discount rates. Consequently, variations in the oil prices may 

result in a direct impact on future cash flows through its influence on the final 

product‘s cost in the economy, which would be a reason of opposite change in the 

prices of stock and bond. 

 

Changes in the oil prices may indirectly influence the sukuk price through its impact 

on the expected inflation rate and the expected real interest rate. However, rising oil 

prices put increasing pressure on projected domestic inflation. Therefore, there is a 

positive association between a higher expected inflation and discount rate, whereas a 
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negative relationship is found between stock and bond prices. Similarly, the high oil 

price could be a reason behind the real interest rate to increase. Consequently, 

investors will demand a higher rate of return, which would cause a decline in stock 

prices and make bond look more attractive than stocks (Basher & Sadorsky, 2006). As 

a result, the corporates prefer financing their projects by sukuk issuance rather than 

the debt due to the high interest rate and increase the cost of debt.  

 

The price of oil determines the level of the government budget revenues, and hence, 

aggregates demand in the whole economy. In this sense, a high price of oil can 

positively affect corporate output and earnings and sukuk prices. Studies on oil price 

and financial market development found a positive relationship between them (Basher 

& Sadorsky, 2006; Gjerde & Sættem, 1999; Harrathi & Almohaimeed, 2015). On the 

other hand, the effect of the oil price on financial markets in net-oil importing 

countries, i.e., USA and Australia, is expected to be negative (Faff & Brailsford, 

1999; Huang et al., 1996; Sadorsky, 1999). In addition, lower oil prices lead to major 

revenue cut and ensuing stagnation in the economy, which in turn, lead to reduce the 

development process, reduced spending and infrastructure projects, thus impacting 

sukuk issuances. Based on the above discussion, the following hypothesis is 

developed: 

H5: There is a significant relationship between oil price and sukuk market 

development. 

 

3.3.6 Trade Openness and Sukuk Market Development 

Trade openness indicates the degree to which countries or economies allow trade or 

trade with other countries or economies (Zhang et al., 2015). Openness varies across 
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countries. For instance, opened economies engage more capital inflow compared to 

less opened ones. An increase of trade openness imply the boost in productivity and 

innovation, and allow firms to capitalize on economies of scale through having access 

to larger markets and motivates the spread of skills, knowledge, and innovation 

(Udegbunam, 2002). Corporations in open economies require more capital resources 

to maintain competition. As there is a high degree of economy openness, it is easy to 

approach external financing from the foreign investors which will improve the 

development of sukuk market. As a result, sukuk markets will be in a position to 

perform better in a more opened economy, but banks, the dominating financing 

source, typically tend to save their influence on the market by restricting the 

development of securities market towards the foreign market. As there is more 

openness in the economy for the foreign investors and have exposure to foreign 

competition, banks lack the power to suppress competition since the established 

interests are sometimes very hard to initiate into an exposed international competition. 

Consequently, the sukuk market will continue progressing normally. 

 

International capital flows could result in unstable financial market and 

macroeconomic volatility, which in turn, leads to more information asymmetry. In 

this regard, countries have more incentive to grow domestic sukuk market to meet 

their financing requirements and control the information asymmetry caused by the 

instability in the financial market. Numerous studies have suggested that openness 

improves performance in growth via its positive impact on foreign direct and portfolio 

investments, capital flows, and domestic financial market‘s development. A slight rise 

in trade openness would then direct to greater financial development (Al-malki & 

Alassaf, 2014; Asiedu, 2002; Chinn & Ito, 2006; Grassa & Gazdar, 2014; Law & 
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Habibullah, 2009; Rajan & Zingales, 2001; Said, & Grassa, 2013). This positive 

relationship is due to the openness, which permits, in particular, the developing 

economies to have an easy access to foreign savings or pool of funds. It also lifts 

international capital flows, improves domestic capital market‘s liquidity, and 

decreases the cost of capital for industrial projects. Thus, as the country is open to 

trade and capital flows, it is more probable to grow its financial system (Bellas et al., 

2010). Therefore, a relationship between trade openness and sukuk market 

development is possible. Based on this discussion, the following hypothesis can be 

developed. 

H6: There is a significant relationship between trade openness and sukuk market 

development.  

 

3.3.7 Banking System Size and Sukuk Market Development 

The banking system size is considered another indicator of the financial development 

of the country. The presence of the banking sector is a precondition for bond market 

development, and the developments in these two types of financial markets have 

synergistic effects. As shown by Khan (2000), the financial development does not 

infer only the development of a capital market or the development of the banking 

sector but also the two institutions. Banks of both Islamic and conventional work as 

broker and market makers and their existence are essential for the development of 

sukuk and bond markets. In contrast, there is a competition between banks and sukuk 

markets to provide finance, and well-established banking systems can take out sukuk 

markets‘ share. Adelegan and Radzewicz-bak (2009) noted that countries with a more 

established banking sector depend less on bonds and results in less developed bond 

market. Smaoui et al. (2017) found that the bank financing and sukuk offer a 
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substitution and economies, whereby banks are the major player in offering a private 

credit issue less than Sukuk.  

 

Definitely, Islamic banks and conventional institutional are the main investors in 

sukuk because the market is adequately large and comparatively liquid. As well, 

sukuk are the only liquidity tool that is available for Islamic financial institutions 

when a need arises for liquidity. Hence, the growth of Islamic financial assets will be 

associated with a growing need of liquidity, thus implying an increasing amount of 

issuance of sukuk by the Islamic financial institutions and the commercial banks. 

Consequently, the presence of the banking sector is required for the development of 

sukuk market. According to Aziz (2007), and Kusuma and Silva (2014), another 

important aspect of the development of the sukuk market is the development of the 

other key components of the Islamic financial system, the money market, banking 

sector. Important implication of banks in the sukuk markets both as issuers and 

buyers. A large banking sector will support the government selling its debt and sukuk 

domestically. However, Said and Grassa (2013) found that banking size has no 

significant effect on the issuances of sukuk. Therefore, it is possible to hypothesize of 

having an association between the banking size and bond market. Based on the above 

discussion, the following hypothesis is developed. 

H7: There is a significant relationship between banking system size and sukuk market 

development. 

 

3.3.8 Stock Market Capitalization and Sukuk Market Development 

One undeniable reality about stock, bonds and sukuk is their presence in the same 

markets in spite of their distinct regulations concerning Shariah compliance. Actually, 
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the market is driven forward by the investor‘s demand. Depending on the risk and 

returns offered, the firm and the investor take the decision to finance and invest in 

either or both sukuk and stock. As the stock market is established, the level of debt 

financing firms inclines to be lower due to the broader supply of finance that reduces 

the cost of equity. Therefore, the presence of stock market can deprive sukuk from 

markets‘ share. Thus, sukuk market might be a substitute of the stock market or a 

compliment. On the contrary, well-operating capital markets decrease asymmetric 

information, improve corporate governance, and lower the cost of external equity and 

the cost of debt issuance (Demirgüç-Kunt & Maksimovic, 1996). Nagano (2010) 

found that the issuance of sukuk improves the stock returns of the issuers and the total 

factor of productivity, and this empirical finding recommends that preference is given 

to the Islamic bond issuance due to this exclusive benefit that the standard external 

finance is unable to provide. In another study by Ibrahim and Minai (2009), it was 

found that sukuk issuance increases the issuers‘ share price. 

 

Godlewski et al. (2013) argued that two hypothetical positions suggest a positive 

reaction of stock markets to sukuk issuances. First, sukuk issuance could probably 

send positive signals to markets. This will likely help solve the confrontational 

selection problem caused by asymmetrical information between players inside and 

outside the firm. Second, sukuk issuance is capable of reducing the behavior of moral 

hazard and agency costs caused because of the interest conflicts among shareholders 

and managers. Alam et al. (2013) stated that borrowers with the lowest return 

expectations will have an incentive to have sukuk preference. However, Smaoui et al., 

(2017) found a strong positive significant between stock market capitalization and 

sukuk market development. Therefore, it seems that the capital market and sukuk 
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market are complements rather than substitutes. Hence, a relationship between stock 

market size and sukuk issuance is possible. Based on this argument, the following 

hypothesis can be developed. 

H8: There is a significant relationship between stock market capitalization and sukuk 

market development. 

 

3.3.9 Political Risk and Sukuk Market Development 

Economics is related to politics permanently. According to Yartey (2008), the 

political risk is one of the most significant risks faced by investors when they decide 

to invest in emerging markets. In the investment environment, the political risk 

management has become a vital component of any profitable investment strategy. 

Therefore, the political risk indicates to the financial risk that a government of the 

country will unexpectedly change its policies. The economic growth is affected by the 

political risk and this type of risk has direct consequences on the income level via 

damaging the productive capacity and does not assist to create the business 

environment compulsory for the prosperity of any economy. The impact of the change 

and the volatility of the political risk variables are in the right direction, as the 

political risk increases, the bond returns decrease and vice versa. In other words, the 

resolution of the political risk can improve the confidence of the investors and propel 

the growth of the bond markets in emerging economies (Cherif and Gazdar, 2010). In 

addition, an increase in the political risk leads to greater budget deficits, thereby 

affecting negatively the financial market development (Kim & Mei, 2001; Roubini, 

1991). 
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Regarding political instability, the risk related with capital loss will incline to increase 

mainly due to economic and political rules heading investments that are expected to 

vary with political regimes, thus creating volatility in macroeconomic indicators, 

increasing uncertainty in future net returns, and lowering the expected real rates of 

returns associated with investment projects. When the political risk rises, the 

uncertainty about the future policies of the government also tends to rise which could 

cause the information asymmetry problems to rise and increase an adverse selection 

and moral hazard in the financial market, which in turn, leads to great swings in 

investment and financing decisions. Nagano (2017) found that firms with a high level 

of information asymmetry have preference of sukuk compared to equity and debt 

issuance. Hence, firms with greater information asymmetry are more expected to 

issue sukuk rather than bond since sukuk are directed to a weak efficient monitoring 

of shareholders and management compared to bonds (Klein and Weill, 2016). 

Consequently, sukuk are an appropriate investment and a financing tool as they 

overcome information asymmetry problems because in the worst case they have 

assets including sukuk structures. Based on the above argument, it is possible to 

predict that there is an association between political risk and sukuk market. Therefore, 

the following hypothesis is developed. 

H9: There is a significant relationship between political risk and sukuk market 

development. 

 

3.4 Development of Empirical Model 

Previous studies found that both political and macroeconomic factors are important in 

the development of financial markets (both equity and debt). According to Garcia and 

Liu (1999), Yartey (2008), and Adelegan and Radzewicz-bak (2009), the 
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macroeconomic factors, such as GDP per capita, savings rate, macroeconomic 

stability, financial intermediary development, and market liquidity, are important 

determinants of financial markets development. Cherif and Gazdar (2010) stated that 

institutional factors, such as political risk may influence the efficient functioning of 

financial markets. In addition, the political factors are directly reflected in the 

macroeconomic factors. La Porta et al., (1997), and Perotti and Van Oijen (2001) also 

found that the political risk is an important determinant of the financial market 

development.  

 

Smaoui and Khawaja‘s (2016) results suggested that no single class of variables is 

fully responsible for the development of sukuk markets. Rather, the evidence shows 

that a confluence of many factors determines the level of development of sukuk 

markets. According to Garcia & Liu (1999), the political risk is directly reflected in 

the macroeconomic and financial factors. Similarly, the financial variables might be 

also related with the macroeconomic variables and vice versa. Therefore, this study 

constructed a model that incorporates related macroeconomic, financial, and political 

variables that are capable of influencing the development of sukuk market. Hence, the 

main determinants of sukuk market development can be summarized in the following 

equation: 

SMD= f (M, F, P) 

Where: 

SMD = Sukuk market development 

M = a set of Macroeconomic variables 

F = a set of Financial indicators variables. 

P = Political risk variable 
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To focus on the empirical effect of macroeconomic, political, and financial variables 

on sukuk market development, this study used annual data over the period from 2001 

to 2016 utilizing panel data procedures through STATA program. However, factors 

that affect sukuk market development were summarized into three main categories, as 

shown in the conceptual framework: macroeconomic variables including stage of 

economic development, saving rate, exchange rate, inflation, oil price, and trade 

openness, financial variables including banking system size, stock market 

capitalization, and finally political risk. Therefore, the general model for empirical 

estimation is developed as follow: 

 

                                                                

                               

Where: 

SMD = Sukuk Market Development in the country i at year t 

GDPpc = GDP per capita (stage of economic development) 

SR = saving rate 

EXR = exchange rate 

INF = inflation rate 

OP = oil price 

TO = trade openness 

BSS = banking system size 

SMC = stock market capitalization 

PR = political risk 

ε = error term. 
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3.5 Sample Selection  

To achieve the objectives of the current study, a quantitative research method was 

employed. The study utilized panel data procedures on yearly observations to 

investigate the main determinants of sukuk market developments in GCC region. The 

estimation sample originally comprises 6 countries, namely Saudi Arabia, Bahrain, 

Oman, United Arab Emirates (UAE), Qatar, and Kuwait. Therefore, the population of 

the study is GCC‘s sukuk issued, and the data used are collected from the Bloomberg 

Database. The study period covers 16 years (from 2001 to 2016). This study includes 

2001 because it was the first stage of the beginning of sukuk issuances in GCC region. 

The duration of the study is limited to a 16 year period. Finally, to get an appropriate 

homogeneity of the data, this study excluded Oman from the analysis because the 

capital market authority of Oman started the process of sukuk issuance in October, 

2012. Therefore, the final study sample is GCC countries (excluding Oman) over the 

period from 2001 to 2016.  

 

3.6 Data Sources 

The data were collected for two kinds of variable, namely dependent and independent 

variables. The dependent variable includes sukuk market development (SMD), which 

is measured by the total sukuk issued as the percentage of gross domestic product 

(GDP). The independent variables included the stage of economic development, 

saving rate, exchange rate, inflation rate, oil price, trade openness, banking system 

size, stock market capitalization, and the political risk. The data for sukuk market 

development were collected from Bloomberg Database. In instances where any of the 

sukuk data were missing from this source, Thomson Reuters and IIFM‘s reports of 
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sukuk market were referred to. However, Table 3.1 provides a summary of the 

variables sources. 

 

Table 3.1 
Summary of the Variables Sources 
Variables  Source 
Sukuk market development Bloomberg Terminal 
Stage of economic development (GDPpc) World Bank 
Saving rate World Bank 
Exchange rate World Bank 
Inflation rate World Bank 
Oil price International financial Statistics (IFS) 
Trade openness World Bank 
Political risk International Country Risk Guide (ICRG) 

Political Risk Services (PRS) website 
Banking system size World Bank 
Stock market capitalization World Bank 
 

As shown in Table 3.1, concerning the independent variables, data were collected 

from various sources. Macroeconomic variables such as GDP per capita (stage of 

economic development), saving rate, inflation rate, exchange rate, and trade openness 

were obtained from the World Bank. The banking system size and stock market 

capitalization proxies such as domestic credit provided by the banking sector to the 

private sector, and the size of stock market were obtained also from the World Bank. 

In addition, Brent oil prices were collected from the International Financial Statistics 

(IFS) database. Furthermore, the International Country Risk Guide (ICRG) database 

has the Political Risk Index, which in turn, consists of 12 components measuring 

various dimensions of political and business environment in the related countries. 

Thus, the political risk data were obtained from the International Country Risk Guide 

compiled by the Political Risk Services (PRS). The data were in an annual frequency 

and covered the period from 2001 to 2016 for GCC countries.  
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3.7 Variables Definitions and Measurements 

The framework of this study summarizes both dependent and independent variables. 

In the following two subsections, the definition and measurement of variables is 

discussed. Section 3.7.1 describes the measurement of the dependent variable and 

Section 3.7.2 discusses the measurement of the independent variables. 

 

3.7.1 Dependent Variable Measurement 

Sukuk market development (SMD) is a dependent variable in this study. The concept 

of financial market development (both equity and debt) has many dimensions. As 

evident in the related literature, there are three eminent indicators of development of 

capital market, namely market capitalization, trade ratio, and turnover ratio. The first 

indicator is usually used to measure the size of the stock market, whereas the last two 

indicators are commonly used to measure the liquidity of the stock market (Levine & 

Zervos, 1998; Victor, 2006). However, extant empirical underpinnings support the use 

of market capitalization as a proxy for the development of the bond market8. The 

notion backing this measure is that the complete market size is positively correlated 

with the ability to mobilize the capital and diversify the risk in the economy (Yartey, 

2008). For the above reason, the choice of the measurement of bond market 

development is based on the models for estimation and the data availability. 

Regarding sukuk market, the present study uses the total value of Sukuk issuances as 

a percentage of GDP as a proxy for sukuk market development following the previous 

studies (Smaoui & Khawaja, 2016; Said & Grassa, 2013) (see Table 3.2).  

 
 
 

                                                           
8
 See Adelegan & Radzewicz-bak, (2009); Garcia & Liu, (1999b); Ahmad et al., (2012); Arestis et al. 

(2001); Caporale et al. (2004, 2005); and Adjasi and Biekpe (2006). 
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Table 3.2 
Summary of the Dependent Variable Measurement 
Variables Acronym Measurement Used by 

Sukuk Market 
Development 

SMD Total sukuk 
issuances as 
percentage of gross 
domestic product 
(GDP). 

( Smaoui et al., 
2017; Said, A., & 
Grassa, 2013; 
Smaoui & 
Khawaja, 2016) 

 

3.7.2 Independent Variables Measurements 

For a better understanding of what determines the sukuk market development in GCC 

region, this study explored the most important macroeconomic and institutional 

determinants. Sukuk and conventional bonds are alike in their purpose. That is long-

term financing. As noted by Ahmad and Radzi (2011) and Saad, Haniff and Ali 

(2016), in some respects, the sukuk are similar to the conventional bonds as they are a 

security instrument that offers an expected return‘s level. Therefore, all the variables 

are listed below and have shown evidence of having an impact on bond market 

development based on a number of different research publications. As for the 

independent variables, they include the stage of economic development, saving rate, 

exchange rate, inflation, oil price, trade openness, banking system size, stock market 

capitalization, and the political risk. The measurements of the independent variables 

used by previous studies are summarized in Table 3.3. 

 

(a) Stage of Economic Development 

GDP per capita is an anecdotal guide of the average income per person in the country 

in line with the standards of living. Therefore, higher GDP enables more consumption 

of goods and services and creates more employment opportunities. The 

developmental stage of economy in the country is measured by GDP per capita as 
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purchasing power parity (Bhattacharyay, 2013; Adelegan & Radzewicz-bak, 2009; 

Smaoui & Khawaja, 2016; Said & Grassa, 2013; Yarty, 2008). This variable is used 

as a measure of the economic development level. Likewise, La Porta et al. (1997) 

highlighted that GDP per capita is a crucial variable in elucidating the implementation 

of legal rights and the accounting standard‘s quality which have been identified as 

essential factors that determine the development of financial markets. GDP per capita 

has been noted in extant empirical underpinning to be positive and significant in 

impacting the bond market development. This assertion is further supported by the 

fact that a better economic development is related with better institutions and business 

environment.  

 

(b) Savings Rate 

Domestic savings equal the sum of household and firms savings. This is measured as 

the ratio of gross domestic saving as a percentage of GDP (Aduda et al., 2012; Cherif 

& Gazdar, 2010; Garcia & Liu, 1999a; Levine & Zervos, 1998; Yartey, 2010). 

Mathematically, Gross Domestic Saving is (GDP - final consumption expenditure), 

which denotes a percentage of GDP. Gross Domestic Saving consists of savings of 

household sector, a private corporate sector and a public sector. Gross capital 

formation is a function gross domestic savings. The higher rates of savings usually 

mean more funds that are available for investment in the sukuk markets. 

 

(c) Exchange Rate 

The price offered for currency of a country in comparison with another country‘s 

currency is known as the exchange rate. A real exchange rate is mostly used as a 

parameter in comparing the evolution of purchasing power across currencies. The 

exchange rate is measured in a nominal exchange rate (units of local currency per US 
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dollar) (Ahmad & Radzi, 2011; Dylan McGee, 2007; Ebner, 2009). There are two 

types of exchange rates, fixed or floating. Fixed exchange rates are determined by the 

country‘s central banks, whereas floating exchange rates are based on the market 

demand and supply mechanism. According to Abdul Rauf and Ibrahim (2014), sukuk 

trading has been listed in US dollar rate, and hence the change in the US dollar rate 

creates a change in sukuk returns. Therefore, the changes in US dollar exchange will 

alter the size of sukuk issuances. 

 

(d) Inflation Rate 

Inflation index provides a measure of the average changes in the prices level of a 

market basket of consumer‘s goods and services (that may be fixed or changed at 

specified intervals) purchased by households in all related countries. Prior studies 

(Ahmad et al., 2012; Ebner, 2009; Fama & French, 1989; Garcia & Liu, 1999; Gjerde 

& Sættem, 1999) made use of the consumer‘s price index (CPI) in the measurement 

of the inflation rate and the present study did the same. The annual percentage change 

in the CPI is one of the most frequently used statistics for measuring inflation. 

According to Abdul Rauf and Ibrahim (2014), changes in the price (inflation volatility 

of price) have an effect on the purchasing power of all income households. Changes 

in the price also affect the determination of returns of sukuk investors and the size of 

sukuk issuances. 

 

(e) Oil Price 

Most modern economies depend mainly on oil for their survival. Hence, oil is the 

most vibrant resource that has been (and is still) comprehensively used around the 

world. As evident in the past literature, there are two eminent benchmarks to measure 

crude oil prices. The Brent Blend and the West Texas Intermediate (WTI) are 
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generally the use crude oils whose spot prices are measured. The Brent Blend is a 

blend of crude oil that is based on extraction from 15 distinct oil fields in North Sea. It 

is an outstanding resource for producing gasoline, whereas WTI is a high-quality 

crude oil as it contains very low sulfur content and has a light weight. Consequently, 

some studies for example Basher and Sadorsky (2006), and Awartani and Maghyereh 

(2013), used the WTI crude oil because this measure is the foremost yardstick used 

for pricing oil imports into the U.S. On the contrary, almost all oil traded outside 

America and the Far East is priced using Brent as a standard. According to Ali Mofleh 

(2011), the Brent oil price was preferred over other oil benchmarks, i.e., West Texas 

Intermediate (WTI) oil prices, mainly because it is used to price two thirds of the 

crude oil intercontinentally traded. However, the present study adopted the direction 

taken by previous studies (Ali Mofleh, 2011; Fang, 2010) and utilized the Brent oil 

price to measure the crude oil price. The rationale for including the oil price as a 

factor influencing sukuk issuances in the GCC region is due to the vital role that oil 

revenues play in all major economic activities in GCC countries, including sukuk 

market. The changes in oil price will influence the level of government budget 

revenues and sukuk market. 

 

(f) Trade Openness 

In opposition to the concept of autarky, most economies are open. Openness differs 

across countries. Trade openness is a depiction of the level at which countries or 

economies are open to trading with other countries or economies (Zhang et al., 2015). 

According to Zhang et al. (2015), Rudra P. Pradhan, Arvin, Hall, & Bahmani (2014), 

and Ngare, Nyamongo, and Misati (2014), trade openness denotes the degree to which 

countries allow trade or trade with other countries. Trade openness is measured by the 
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ratio of the total imports plus exports as a proportion of GDP (Chinn & Ito, 2006; 

Grassa & Gazdar, 2014). Hence, trade openness depicts a measure of the degree of 

openness of the economy to trade. Trade openness may impact the demand for 

external finance. Foreign markets‘ influence results in opportunities and competition 

to domestic markets and changes in this factor will influence sukuk market 

development. 

 

(g) Banking System Size 

Banking sector is a significant participant in the development process of economy 

(Aduda et al., 2012). The banking system represents the largest part of the financial 

system in most countries, especially in developing and frontier market economies. In 

line with studies by Adelegan and Radzewicz-bak (2009), Cherif and Gazdar (2010), 

Levine and Zervos (1998), Ng et al. (2014), Rudra P. Pradhan et al. (2014), Rajan and 

Zingales (2003), Said and Grassa (2013), Vithessonthi and Tongurai (2015), Yartey 

(2008), the present study incorporated the total domestic credit made available by the 

banking sector relative to GDP as a measure of the banking system size. This ratio 

measures the role of the financial institutions as a financial intermediary in offering 

long-term funding to the private sector and also used as an indicator of the financial 

intermediary development. According to Yartey (2008), the private credit shows the 

amount of external resources channeled via the banking sector to private firms. This 

measure isolates credit issued to the private sector in opposition to the credit issued to 

public institutions. Consequently, banks might compete with sukuk markets to 

provide finance, and well-established banking systems can take out sukuk markets‘ 

share. 
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(h) Stock Market Capitalization 

One undeniable reality regarding stock and sukuk is their presence in the same 

markets even with distinct regulations concerning Shariah compliance. However, 

sukuk market might be a substitute or a complement of the stock market. Stock 

market capitalization is measured by the total value of all listed shares in a stock 

market as a percentage of GDP. The size of stock market in previous studies (Smaoui 

et al., 2017; Cherif & Gazdar, 2010; Colombage, 2009; La Porta et al., 1997; R. P. 

Pradhan et al., 2015; Roe & Siegel, 2011) is used to measure the stock market 

development. However, changes in the stock market size influence the sukuk market. 

According to Smaoui et al., (2017), this variable should be considered when 

determining if the sukuk market is capable of being an alternative of the stock or the 

complementary market. 

 

(i) Political Risk 

Generally, the political risk has many dimensions. Suleman (2013) argued that there 

are three philosophies related to the political risk. The first philosophy associates the 

political stability with the level of democracy prevalent in the political system of a 

country. It is widely accepted that countries with non-democratic systems are more 

prone to political instability. The second philosophy considers the patterns in change 

in governments and the way these changes are brought about in countries. The third 

notion accounts for the extent to which civil and social unrest take place within a 

country. Consequently, the political risk comprises an external conflict risk, 

corruption, political sabotage, risk of civil war and related conflicts and bureaucratic 

bottlenecks (El-Wassal, 2005). The present study adopted the direction utilized by 

previous studies (Al-Jaifi, 2016; Cherif & Gazdar, 2010; El-Wassal, 2005; Erb, 

Harvey, & Viskanta, 1996; Gelos, Sahay, & Sandleris, 2004; Yartey, 2010) and 
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employed the political risk index of ICRG, which is a composite index provided by 

the International Country Risk Guide (ICRG) as a measure of the political risk.  

 

The ICRG agency provides rating which reflects the risk inherent in a country and a 

reliable method of risk assessment. For instance, Howell & Chaddick (1994) found 

that PRS indices are more reliable and are able to predict the risk better in comparison 

with other major political rick information providers. In addition, Yartey (2010) 

argues that the ICRG indicators are advantageous because they have been lengthily 

used in the literature and has divergent classes of political risk which permits scholars 

to be rationally specific in what they are measuring. The followings are the 12 

components of the ICRG political risk index: investment profile, government stability, 

external conflict, socioeconomic conditions, internal conflict, corruption, military in 

politics, and religious tension. Others are bureaucracy quality, democratic 

accountability, law and order, and ethnic tensions. This index ranges from zero to 100 

points. The maximum number rating of 100 indicates to the lowermost risk and score 

of zero is the highest risk (higher score, lowest risk). Change in this index will have 

an influence on sukuk market. 

 

Table 3.3 
Summary of Independent Variables Measurements 
Variables Acronym Measurement Used by 
Stage of economic 
development 

GDPpc Natural logarithm of 
Real gross domestic 
product (GDP) per 
capita, PPP. 

(Said, A., & Grassa, 
2013) (C. A. Yartey, 
2008) (Adelegan & 
Radzewicz-bak, 
2009) (N. Ahmad et 
al., 2012) (Smaoui 
& Khawaja, 2016) 

(Bhattacharyay, 
2013) 
 

Saving rate SR The ratio of gross (Cherif & Gazdar, 
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Variables Acronym Measurement Used by 
domestic saving as a 
percentage of GDP. 

2010) (Levine & 
Zervos, 1998) 
(Aduda et al., 2012) 
(C. A. Yartey, 2008) 

Exchange rate EXR Nominal exchange 
rate (units of local 
currency per US 
dollar). 

(Ebner, 2009) 
(Dylan McGee, 
2007) (W. Ahmad 
& Radzi, 2011) 

Inflation  INF Consumer price 
index (CPI). This 
variable serves as a 
proxy for inflation. 
 

(Gjerde & Sættem, 
1999) (Fama & 
French, 1989) 
(Naifar & Mseddi, 
2013) (Abdul Rauf 
& Ibrahim, 2014) 
(Saad et al., 2016) 

Oil price OP Brent oil price is a 
price of the crude 
oil. 

( Fang (2010);  (Ali 
Mofleh, 2011) 
 

Trade openness TO The ratio of the total 
trade (imports plus 
exports) as a 
proportion of GDP. 

(Rudra P. Pradhan 
et al., 2014) (Zhang 
et al., 2015) (Chinn 
& Ito, 2006) (Law 
& Habibullah, 
2009) (Grassa & 
Gazdar, 2014) 

Political risk PR The ICRG political 
risk index. A 
composite index of 
12 indicators 
provided by the 
International 
Country Risk Guide 
(ICRG). 
 

(El-Wassal, 2005) 
(Erb et al., 1996) 
(Ng et al., 2014) 
(Cherif & Gazdar, 
2010) (Al-Jaifi, 
2016) 

Banking system 
size 

BSS The total value of 
domestic credit 
provided by the 
banking sector to the 
private sector 
relative to GDP. 

(Bhattacharyay, 
2013) (Adelegan & 
Radzewicz-bak, 
2009) (Said, A., & 
Grassa, 2013) 
(Smaoui & 
Khawaja, 2016) 
 

Stock market 
Capitalization 

SMC Total value of all 
listed shares in a 
stock market as a 
percentage of GDP. 

(Kayo & Kimura, 
2011) (Smaoui et 
al., 2017) (Cherif & 
Gazdar, 2010) 
(Yartey, 2008,2010) 
 

Table 3.3 (Continued) 
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3.8 Data Analysis Techniques 

This study used panel data analysis to analyze the impact of the independent variables 

on sukuk market development SMD. The panel data analysis has been widely used by 

previous studies. Panel data, also known as cross-sectional time series data or 

longitudinal data, typically refers to a number of individuals observed over a period of 

time. Therefore, panel data observations usually include a minimum of two aspects: a 

time series dimension represented by t; and a cross-sectional dimension represented 

by i (Hsiao, 2003). Therefore, this study studied 5 countries over a period of 16 years. 

Many econometric and statistical methods were utilized to reach an accurate 

conclusion about the determinants of GCC sukuk market development (SMD). First, 

the data in this study were analyzed using a descriptive analysis by means of 

statistical tools of minimum, maximum, mean, standard deviation. Then, the data 

were screened for normality, multicollinearity, heteroskedasticity, and autocorrelation 

tests.  

 

3.8.1 Descriptive Analysis 

This study stimulated the econometrics approach supported by a descriptive analysis 

to determine the dimension of key variables used in the regression analysis. Thus, 

frequency and percentage were used to describe the research data (Sekaran, 2000). 

The central tendency measurement was conducted using the statistical tools of 

minimum, maximum, mean, median, standard deviation. These descriptive statistics 

provide a historical base for the behavior of the related data. 
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3.8.2 Correlations Analysis 

Correlation was carried out to measure the link between two mathematical variables 

or measure the data values. More specifically, Pearson‘s correlation coefficient was 

used to establish and/or test the association between the variables in the proposed 

study (Zou, Tuncali, & Silverman, 2003). Pearson‘s correlation is useful in testing and 

determining if a relationship does exist between the dependent and independent 

variables. Also, the strength and direction of the relationships are assessed by means 

of the Pearson correlation. When the correlation is higher than 0.80 in the correlation 

matrix created by the independent variables, a necessity arises to examine the 

variance inflation factor (VIF). If the tolerance value is less than 0.1 or a VIF value of 

more than 10 indicates multicollinearity, it could result in a problem that increases the 

slandered error estimates, thus leading to misleading the results (Hair et al., 2006; 

Cohen & Cohen, 1983). 

 

3.8.3 Panel Data Approach 

The simple ordinary least squares (OLS) regression treats each examined observation 

as homogeneous and does not take into consideration the heterogeneity unlike the 

panel data regression, where each observation is considered as heterogeneous. Using 

simple OLS regression for panel data can lead to different results with a misleading 

inference (Jager, 2008). Therefore, it is effective to apply panel data regression 

techniques for longitudinal data. 

 

Traditionally, panel data analyses are substantially based on the pooled OLS, random 

effect or the fixed effect methods. Baddeley and Barrowclough (2009) and 

Wooldridge (2010) explained the importance of taking into consideration the 



132 
 

individual unique factors of panel data observations which remain constant over time 

and cannot be assumed as independently distributed across time. Therefore, pooled 

OLS estimation may lead to an incorrect inference and cannot be always applied to 

panel data. Country-specific factors are not considered in pooled OLS when applied 

to panel data which result in an autocorrelation as there is no isolation of the years in 

the same country. It could also result in omitted variables bias and heterogeneity bias 

because observations could have similar characteristics that are not considered 

(Baddeley & Barrowclough, 2009). A fixed-effects model or random-effects model is 

used to control the heterogeneity effect in panel data regression. The key difference 

among the two approaches is whether the unobserved effects (the error term) are 

associated with the studied independent variables (Wooldridge, 2010).  

 

3.8.3.1 Fixed-Effects Model 

Individual characteristics might be connected to each entity. These characteristics are 

constant across time and have the possibilities to impact the dependent variables. 

Fixed-effects actually examine the relationships between variables within an 

individual, whether it is a firm or a country, etc. This implies that the fixed-effect 

model takes into consideration the differences between the individual and itself within 

the period, and this could control any unobserved unique characteristics or the time-

invariant factors which may bias the results. 

 

The error term in a fixed-effects method is correlated with the independent variables. 

Therefore, a fixed-effects method is believed to eliminate the impact of unobserved 

time-invariant characteristics of independent variables and make the estimation 

assessable. One of the assumptions of the FE is that there is a correlation between the 
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entity‗s error and the predictor variables. Put differently, the FE assumes that 

something within the entity might affect or bias the predictor/outcome variables, 

which needs to be controlled. Thus, the FE eliminates the influence of the time-

variant characteristics from the predictor variables, making it possible for one to 

evaluate the net impact of the predictors. 

 

Another assumption of the FE is that time-invariant characteristics (such as culture, 

religion, gender, etc.) are peculiar to a particular entity and therefore should not be 

correlated with other entity‗s or entities‘ characteristics. Since each/individual entity 

differs from others, its error term and constant (which captures individual 

characteristics) should not be correlated with others. However, if the error terms are 

correlated the FE is not appropriate, and any conclusion or inference drawn from it 

will be misleading. A suitable model to use in this case would be the random effects 

model. The FE model is specified as: 

                                  

Where: 

    is the dependent variable for country i at time t; 

    is the explanatory variable for country i at time t; 

i refers to a given country and t a given year; 

   is the coefficient for that explanatory variable; 

   refers to all unobserved, time-constant factors in country i that affect    . 

    is the error term and refers to unobserved factors that change over time and affect 

   . 
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Moreover, since the FE controls for all time-invariant differences between the entities, 

the estimated coefficients of the FE models will be unbiased. However, given that FE 

is developed to study the causes of variations within an entity, it is therefore not 

suitable to examine time-invariant causes of the dependent variables. In the same 

manner, a time-invariant characteristic does not lead to such a change because it is 

constant for each entity. 

 

3.8.3.2 Random-Effects Model 

The model of random effects (RE) is employed if the differences across the entities 

(country, firm, industry, person, etc.) have some effects on the dependent variable. 

The RE assumes that variation across entities is random and uncorrelated with the 

predictor variables. In other words, the entity‗s error term is assumed to be 

uncorrelated with the predictor variables, and permits the inclusion of time-invariant 

variables such as race, culture, etc., in the model like any other independent variables. 

But these variables are absorbed by the constant term in the FE model. The main 

advantage of the random-effects estimate is its ability to examine time-constant 

independent variables which are dropped in the fixed-effects estimate. This is based 

on the assumption that the unobserved effect is not associated with the independent 

variables regardless of the variation over time (Schmidheiny, 2013). Therefore, the 

random-effects method might be preferable if the main concern of the research is 

time-constant variables. The RE model is specified as: 

 

                                      

Where     is between-entity error and     the within-entity error. 
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During the estimation analysis, a number of tests that included the Breusch-Pagan 

Lagrangian Multiplier (LM) test and Hausman test are conducted. First, to compare 

the pooled OLS estimate and random effect estimate, the Lagrangian Multiplier test is 

performed. With a large chi-square test, indicative of a low p-value, the null 

hypothesis is rejected and concludes that the pooled OLS estimate is appropriate. 

However, this test enables to determine if the pooled OLS estimation is appropriate or 

not and whether one should use the FE/RE estimation. Similarly, the Hausman test is 

the generally accepted way to determine whether fixed or random effects method is 

appropriate for the examined data. Statistically, fixed effects model always provides 

consistent results which many researchers consider as the reasonable model to run 

with panel data, but it might not be the most efficient. However, random effects 

model provides better p-values and can be a more efficient estimator which makes it 

more appropriate only if it is statistically justifiable. However, if the p-value is 

significant (i.e., less than 0.05), fixed-effects should be applied and using random-

effects would be biased. On the contrary, if the p-value is insignificant, random-

effects can be safely used (Wooldridge, 2010). 

 

3.8.3.3 Generalized Least Square (GLS) Model 

The generalized least squares (GLS) estimator of the coefficients of a linear 

regression is a generalization of the ordinary least squares (OLS) estimator, which 

relaxes the assumption that the errors are homoskedastic and uncorrelated. However, 

GLS is similar to the random-effects model, considering the heteroskedasticity and 

problems associated with autocorrelation. According to Gujarati (2009), if T is large 

and N is small, there is likely to be little difference in the values of the parameters 

estimated by FE and RE, and then the choice may favor FE. In contrast, this study 
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involves a small sample and tries to examine cross-country relationship. Therefore, 

this study employs the GLS estimation as the main approach because the data of this 

study are long panel data (N<T), which the panel‘s cross-sectional dimension N is 

smaller than its time dimension T. In this case, the GLS estimator is a more 

appropriate method with long panel data (Hoechle, 2007; Baltagi, 2008). Furthermore, 

GLS regression as suggested by Wooldridge (2010) as it provides reliable estimates in 

the presence of heteroscedasticity and autocorrelation problem. 

 

3.8.3.4 Panel Unit Root and Cointegration Tests 

Besides to the panel data method enumerated above, the panel cointegration and 

stationarity properties of the variables under study are examined in order to determine 

possible panel long run relationships. In this study, two types of panel unit root tests 

are adopted, which include Levin, Lin, and Chu, (2002) and Im, Pesaran and Shin 

(2003) unit root test to analyze the stationary properties of the related variables. The 

attractiveness of these tests is that they tend to improve on each other. The Levin et al. 

(2002) test is simply the augmented Dickey Fuller tests for unit roots, with the 

assumption that there is a common unit root process across cross-sections. 

Furthermore, the IPS test considers the unobserved heterogeneity among the cross 

sections and also eliminates the issues of serial correlation. The IPS unit root test has 

the best properties to judge the problem of a unit root in the small sample. Therefore, 

the null hypothesis in the case of the LLC and IPS tests is that cross section have unit 

root. In other words, the desirable results for unit root test include that the variables 

should be non-stationary at the level and become stationary at the first difference. 
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Next step is cointegeration test, which gives the opportunity of identifying possible 

long run relationships. This study uses two types of cointegration tests, which are Kao 

(1999) and Pedroni (1999) to analyze the long run relationship among independents 

variables and sukuk market development in GCC countries. These tests are 

generalizations of Engle and Granger (1987) residual approach. The Pedroni 

cointegration is based on seven statistical values. The Pedroni cointegration is useful 

to control the biasness of country size and also solve the issues of heterogeneity. 

Similarity, the Kao cointegration method follows the same basic approached as used 

in the Pedroni cointegration, but also control the issues of cross-section specific 

intercepts and homogenous coefficients. 

 

In view of the small sample size and the order integrated properties of the study data, 

this study employs the Fully Modified OLS (FMOLS) model of Phillips and Hansen 

(1990) to investigate the macroeconomic, financial, and political determinants of 

sukuk market development for each country (individually). FMOLS provides 

estimation for the long-run parameters from static level regressions (as variables are 

first order integrated). This estimator is super-consistent and it is shown to perform 

well in small samples. 

 

3.9 Chapter Summary 

This chapter discussed the details of the research framework, the hypotheses 

development and the research design of the proposed study. Accordingly, nine 

hypotheses were proposed to be tested. Further, this chapter discussed the technique 

of the research method and the design that were used to test the hypotheses. An 

extensive literature review based on econometric studies and surveys has been 
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conducted to identify the factors of sukuk market development (SMD). In this study, 

secondary sources of data were used to examine whether the macroeconomic, political 

risk and financial factors influence the SMD in GCC countries. As well, the panel 

data model was used as the main econometric method with both time series and cross 

section data. This study used several different sources to find data, but the source that 

covers the most is the World Bank.  
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CHAPTER FOUR 

DATA ANALYSIS AND FINDINGS 

 

4.1 Introduction 

This chapter reports and discusses the results of empirical estimations and further 

discusses these results in the theoretical and conceptual context. The organization of 

Chapter Four is as follows: Section 4.2 contains the discussion concerning the 

descriptive statistics of the dependent and independent variables in the regression 

tests. After that, the diagnostic tests of the results are presented in Section 4.3 and 4.4. 

Then, Section 4.5 reports the panel data analysis procedures and multivariate analysis 

of the direct relationships. The panel unit root and cointegration tests are also 

reported. In addition, the study investigates the determinants of sukuk market 

development for each country using FMOLS model in Section 4.6. Finally, the 

chapter ends with a summary of the chapter in Section 4.9.  

 

4.2 Descriptive Statistics 

4.2.1 Descriptive Statistics of the Dependent Variable 

Table 4.1 presents the descriptive statistics of sukuk market development (SMD) 

across GCC countries, namely Saudi Arabia, United Arab Emirates, Bahrain, Qatar, 

and Kuwait covering the period from 2001 to 2016. The descriptive statistics for the 

dependent variable based on the minimum, maximum, average (mean) and standard 

deviation are presented in Table 4.1. 

 

Table 4.1 shows that Kuwait has the lowest level of sukuk market development, 

which is about less than 1% with a standard deviation of 0.0008 and varies as low as 0 
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(no sukuk issuance) to a maximum of 0.3%, whereas Bahrain has the highest level of 

sukuk market development, which is about 5.8% with a standard deviation of 0.031 

and ranges from a minimum of 1.11% to a maximum of 12.7% of GDP. Also, the 

percentage of sukuk market volume relative to GDP for United Arab Emirates and 

Saudi Arabia seems to be within the same level which is less than 1% (0.46% and 

0.45%, respectively). The level of sukuk market development in Qatar reported in this 

study is 1.1% and ranges from a minimum of 0 to a maximum of 5.4% of GDP. As 

can be seen in Table 4.1, the total average of GCC‘s sukuk market development is 

very small relative to GDP, which is 1.56% with a maximum value of 12.7% in 

Bahrain. This result is consistent with Grassa and Gazdar (2014), who found that the 

sukuk market is new and generally a small share of capital market in the GCC 

countries. Thus, GCC‘s sukuk market does not reach a threshold level that will enable 

them to contribute to the economic growth. 

 

Table 4.1 
Descriptive Statistics of Sukuk Market Development (SMD)  
Country N Min. Max. Mean Standard 

Deviation 
Saudi Arabia 16 0 .0134674 .0044683 .0044594 

United Arab Emirates 16 0 .0325055 .0045469 .0078404 

Bahrain 16 0.01114 .1273797 .0577401 .0307154 

Qatar 16 0 .0540139 .0108468 .0147143 

Kuwait 16 0 .0029239 .0003852 .0007829 

All Countries 80 0 .1273797 .0155975 .0263962 

 

Besides, Figure 4.1 shows a brief analysis of the trend in the GCC's sukuk market and 

how the sukuk have grown over the period under study. The development of sukuk 
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market in GCC countries has undergone three distinct stages. The first stage was from 

2001 to 2007 which coincided with the oil boom and rapid development of the global 

market; around 21% of the total sukuk issuances so far was within this period, and 

only 12% of the total sukuk issuances so far was in the second stage extending from 

2008 to 2010 which was low as a result of the global financial crisis. The third stage 

started from 2011 to 2017. Year 2011 witnessed a huge jump, but the trend does not 

appear to have sustained. In recent years, there has been deterioration in the 

percentage of GCC‘s total sukuk issuance. Clearly, the sukuk issuances in the GCC 

continued to fall since 2013, whereas the volume of bond financing increased. This 

decline in sukuk issuance continued until the fourth quarter of 2016, where it was 

noted in this period a slight rise in sukuk issuances. 

 

 
 Figure 4.1 
Total GCC’s Sukuk Issuances Trend (2001-2016), In USD Million 
 

4.2.2 Descriptive Statistics of the Independent Variables 

The GCC countries are classified as high income countries, whereas Qatar often ranks 

as one of the richest countries in the world per capita. Table 4.2 shows that Qatar is 
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the first richest country in GCC region, with an average of GDP per capita 

65643.76USD for each of its 2.3 million residents, whereby the minimum value is 

28666.61USD and the maximum is 101933.1USD per capita. Qatar is followed by the 

United Arab Emirates (UAE) and Kuwait with an average of GDP per capita reaching 

38617.27 and 31048.19USD for each of its 6 million and 2.8 million residents, 

respectively. Also, Table 4.2 shows that Saudi Arabia, the largest of the GCC 

countries (28.5 million population), has the lowest average of income per capita, 

which is about 17523.01USD and the maximum value is  25208.16USD per capita. 

Bahrain has 1.2 million people who enjoy an average of 20595.78USD of GDP per 

capita, with a maximum value reaching 26327.58 per capita.  

 

Table 4.2 
Descriptive Statistics of GDP per Capita (Thousand USD)  
Country N Min. Max. Mean Standard 

Deviation 
Saudi Arabia 16 8778.391 25208.16 17523.01 5761.683 

United Arab Emirates 16 30920.45 44313.59 38617.27 4504.413 

Bahrain 16 13501.53 26327.58 20595.78 4421.612 

Qatar 16 28666.61 101933.1 65643.76 23762.49 

Kuwait 16 15108.11 45993.65 31048.19 10153.98 

All Countries 80 8778.391 101933.1 34685.6 20986.66 

 

Table 4.3 presents the descriptive statistics of savings rate for GCC countries. Vast 

differences among countries in the ratio of domestic savings to national income exist. 

The GCC are relatively low populated countries, rich of natural resources, and high of 

financial surplus; all these things reflecting positively on domestic savings. In GCC 

countries over the period from 2001 to 2016, shown in Table 4.3, whereby Qatar is 
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the first country in terms of savings ratio with an average reaching 54.9% of gross 

domestic product, followed by Kuwait with an average of 47.4%. This is due to the 

government‘s fiscal stance and income, which in turn, influences the domestic saving 

ratio. Bahrain has the lowest average of domestic savings rate, which is 29.6% of 

GDP. In Saudi Arabia and UAE, the Gross domestic savings were dropped in recent 

years due to the government‘s budget and the Arab spring events, where the average 

of domestic savings is 29.7% and 32.5% of GDP, respectively. 

 

Table 4.3 
Descriptive Statistics of Savings Rate 
Country N Min. Max. Mean Standard 

Deviation 
Saudi Arabia 16 24.703 52.752 39.68 10.03838 

United Arab Emirates 16 25.863 41.803 32.54456 4.457145 

Bahrain 16 16.12 42.173 29.56275 7.48067 

Qatar 16 43.99 64.189 54.86369 5.620942 

Kuwait 16 25.119 64.717 47.39037 12.36834 

All Countries 80 16.12 64.717 40.80827 12.53246 

 

In 2003, the GCC countries pegged their exchange rate against the dollar with the 

expectation of forming a common currency or a currency union like the European 

Union. Table 4.4 presents the descriptive statistics of exchange rate for GCC countries 

and indicates that the fluctuation of local currency against US dollar is small over the 

period. As shown in Table 4.4, Kuwait has the largest fluctuation of Kuwaiti Dinar 

against dollar with a standard deviation .0105768 and an average .290162. Saudi 

Riyal, Emirates Dirham, and Qatar Riyal are in the same level against dollar, whereby 

the average of exchange rate is 3.750255, 3.673, and 3.640905, respectively. 
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Table 4.4 
Descriptive Statistics of Exchange Rate  
Country N Min. Max. Mean Standard 

Deviation 
Saudi Arabia 16 3.747523 3.75119 3.750255 .0008329 

United Arab Emirates 16 3.672483 3.673318 3.673 .000172 

Bahrain 16 .376806 .377032 .3769832 .0000533 

Qatar 16 3.639938 3.641533 3.640905 .0004137 

Kuwait 16 .268914 .306618 .290162 .0105768 

All Countries 80 .268914 3.75119 2.346261 1.654346 

 

Table 4.5 below presents the descriptive statistics of the inflation rate for GCC 

countries and shows that Bahrain has the lowest average of inflation rate, which is 

about 1.96% with a standard deviation 1.43, and the maximum value of inflation is 

3.526003. On the other hand, Qatar has the highest average of inflation rate, which is 

about 4.23% with a standard deviation 5.59 and the maximum value of inflation is 

15.05015. United Arab Emirates has the second highest average of inflation rate 

following Qatar, which is about 4.12% with a maximum value of inflation 12.25. 

According to Ziaei (2013), inflation in the GCC countries has increased since 2002 

and has reduced the purchasing power of consumers, and this rise is due to the 

population increasing, which increased the demand for all products. Inflation 

dynamics in the GCC are mainly determined by the cycle of oil and the fluctuation in 

the prices in the global market, mainly through the credit and fiscal channels. In 

addition, higher oil prices increase the cost of everything purchased, especially food. 
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Table 4.5 
Descriptive Statistics of Inflation Rate by Countries 
Country   N Min.     Max.   Mean Standard 

Deviation 
Saudi Arabia 16 -1.112516 9.868752 2.998904 2.720992 

United Arab Emirates 16 .664279 12.25042 4.115519 3.735322 

Bahrain 16 -1.207572 3.526003 1.959906 1.428728 

Qatar 16 -4.863278 15.05015 4.231333 5.5887 

Kuwait 16 .8884501 10.58271 3.5599 2.355822 

All Countries 80 -4.863278 15.05015 3.373112 3.482458 

 

Besides, in Table 4.6 and Figure 4.2, an illustration of the trend and descriptive 

statistics of oil price is presented. The minimum price of oil is 17.64 USD for a barrel 

and the maximum price is 107.94 USD, with an average 60.96 USD for a barrel. 

Table 4.6 indicates that the fluctuation of oil price is 29.81 over the period. GCC 

region has one of the highest proven reserves of both oil and natural gas worldwide, 

with Saudi Arabia as having 16% of the world's proven oil reserves, followed by 

Kuwait that holds 6% and the United Arab Emirates has (5.8%). Qatar has 25 billion 

barrels of proven oil reserves and 13% of the world's natural gas reserves.  Hence, 

economies of the GCC countries depend on the extraction of petroleum product. For 

instance, 80% of Saudi Arabia export revenues and around 85% of its budget 

revenues are generated from the oil sector. Therefore, the Kingdom of Saudi Arabia is 

accelerating the process of diversification process.  

 

Table 4.6 
Descriptive Statistics of Brent Oil Price 

Country N Min. Max. Mean Standard 
Deviation 

World Oil Price 80 17.64 107.94 60.96 29.81259 
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As shown in Figure 4.2 below, from 2001 till mid2008, the price of oil increased 

significantly due to the rising oil demand in countries like China and India. In the 

middle of the financial crisis of 2007–2008, the price of oil underwent a significant 

decrease to 41 USD for a barrel. The price sharply rebounded after the crisis and rose 

to 75.49 USD for a barrel in 2009. During about four years, the price has largely 

increased to 107.94 USD in 2013. In the middle of 2014, the price started declining to 

60.39 USD due to a significant increase in oil production in USA, and the declining 

demand in the emerging countries. A remarkable decline was witnessed in the oil 

price reaching 34.7 USD in 2015 and 51.76 USD in 2016. 

 

 
Figure 4.2 
The Trend of Brent Oil Prices (2001-2016) 
 

Trade openness is a critical tool for the success of any modern economy. Table 4.7 

below shows that the total export and import as a percentage of GDP ranged between 

the maximum value 205.3 in United Arab Emirates, with highest average is 148.1 and 

the minimum value is 60.9 in Saudi Arabia, with the lowest average of 79.3 % of 
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GDP. Bahrain is the second highest country of trade openness following Emirates, 

whereby the average is 147.9 % of GDP, and the minimum value is 117.9, whereas 

the maximum value is 189.9. Table 4.7 also shows that the higher fluctuation of the 

trade openness percent is 38.25 and 22.53 in UAE and Bahrain, respectively. The 

degree of openness of Qatar and Kuwait to trade with other countries seems to be 

within the same range reaching 93% of GDP and the maximum value 105.7 and 101, 

whereas the minimum value is 80.1 and 81.2, respectively. 

 

Table 4.7 
Descriptive Statistics of Trade Openness by Countries 
Country N Min. Max. Mean Standard 

Deviation 
Saudi Arabia 16 60.856 96.103 79.29231 10.70932 

United Arab Emirates 16 89.865 205.261 148.0576 38.2477 

Bahrain 16 117.964 189.783 147.6733 22.52763 

Qatar 16 80.144 105.746 93.50687 6.535408 

Kuwait 16 81.225 101.011 93.01587 5.758697 

All Countries 80 60.856 205.261 112.3092 35.91925 

 

The GCC region has one of the world‘s largest Islamic banking markets. Table 4.8 

presents the descriptive statistics of the value of domestic credit provided by the 

banking sector to the private sector relative to GDP for GCC countries. Kuwait has 

the largest average of the amount of external resources channeled through the banking 

sector to private firms, which is 65.3% of GDP and the maximum value is 99.3%. On 

the other hand, Saudi Arabia has the lowest average of domestic credit to private 

sector by banks, which is 38.4, with the minimum value is 27.1 whereas the maximum 

value is 57.9. This result is higher compared to a study by Khediri, Charfeddine and 
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Youssef (2015), whereby Saudi Arabia had 39% Kuwait had 76.26% from 2003 to 

2010. The amount of financial institutions in facilitating long-term funding to the 

private sector in the United Arab Emirates and Bahrain seems to be within the same 

level, with an average of 58 % of GDP. Qatar has the medium level of domestic credit 

by banks to private firms, with average of 42.7% of GDP, whereas the minimum 

value is 28.7%. 

 

Table 4.8 
Descriptive Statistics of Banking System Size by Countries 
Country N Min. Max. Mean Standard 

Deviation 
Saudi Arabia 16 27.09 57.98 38.38437 8.922748 

United Arab Emirates 16 34.41 85.89 58.2325 17.54425 

Bahrain 16 41.82 73.72 58.3725 12.79282 

Qatar 16 28.65 79.32 42.67437 14.01443 

Kuwait 16 49.95 99.26 65.27813 15.25343 

All Countries 80 27.09 99.26 52.58837 17.10884 

 

Table 4.9 below presents the descriptive statistics of stock market capitalization as a 

proxy for stock market development across GCC countries. The size of GCC stock 

market varies widely from 38.32 to 92. Qatar has the highest level of stock market 

capitalization, which is about 92% and varies from 41.86 to a maximum of 156.25, 

whereas the United Arab Emirate has the lowest level of stock market capitalization, 

which is about 38.32% and ranges from a minimum of 20.38% to a maximum of 

61.14% of GDP. Based on Table 4.9, the second largest market is Kuwait which is 

87% of GDP and the maximum value is 136.96%. The level of the stock market 

capitalization for Bahrain and Saudi Arabia are 78.23% and 72.86% of GDP and the 
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maximum value is 112.48 and 144.11, whereas the minimum value is 54.44 and 

38.26, respectively. Table 4.9 indicates that the Qatar stock market is the biggest 

market, whereas the United Arab Emirates stock market is the smallest one to GDP 

between the GCC capital markets. Overall, the GCC capital markets are restricted by 

several regulatory and structural weaknesses, such as the relatively small numbers of 

listed firms, low sector, large institutional holdings and diversification. Recently, 

legal, regulatory, and supervisory changes have been directed to improve the market 

transparency and disclosure (Mohanty et al., 2011). 

 

Table 4.9 
Descriptive Statistics of Stock Market Capitalization by Countries 
Country N Min. Max. Mean Standard 

Deviation 
Saudi Arabia 16 38.26 144.11 72.86062 29.94834 

United Arab Emirates 16 20.38 61.14 38.31625 11.74973 

Bahrain 16 54.44 112.48 78.23 18.28915 

Qatar 16 41.86 156.25 92.00187 29.33446 

Kuwait 16 56.74 136.96 86.96813 22.88665 

All Countries 80 20.38 156.25 73.67538 29.736 

 

Finally, Table 4.10 explains the descriptive statistics of the political risk in GCC 

countries. Since the beginning of 2011, the Arab world suffered from a wave of 

uprisings moving to the overthrow of four Arab regimes, namely Tunisia, Egypt, 

Libya, and Yemen, thus creating a conflict and a civil war in Syria, Libya, Yemen, 

and Iraq.  Also, GCC countries have been involved in war, particularly in Yemen led 

by Saudi Arabia, thus affecting GCC countries. It is clear that Saudi Arabia has the 

highest level of political risk (lowest average) among GCC countries with an average 
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67.9. The maximum value (lowest risk) was 70.63 before the Arab spring events, 

whereas the minimum value (highest risk) was 65.38 after the Yemeni war in 2015. 

Bahrain followed Saudi Arabia the in political risk with an average of 70.61625, and 

the maximum value is 77.67. In 2016, the political risk recorded the highest level of 

risk in Bahrain, with about 61.8. Table 4.10 shows that the United Arab Emirates has 

the lowest level of political risk (highest average) with an average of 77.9, whereby 

the maximum value is 79.3, whereas the minimum value is 75.9. The political risk in 

Qatar and Kuwait also seems to be within the same level of risk, with an average of 

73, and maximum value is 78.2, whereas the minimum value is 66.2 in Kuwait. 

 

Table 4.10 
Descriptive Statistics of Political Risk Rating by Countries 
Country   N Min. Max.   Mean Standard 

Deviation 
Saudi Arabia 16 65.38 70.63 67.85625 1.496137 

United Arab Emirates 16 75.92 79.33 77.85938 1.063174 

Bahrain 16 61.83 77.67 70.61625 5.301005 

Qatar 16 70.25 77.54 73.27875 1.508588 

Kuwait 16 66.17 78.42 72.63375 4.431197 

All Countries 80 61.83 79.33 72.44888 4.60031 

 

4.2.3 Descriptive Statistics of Panel Data 

Table 4.11 presents the descriptive statistics of the study‘s variables. The current 

study employs panel data analysis of 80 country-year observations from 2001 to 2016 

based on the minimum, maximum, average and standard deviations. The level of 

sukuk market development (SMD) varies from 0 (no sukuk issuance) to a maximum 

of 12.7% with an average (mean) 1.56% and a standard deviation 0.026, which 
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indicates that the volume of sukuk market is very small relative to GDP in GCC 

countries.  

 

Table 4.11 
Descriptive Statistics of Panel Data for Continuous Variables 
Variable N Min Max Mean S.Dev. Skewness Kurtosis 

SMD 80 0 .1273797 .0155975 .0263962 2.151108 7.360029 

lnGDPpc 80 9.080048 11.53207 10.29709 .5595867 .129932 2.730522 

SR 80 16.12 64.717 40.80827 12.53246 .1422257 1.844962 

EXR 80 .268914 3.75119 2.346261 1.654346 -.4076889 1.169378 

INF 80 -4.863278 15.05015 3.373112 3.482458 1.28763 5.211479 

OP 80 17.64 107.94 60.96 29.81259 .2854766 1.747295 

TO 80 60.856 205.261 112.3092 35.91925 .9911187 2.919466 

BSS 80 27.09 99.26 52.58837 17.10884 .5894461 2.716134 

SMC 80 20.38 156.25 73.67538 29.736 .4811017 2.830544 

PR 80 61.83 79.33 72.44888 4.60031 -.3227004 2.082266 

SMD= sukuk market development as a dependent variable, lnGDPpc= Natural logarithm of GDP per 
capita as a proxy for the stage of economic development, SR= savings rate, EXR= exchange rate, INF= 
inflation rate, OP= oil price, TO= trade openness, BSS= banking system size, SMC= stock market 
capitalization, PR= political risk index. 

 

Besides, the average of stage of economic development, which is captured by GDP 

per capita, reported in this study, is 10.3% with a standard deviation of 0.559 and 

ranges from a minimum of 9.1 to a maximum of 11.5, thus indicating that GCC 

countries are classified as high-income countries. The percentage of savings rate 

varies from high of 64.7% to low of 16.1% with an average reaching 40.8% of GDP 

and a standard deviation 12.53. The average of exchange rate reported in this study is 

2.4 with a standard deviation 1.654 ranging from a minimum of .269 to a maximum of 
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3.75, thus indicating that the fluctuation of local currency against US dollar is small 

over the period of time. In terms of inflation, Table 4.11 shows that the percentage of 

inflation ranges between -4.86 to 15.05 with an average of 3.37. Besides, GCC‘s 

economy is heavily affected by the global oil price that varies from minimum price 

(17.6) to higher price (107.9 USD) for a barrel with an average 60.96 and a standard 

deviation 29.8. Trade openness ranges from a minimum of 60.9% to a maximum of 

205.3% of GDP with an average 112.3% and a standard deviation 35.92, thus 

indicating that GCC‘s economy is very open to trade with others economics.  

 

As can be seen in Table 4.11, the domestic credit given by the banking sector to the 

private sector as long-term financing varies from a minimum value of 27.1% for 

Saudi Arabia to a maximum value of 99.3% of GDP for Kuwait with an average 

52.6%, which is similar to Khediri, Charfeddine and Youssef‘s (2015) findings.  The 

level of stock market development varies from a minimum value of 20.38% for the 

United Arab Emirates to a maximum value of 156.25% of GDP for Qatar with an 

average 73.68%. Finally, the percentage of the political risk varies from a highest 

value (the lowest risk) of 79.3 to a lowest value (the highest risk) of 61.8 with an 

average 72.5 and a standard deviation 4.6. 

 

4.3 Multicollinearity and Correlation 

The multicollinearity level and the influence of the results should be investigated prior 

to pronouncing the regression results as valid. Multicollinearity refers to the 

intercorrelation of the independent variables and reduces the ability to predict the 

measure and determine the relative role of each independent variable. A great degree 

of multicollinearity between independent variables leads to the unreliability of the 
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estimated regression coefficient (Kline & Santor, 1999). The presence of 

multicollinearity was checked in the present study using the correlation matrix (r) for 

the bivariate analysis between the independent variables and the VIF. The rule of 

thumb proposed by Cohen and Cohen (1983) stated that multicollinearity may pose a 

problem if the correlation value in the correlation matrix constituting all independent 

variables is higher than 0.80. One of the common ways to check multicollinearity is 

the Pearson and Spearman Correlations. 

 

Table 4.12 shows the dependent and independent variables in a correlation matrix. 

Overall, there is a number of statistically significant correlations between the set of 

macroeconomic variables and financial variables and the political risk. In addition, the 

highest correlation (0.553) is between log GDP per capita and savings rate, which 

indicates that the growth of domestic savings depend on the income level.  Thus a 

higher income level per capita increases the domestic savings. The second highest 

correlation is 0.477 between the banking size system and trade openness. This 

correlation shows that since the economy is open, entranced interests like banks will 

find it difficult to establish policies that avoid competition among other sources of 

capital financing. Consequently, firms are enabled to borrow the funds from banks for 

financing their business. Also, a high correlation of -0.449 was found between the 

exchange rate and banking size. Hence, it is negatively correlated with the amount of 

financial institutions in offering long-term funding to the private firms. In addition, 

the correlation matrix shows a high correlation of 0.43 between savings rate and stock 

market capitalization. This result shows that the growth of capital is determined by 

saving, which in turn, depends on the income level, because a large amount of savings 

is directed through stock markets, thus improving the stock market liquidity. 
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Table 4.12 also reports that a high correlation of 0.381 was found between oil price 

and log GDP per capita. This correlation indicates that the higher the price of oil the 

higher the income per capita. The results also showed a high correlation of 0.365 

between oil price and saving rate, and a high positive correlation of 0.250 with trade 

openness, which indicates that the high oil price increases the rate of savings due to 

the high rate of income and increases the degree of openness of the country to trade 

with other countries.  

 

Table 4.12 
Pearson Correlations Matrix of Study Variables 

 
SMD lnGDPpc SR EXR INF OP TO PR BSS SMC 

SMD 1.00 
        

 

lnGDPpc -0.126 1.00 
       

 

SR -0.343*** 0.553*** 1.00 
      

 

EXR -0.409*** 0.272** 0.138 1.00 
     

 

INF -0.126 0.332*** 0.320*** 0.139 1.00 
    

 

OP 0.105 0.381*** 0.365*** -0.001 0.047 1.00 
   

 

TO 0.424*** 0.106 -0.366*** -0.182 -0.057 0.250** 1.00 
  

 

PR -0.308*** 0.275** 0.043 0.134 0.152 -0.161 0.219* 1.00 
 

 

BSS 0.165 0.122 -0.278** -0.449*** -0.062 0.184 0.477*** -0.023 1.00  

SMC 0.035 0.011 0.428*** -0.249** 0.154 -0.068 -0.286** -0.069 -0.081 1.00 
Where: *, **, *** are p-value <0.10, 0.05, and 0.01, respectively. SMD= sukuk market development as 
a dependent variable, lnGDPpc= Natural logarithm of GDP per capita as a proxy for the stage of 
economic development, SR= savings rate, EXR= exchange rate, INF= inflation rate, OP= oil price, 
TO= trade openness, PR= political risk index, BSS= banking system size, SMC= stock market 
capitalization. 

 

Furthermore, Table 4.12 also reports that there is a number of statistically significant 

correlations between sukuk market development (SMD) and other variables. A high 

correlation of 0.4236 was found between SMD and trade openness, followed by -

0.409 and -0.343 with an exchange rate and savings rate, respectively. These 

correlations are negatively correlated with SMD, because of its negative impact on 

financing decisions by sukuk issuance. The positive correlation between SMD and 
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trade openness indicates that a small rise in trade openness will be directed to a larger 

financial development. However, the correlation among all study variables is not 

more than 0.80. Thus, Table 4.12 indicates that there is no multicollinearity problem. 

 

Moreover, it is argued that the correlation matrix is not enough to detect 

multicollinearity and it is important to perform the variance inflation factor (VIF) test 

to ensure no collinearity between the variables (Hamilton, 2012). The variance 

inflation factor (VIF) is the second collinearity test tested between the independent 

variables. According to Hair et al. (2006), an acceptance value that is greater than 0.1 

or a VIF value that is lower than 10, are acceptable collinearity values and confirm no 

multicollinearity. On the other hand, a VIF value that is over 10 often indicates that 

multicollinearity may affect the regression estimates. As a consequence, 

multicollinearity is evidenced by a high VIF value and a small acceptance value. The 

VIF values presented in Table 4.13 show no issues of multicollinearity as they are all 

lower than 10. 

 

Table 4.13 
Standard Tests on VIF Results 
 Collinearity Statistics 
Variables VIF 1/VIF 
SR 3.52 0.284321 
lnGDPpc 2.53 0.394533 
BSS 1.98 0.504603 
TO 1.97 0.507608 
OP 1.82 0.549199 
EXR 1.72 0.579990 
SMC 1.61 0.623032 
PR 1.35 0.742331 
INF 1.20 0.836675 
Mean VIF 1.97  
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4.4 Diagnostic Test 

This section explains the diagnostic tests performed on the data to test the regression 

assumptions. First, the diagnostic tests are presented on the data distributions in terms 

of normality, homoscedasticity and autocorrelation.  

 

4.4.1 Normality 

Normality, being the basic assumption in analyzing data, states that variable shape 

and its correspondence should be distributed normally (Hair et al., 1998). There are 

several ways in distinguishing the normal distribution using several tests, such as 

Shapiro-Francia, Shapiro-Wilk and Kamagorov Smiron tests by obtaining the values 

of skewness and kurtosis or by using residual graphs, such as normal probability 

plots, quartiles of a normal distribution plot and histograms. Skewness and kurtosis 

values were checked for each variable. Skewness and Kurtosis, as descriptive 

numerical methods, were used to test the normality of the individual variables. 

Skewness refers to distribution shifting to one side, whereas Kurtosis refers to the 

―peakedness‖ or ―flatness‖. For Skewness, Leys, Ley, Klein, Bernard and Licata 

(2013) and Hair et al. (2006) suggested that skewness values should not exceed three. 

For Kurtosis, Leys et al. (2013) suggested that it should be less than 10. Therefore, the 

results of study shown in Table 4.11 lead to the conclusion that the dataset has no 

serious violation of the normality assumption. 

 

4.4.2 Heteroscedasticity Test 

The homoscedasticity of variance refers to the constancy of the residual; such 

residuals are randomly dispersed throughout the various estimations and the existence 

of unequal variance. This relates to one of the most common assumption violations in 
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multivariate analyses, which is referred to as heteroscedasticity. In panel data, even if 

the variance of errors is constant between cross-sectional observations, the variance 

may differ within the observations through time which raise the issue of group-wise 

heteroscedasticity (Baum, 2001). To detect the problem of heteroscedasticity, the 

Breusch-Pagan / Cook-Weisberg test was used through the hettest command, which is 

available in STATA packages analyses. The consistency of variance is the null 

hypothesis of this test that is accepted when there is a large probability. The 

hypothesis is rejected if the p-value exceeds 0.05. Table 4.14 shows the results of the 

Breusch-Pagan / Cook-Weisberg test. As the reported p-value of the SMD model is 

less than 5% significance level, the null hypothesis of homogeneity of variance (error 

variance are all equal) can be rejected, implying that the data are heteroscedasticity. 

Hence, when the data suffer from heteroscedasticity problem, a remedy becomes 

essential.  

 

Table 4.14 
Breusch-Pagan / Cook-Weisberg Test for Heteroskedasticity 
  SMD 

    (1)  30.00 

Prob>      0.0000 

 

4.4.3 Autocorrelation Test 

One of the problems that make panel data models‘ result biased and less efficient is 

the autocorrelation problem (first-order correlation). The next test is autocorrelation 

or is sometimes called the correlation coefficient. The autocorrelation function can be 

used to answer the question of whether the sample dataset is generated from a random 

process. An autocorrelation is the issue of error components being correlated across 
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time due to high similarities. The regression model assumes that the error term of 

units is not correlated and not influenced by other units. Although this is a violation of 

the ordinary assumption, it is a common issue in panel or time-series analyses 

(Wooldridge, 2010). The Wooldridge test for autocorrelation is the appropriate test to 

detect autocorrelation in fixed and random-effect models in panel data. Hence, this 

study conducted a user-written command, called xtserial, to test the existence of first-

order correlation in panel data. By looking at the probability F value in Wooldridge 

test, if the value is below the 5% significance level, the null hypothesis can be 

rejected, as there is no first-order correlation. This consequently indicates that an 

autocorrelation problem exists. The result in Table 4.15 shows that an autocorrelation 

exists in the SMD model, thus implying that an autocorrelation is a serious problem 

that needs remediation in our model. 

 

Table 4.15 

Wooldridge Test for Autocorrelation in Panel Data 
 SMD 

 F (1, 4) 19.900 

Prob>F 0.0112 

 

4.5 Panel Data Analysis 

In this section, the panel data analysis procedures are applied, including pooled OLS, 

random effect, and fixed effect regressions. To compare the pooled OLS estimate and 

random effect estimate, the Breusch-Pagan Lagrangian Multiplier (LM) test is 

performed. Besides, the steadiness of the random effects estimates are checked with 

the Hausman test to determine whether fixed or random effects method is appropriate 

for the examined data. Finally, based on the data nature of the study, the GLS 

estimation was also conducted. 
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4.5.1 Pooled OLS Regression Estimate 

Table 4.16 shows the results of the pooled OLS regression. The dependent variable is 

sukuk market development (SMD). The results show a significantly positive 

relationship between GDP per capita, as a proxy for the stage of economic 

development, and sukuk market development. Higher levels of income per capita 

results in a higher demand for financing activities, and hence a higher need for sukuk 

securities occurs. This outcome is similar to the findings of Said and Grassa (2013). 

 

In consonance with the pecking order theory, domestic savings appear to possess 

strong negative impact on sukuk market development and thereby indicates that 

companies can use their retain earning for further investments. In the absence of 

savings or retain earning, companies may resort to sukuk. This suggests that domestic 

savings are not directly related to investment in the GCC‘s sukuk market. Further, the 

two different proxies of macroeconomic stability produce mixed results. Exchange 

rate has negative significant impact on sukuk market development. However, inflation 

rate turns out to have a positive but insignificant effect on sukuk market development. 

A similar finding was reported by Said and Grassa (2013) who found that inflation 

does not appear to have a strong effect on the development of sukuk market. The oil 

price has a positive coefficient but insignificant, suggesting that oil price does not 

appear to have a strong effect on the development of sukuk market. Furthermore, table 

4.16 shows a significantly positive association between trade openness with sukuk 

market development at 1% significance level. 

 

Moving to the financial variables, the results indicate that bank credit given by the 

banking sector to the private sector and stock market capitalization have different 
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impact on sukuk market development. Sukuk market development has a significantly 

negative association with banking system and positively with stock market 

capitalization. These results are consistent with the results of Smaoui et al.  (2017) 

who found that sukuk and bank financing are substitutes among 11 countries, and 

complement with stock market. 

 

Table 4.16 
Results of SMD Model Using Pooled OLS Regressions 
VARIABLES  SMD   
 Coeff. t-stat. Prob. 

lnGDP pc 0.0195*** 3.40 0.001 

SR -0.00127*** -4.20 0.000 

EXR -0.00732*** -4.58 0.000 

INF 0.0000811 0.13 0.898 

OP 0.000083 0.91 0.366 

TO 0.000321*** 4.08 0.000 

BSS -0.000731*** -4.41 0.000 

SMC 0.000209** 2.44 0.017 

PR -0.00236*** -4.63 0.000 

    
Constant 0.0358 0.69 0.493 
    
Observations 80   
R2 0.592   
F (P-value) 0.0000   
Where: *, **, *** are p-value <0.10, 0.05, and 0.01, respectively. SMD= sukuk market development as 
a dependent variable, lnGDPpc= Natural logarithm of GDP per capita as a proxy for the stage of 
economic development, SR= savings rate, EXR= exchange rate, INF= inflation rate, OP= oil price, 
TO= trade openness, BSS= banking system size, SMC= stock market capitalization, PR= political risk 
index. 
 

Besides, inconsistent with the negative impact of political risk on stock and bond 

markets, but consistent with asymmetric information hypothesis; the results indicate 

that a negatively significant association between the score of the political risk and 

sukuk market development. Therefore, this imply that political risk have a positive 
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role to sukuk market development, suggesting that political risk causes the uncertainty 

that comes from trying to predict political decisions and volatility in macroeconomic 

indicators. A higher level of uncertainty could cause information asymmetry problems 

to increase, adding to adverse selection and moral hazard in the financial market, 

which in turn, leads to great swings in investment and financing decisions. Nagano 

(2017) and Klein and Weill (2016) found that firms with a high degree of information 

asymmetry prefer sukuk to stock and bond issuance, because the latter requires a low 

degree of information asymmetry. 

 

For the sake of comparison, the table reports the F-statistics as most dynamic panel 

methods utilize Wald-test, similar to F-statistic in the pooled OLS results. Based on 

the result, the variables in the regression are jointly significant even at a conservative 

significance level of 1 percent with R-square is 0.592%. The statistics indicate that the 

model explains 59.2% of the variance in sukuk market development. However, these 

estimates cannot be exclusively relied due to the fact that these methods do not 

provide for individual specific effects, and thus this study adopts other methods 

before reaching our conclusion. 

 

4.5.2 Random Effect vs. Fixed Effect Regressions  

In Table 4.17, the study presents the results of the random effects model and also the 

analysis proceeds with a method that provide for individual specific effects- fixed 

effect model. First, the findings of random effect regression are approximately similar 

in the pooled OLS analysis, but they have some dissimilarity. The coefficient of 

inflation rate remains insignificant but positively, indicating inflation increases the 

market price of the underlying assets positively. In consistent with the evidence 
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provided by Smaoui et al.  (2017), stock market capitalization appears to show 

positive and significant impact on the sukuk market development at 5% significance 

level, which means well-developed stock markets facilitate sukuk expansion. This 

result is of paramount importance suggesting that sukuk are complements to stock 

markets. Unlike the pooled OLS, oil price have the positive relationship, but it seems 

to be an insignificant relationship with sukuk market development. 

 

Table 4.17 
Results of SMD Model Using Random and Fixed effect models 
VARIABLES SMD 

RE 
SMD 

FE 

 Coeff. Prob. Coeff. Prob. 

lnGDP pc 0.0195*** 0.001 0.0161* 0.064 

SR -0.00127*** 0.000 -0.000354 0.289 

EXR -0.00732*** 0.000 0.175 0.693 

INF 0.0000811 0.898 0.000355 0.534 

OP 0.000083 0.363 0.000157* 0.054 

TO 0.000321*** 0.000 0.0000538 0.630 

BSS -0.000731*** 0.000 -0.000129 0.468 

SMC 0.000209** 0.015 0.0000433 0.960 

PR -0.00236*** 0.000 -0.00148** 0.035 

     

Constant 0.0358 0.490 -0.442 0.681 

Observations 80  80  
Number of ID 5  5  
Breusch-Pagan 
Test 

1.0000    

Hausman Test   0.0000  
R2 0.592  0.230  
Sig 0.0000  0.0334  
Where: *, **, *** are p-value <0.10, 0.05, and 0.01, respectively. SMD= sukuk market development as 
a dependent variable, lnGDPpc= Natural logarithm of GDP per capita as a proxy for the stage of 
economic development, SR= savings rate, EXR= exchange rate, INF= inflation rate, OP= oil price, 
TO= trade openness, BSS= banking system size, SMC= stock market capitalization, PR= political risk 
index. 
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Besides, the diagnostics tests provide significant results. In testing for efficiency, the 

Breusch-Pagan Lagrangian Multiplier (LM) test in table 4.17 indicates that the 

probability value is not significantly different from zero; this means that the pooled 

OLS model estimates provides better estimates and it‘s the appropriate model to use.  

 

The consistency of the random effects estimates are checked with the Hausman test. 

Hausman test, also known as Hausman specification test and Durbin–Wu–Hausman 

test, was first proposed by Hausman (1978) based on the difference between the 

estimations of random and fixed-effects. This test helps researchers determine which 

model corresponds better to the data. The Hausman test generally compares the 

coefficients of fixed-effects estimate with coefficients of the random-effects estimate. 

The null hypothesis is that the coefficients estimated by the efficient random-effects 

estimator are the same as the ones estimated by the consistent fixed-effects estimator. 

If the p-value is significant (i.e., less than 0.05), fixed-effects should be applied and 

using random-effects would be biased. However, if the p-value is insignificant, 

random-effects can be safely used (Wooldridge, 2010). 

 

Based on the results revealed in Table 4.17, a significant p-value is found (prob> chi2 

less than 0.05) for the SMD model. Even though LM test suggests using pooled OLS 

model and Hausman test suggests using FE model, this study used Generalized Least 

Square (GLS) regression for SMD model due to several significant reasons. First, the 

data of this study are long panel data (N<T), which the panel‘s cross-sectional 

dimension N is smaller than its time dimension T, and the results might be unreliable 

with FE model. In this case, the GLS estimator is a more appropriate method with 

long panel data (Hoechle, 2007; Baltagi, 2008). Bhattacharyay 2013 and Grassa and 
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Gazdar (2014) applied this method in their studies with long panel data. Second, 

according to Gujarati (2009), if T is large and N is small, there is likely to be little 

difference in the values of the parameters estimated by FE and RE, and then the 

choice may favor FE. Third, FE model eliminates all time-invariant variables within 

the transformation of the variable (Wooldridge, 2002), and hence, the results are 

unreliable (Beck, 2001; Plumper, Toeger, & Manow, 2005; Plumper & Toeger, 2007; 

Steinberg & Saideman, 2008). Third, fixed effect consumes a lot of degrees of 

freedom, which might be a problem in small samples and make the variables of 

interest hardly substantively or statistically significant (Beck, 2001).  

 

Consequently, by considering all the costs related to the FE model and weighing them 

with the strength of its comparable model (i.e., RE), this study adopted Generalized 

Least Square (GLS) regression as suggested by Wooldridge (2010) as it provides 

reliable estimates in the presence of heteroscedasticity and autocorrelation problem. 

These techniques have been used by some previous studies (Eichengreen & 

Luengnaruemitchai, 2004; Eichengreen, 2006; Bhattacharyay, 2013; Grassa & 

Gazdar, 2014). Therefore, the study proceeds to methods that tackle these problems. 

 

4.5.3 GLS Regressions Estimates 

After the assumptions of regression were met, an analysis of the relationship between 

sukuk market development (SMD) as the dependent variable, and macroeconomic, 

financial, and political variables as the independent variables was carried out. The 

GLS results are displayed in Table 4.18. Technically, GLS model was estimated using 

the "xtgls" command with two options. Specifically, panels(het) and cor(ar1) in order 

to correct for heteroscedasticity and autocorrelation problems, respectively. The F-
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statistic is less than 1% critical value and this indicates that the model is adequate for 

estimating the determinants of sukuk market development, using the nine proposed 

independent variables. The following subsections explain the relationship of the 

independent variables with the dependent variable based on Table 4.18. 

 

Table 4.18 
Results of SMD Model Using GLS model 
VARIABLES SMD 
 Coeff. t-stat. Prob. 

lnGDP pc 0.0143** 2.21 0.027 

SR -0.000641** -2.16 0.031 

EXR -0.00809*** -3.97 0.000 

INF -0.000133 -0.17 0.863 

OP 0.000845* 1.79 0.073 

TO 0.000369*** 3.95 0.000 

BSS -0.00106*** -3.77 0.000 

SMC 0.0000355 0.34 0.733 

PR -0.00178** -2.26 0.024 

    
Constant 0.0278 0.56 0.576 
    
Observations 80   
Number of ID 5   
Wald Chi2 49.50   
Sig 0.0011   
Where: *, **, *** are p-value <0.10, 0.05, and 0.01, respectively. SMD= sukuk market development as 
a dependent variable, lnGDPpc= Natural logarithm of GDP per capita as a proxy for the stage of 
economic development, SR= savings rate, EXR= exchange rate, INF= inflation rate, OP= oil price, 
TO= trade openness, BSS= banking system size, SMC= stock market capitalization, PR= political risk 
index. 
 

4.5.3.1 Stage of Economic Development (GDP pc) 

As shown in Table 4.18, there is a significant positive relationship between GDP per 

capita (GDP pc) as a proxy for the stage of economic development, and sukuk market 

development (SMD). The significant positive coefficient and t-value (t= 2.21, p < 



166 
 

0.05) indicate that SMD is significantly related to the stage of economic development. 

Hence, the result supports H1, which predicts that there is a significant association 

between the stage of economic development and sukuk market development. Higher 

levels of income per capita results in a higher demand for financing activities, and 

hence a higher need for sukuk securities occurs. Moreover, less developed countries 

are often characterized by weak creditor rights, inadequate corporate governance, 

poor transparency, and volatile investment environments (Eichengreen et al., 2004). 

Similarly, the findings of this study are consistent with the results of Said and Grassa 

(2013), which provided an empirical evidence that GDP per capita significantly and 

positively influence the sukuk market development among 10 countries from different 

regions. Furthermore, this finding is also in line with Bhattacharyay (2013) who found 

a positive significant association between the stage of economic development and 

bond market development in 10 Asian countries. 

 

According to Bhattacharyay (2013), certainty of investor‘s rights and reliability of 

contract enforcement among others, reduce the relative cost of bond financing and 

stimulate the development of bond markets. Economies that fall in the higher 

economic development stages likely have better institutions and low volatility in the 

economic conditions that uplift the development of strong financial markets; thus, a 

positive relationship between the two is observed. Increases in GDP per capita (Stage 

of economic development) would enable governments to pay higher returns to 

sovereign sukuk investors. In contrast, as GDP growth was low, there will be the 

revenue which will suggest a decreased capacity to pay sukuk holders. Therefore, 

holders of sukuk will share risks with governments which will decrease the default 

risk during hardship (Tariq, 2004).  
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In addition, if GDP per capita rose relative to interest rate, it results in an increased 

demand for sukuk, given its higher return, and hence, the price would increase 

(Elkarim, 2012). On the other hand, if GDP is reduced compared to the interest rate, 

investors who sold their sukuk in the secondary market would bear capital losses. As 

a result, this finding is in line with the theory of demand and supply. As the economy 

progresses towards growth which implies that the GDP per capita is higher, bond‘s 

demand would tend to rise, and more investors compete with each other to purchase 

the available bonds in the market. A rise in wealth will permit the bond‘s demand 

function shifting rightward as rising economy generates wealth for the people. 

Consequently, this recommends a positive association between GDP per capita and 

the growth of bonds market. 

 

In Malaysia, Saad (2009) found a significant positive association between GDP and 

issuances of sukuk. This advocates that the positive growth of GDP in Malaysia is 

because of the growth in public and private consumption, and this afterward directs to 

rise in sukuk issuance. In addition, findings of Ahmad and Radzi (2011) showed that 

GDP significantly and positively impacts sukuk issuance in Malaysia. However, there 

is an exception stating that there is a negative significant relationship between sukuk 

issuance and GDP according to Elkarim (2012). The reason behind this in low GDP 

period is that Malaysia would raise finance from the domestic capital market for 

financing the development expenditures, such as highways, roads, railways and other 

facilities. Consequently, this has resulted in an increase in the issuance of sukuk 

directly. 
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Previous studies have found that the association between GDP per capita and stock 

market development is significantly positive (Cherif & Gazdar, 2010; Garcia & Liu, 

1999a; Yartey, 2008; Aduda et al., 2012; Huang, 2010). A higher stage of economic 

development implies better education, a better business environment, wealthy 

citizens, and more employment opportunities. In addition, higher GDP per capita 

implies more flow of funds through the financial markets (more liquid), which in turn, 

leads to more investments with less finance cost. In this regard, Mokhova and 

Zinecker (2014) claimed that a rise in the economy, and accordingly growth in gross 

domestic product will lead to an increase in the profits of firms. These firms in high 

income per capita countries have less information asymmetry. According to the 

Trade-off Theory; corporations will prefer external sources of financing which have 

more benefits, thereby choosing finance by sukuk. Nagano (2010) found that issuance 

of sukuk adds to rise in the issuer‘s stock returns and the total factor productivity. The 

empirical evidence proposes that preference is given to Islamic bond issuance since it 

offers a unique benefit which standard external financing is unable to provide. 

 

4.5.3.2 Savings Rate 

Regarding the relationship between savings rate and sukuk market development 

(SMD), Table 4.18 shows the t-value (t = -2.16, p< 0.05) and that the coefficient is 

significantly negative, indicating that sukuk market can be better developed in the 

countries that have less domestic savings. Thus, H2 is accepted. In consonance with 

the pecking order theory, domestic savings appear to possess strong negative impact 

on sukuk market development and thereby indicates that companies can use their 

retain earning for further investments. High savings rate lead to a higher financial 

intermediation by banks, thus affecting sukuk market negatively. This indicates that 
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savings are not directly related to investment in the GCC‘s sukuk market. Sidek and 

Ahmed (2016) stated that higher savings diminishes the urge to raise financing in debt 

form. Companies can use their retain earning for further investments. In the absence 

of savings or retain earning, companies may resort to sukuk apart from the loan in the 

Islamic banking as a source of financing. In addition, the average return of sukuk may 

be relatively higher than fixed deposit rates, thus rendering companies to invest in 

sukuk as opposed to fixed deposit savings in banks. Since GCC economies have the 

highest savings rates, corporations do not need to resort to sukuk market for 

financing.  

 

In contrast, low domestic savings increase the dependence on alternative sources to 

finance the investment activities including financing by sukuk. Mukherjee (2006) 

argued that high Asian savings rates discourage bond market development by giving 

banks ample deposits to lend. This result is consistent with the results of Guscina & 

Jeanne (2006) who found a negative correlation between the domestic savings rate 

and the reliance on the domestic debt across 19 emerging market countries. Another 

explanation of such results is that the main factor that plays a major role in domestic 

savings is the interest rate; an increase in the interest rate tends to raise the saving 

rate. Theoretically, there is a positive association between the interest rate and 

domestic saving. A rise in interest rates will make saving more striking and should 

encourage saving. Alternatively, a lower interest rate may encourage other forms of 

savings and investments. In this case, there will be a tendency for a higher demand for 

sukuk as it is a good mechanism to utilize savings due to a lower real interest rate, 

which makes sukuk more attractive than bond. Low bank rates would encourage 

people to look for better yields in sukuk market according to the inverse relationship 
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between the interest rate and sukuk issuance. Hence, rise in interest rates will reduce 

the price of sukuk and vice versa. In this context, Al-Amine (2012) has argued that 

any rise in the interest rate will be directed to reduction in the fixed return sukuk 

values. 

 

This result indicates that bank lending in GCC countries dominate the corporate 

financing. Savings are mostly channeled through the banking system, thus reflecting 

the greater ability of banks to fund themselves and also corporations through deposits 

in high-saving countries because the banking system in GCC countries is more 

developed compared to sukuk market. A higher savings rate in a rapid-growing 

economy offers a more stable source of financing for the required investment, and 

consequently, will result in lower reliance on sukuk issuance. This reason 

demonstrates why Bahrain and United Arab Emirates dominated sukuk issuance in 

GCC countries according to the previous descriptive analysis in section 4.2. 

 

Besides, sukuk markets enhance capital allocation by providing alternative financing 

sources and assist risk management by the distribution of risk between diverse groups 

of investors. Banks and firms prefer investment in sukuk market because sukuk 

structures are designed to reduce inefficiencies in the investment decision caused by 

information asymmetry rather than bond. Also, the overall domestic savings ratio is 

affected by the government‘s fiscal stance; a government will have a tendency to 

finance a budget deficit by sukuk issuance at the domestic market if domestic savings 

are low for productive investments and finance a potential project in infrastructure. 

This finding is contrasting the results of Adelegan and Radzewicz-bak (2009) who 

found that the savings restraint is a main impediment behind the development of 
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domestic bond markets along with financial market deepening among 23 sub-Saharan 

African countries. In addition, previous studies on stock market found a positive 

association between the saving rate and stock market development (Aduda et al., 

2012; Garcia and Liu, 1999; Naceur et al., 2007; Yartey, 2008). These results indicate 

that the domestic savings in GCC countries are mostly channeled through the banking 

system and the equity market rather than sukuk market. 

 

4.5.3.3 Exchange Rate 

The result in Table 4.18 shows a significantly negative relationship between exchange 

rate and sukuk market development (SMD) at 1% significance level (t = -3.97, p< 

0.01), which means when the dollar rate increases, the rate of return will decline or 

vice versa. Stable exchange rates display a lower exchange rate risk for foreign 

investors. Consequently, a stable exchange rate regime should be more conducive to 

sukuk market development. Countries with higher volatility of exchange rate have 

lower development in their sukuk market. Currency exchange risk occurs when an 

investor buys sukuk in foreign currencies. Hence, a high currency volatility creates 

uncertainty to the real value of sukuk, thus creating an impediment to sukuk market 

development. Sukuk trading has been listed in US dollar rate since the change in the 

US dollar rate creates a change in sukuk return, which in turn, influences the volume 

of sukuk issuances. When the dollar rate rises in other investments rather than sukuk 

return, there are chances for a reduced return in sukuk because there are other 

investment opportunities for the investors instead of sukuk. This result is consistent 

with the expectation of the third hypothesis and in line with Bhattacharyay (2013) 

who found a negative significant association between the exchange rate variability 

and bond market development. Thus, H3 is accepted. 
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In case of a divergence among the unit of currency in which the assets in the sukuk 

pool are denominated and the currency of denomination in which the sukuk funds are 

accumulated, sukuk investors are rendered to dollar rate risk. A similar finding was 

reported by Adelegan and Radzewicz-bak (2009) and Mu, Phelps, and Stotsky (2013) 

on the bond market development. This result is similar to the result of Abdul Rauf and 

Ibrahim (2014) who found a negative relationship between the volatility of changes in 

exchange rates and sukuk return in GCC countries. Ahmad and Radzi (2011) found 

that the conventional bond and issuance of sukuk in Malaysia consider foreign 

exchange as the main reason of bond and sukuk issuance. On the other hand, Smaoui 

and Khawaja (2016) found no significant relationship between the volatility of 

changes in exchange rates and sukuk market development. In other words, the dollar 

rate risk rises as sukuk have payments; the valuation is based and named in a foreign 

currency having vague cash flows. Ahmad and Muda (2013) noted that the stability 

and flexibility of exchange rate regimes is central in improving the intra-industry 

trade and cross-border sukuk issuance. The exchange rate volatility is directed to an 

uncertain situation in the market of foreign exchange, thus having an adverse impact 

on the foreign participation in domestic bond and sukuk markets. 

 

4.5.3.4 Inflation Rate 

The association between the inflation rate and sukuk market development (SMD) is 

shown in Table 4.18; there is a negative but insignificant association between 

inflation and SMD. The insignificantly positive coefficient and t-value (t= -0.17, p> 

0.10) indicates that the level of SMD is not significantly related to inflation rate. 

Hence, the result is contradictory to H4. A similar finding was reported by Said and 

Grassa (2013) who found that inflation does not appear to have a strong effect on the 
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development of sukuk market. Inflation reduces the purchasing power of future cash 

flows. Actually, inflation rate may create a worse situation in Sukuk market. Rising 

inflation is particularly damaging to bonds and sukuk because their return is fixed in 

money terms and inflation erodes their value because inflation discourages investors, 

increases the cost of funds and thus affects market efficiency. This implies that a 

higher inflation, typically associated with macroeconomic instability and sometimes 

with the government defaults, hinders the development of sukuk markets (Smaoui and 

Khawaja, 2016). The significant influence disappears which can be explained by the 

fact that Shariah-comliant instruments are exposed to inflation but not as much as 

conventional bonds, due to the fact that inflation increases the market price of the 

underlying assets positively. 

 

4.5.3.5 Oil Price 

GCC economies are characterized by the strength of their reserves surplus, debt levels 

and robust credit profiles. So far, these economies are highly dependent on revenues 

obtained from oil. This condition infers a high and significant volatility to differences 

in the international oil prices (Markaz, 2015). Definitely, exporting oil has a 

substantial impact on GCC countries‘ earnings, state budget revenue, expenditure, and 

aggregate demand. These GCC countries have a wider oil sector, accounting for 45% 

of the global oil reserve. The relationship between the oil price and sukuk market 

development (SMD) is shown in Table 4.18. Interestingly, this table shows a 

significantly positive association between oil price and sukuk market development (t 

= 1.79, p< 0.10), which means that a high oil price positively affects sukuk market 

development. Thus, hypothesis H5 is supported. 

 



174 
 

Besides, variations in the oil prices may indirectly impact the prices of sukuk through 

their effects on the anticipated inflation rate and the anticipated real interest rate. In 

oil-exporting countries, a higher oil price leads to decreasing the interest rate due to 

the transfer of wealth from oil- importers. As a result, the fixed interest rate 

instruments lose in terms of price, which leads to the channeling of savings towards 

sukuk market rather than banks. Likewise, higher oil prices could be the reason of 

rising real interest rate, and thus the rate of the required return by investors would 

rise, which would be a reason behind the decline in stock prices and make bonds look 

attractive more than stocks (Basher & Sadorsky, 2006). In addition, a higher expected 

inflation rate is negatively related to stock and bond prices. As a result, the corporates 

prefer financing their projects by means of sukuk issuance rather than debt due to the 

high interest rate and the increasing cost of debt. 

 

The results of this study are consistent with IIFM and Thomson Reuters reports 

(2016) who reported that market uncertainty, particularly with the fall in oil prices and 

the anticipated rise in global interest rates, has inhibited the activity in sukuk market 

recently. Also, they reported that this slowdown is attributable partly to the decline in 

global oil prices that have drained some of the liquidity from the banks in the GCC 

region that was previously fueling much of the growth in sukuk issuances. Lower oil 

prices lead to a major revenue cut and ensuing stagnation in the economy, which in 

turn, directs to decrease the development process, reduce spending and infrastructure 

projects, and negatively impact sukuk issuances. 

 

According to Cunado and Garcia (2005), prices of oil have a different influence on 

bond prices, depending on whether the country is an exporter or an importer of oil, 
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and the level of economic development of this country. However, in oil-importing 

countries many studies (Papapetrou, 2001; Park and Ratti, 2008; Driesprong, 

Jacobsen and Maat, 2008; Chiou and Lee, 2009; Miller and Ratti, 2009; Bharn and 

Nikolova, 2010; Chen, 2010; Filis, 2010) have shown a negative association between 

the price of oil and stock market.  

 

Furthermore, revenue generated form oil export is the main source of government‘s 

budget and expenditure and the main antecedent of aggregate demand. It is thus not 

astonishing that several studies have demonstrated favorable, so far conflicting, 

evidence of changes in oil prices on stock returns in GCC countries. Some researchers 

reported a positive association between stock market and prices of oil in GCC 

countries (Arouri and Rault, 2010; Mohanty et al., 2010). According to Bjornland 

(2009), the process for propagating oil price shocks are significantly different in 

countries that are exporting oil. Primarily, high oil prices turn into an immediate 

transfer of wealth from oil- importers to oil-exporters. As this income is transmitted 

back to the economy, economic movement grows in response. It is this positive 

perceived effect on the macroeconomic that leads to higher activity in stock markets 

during an oil price boom.  

 

4.5.3.6 Trade Openness 

Table 4.18 presents a significant and positive association between trade openness and 

sukuk market development (SMD) at 1% significance level, where the t-statistic value 

(t = 3.95, p<0.01) indicates that a small increase in the level of trade openness would 

lead to greater sukuk market development. In fact, a developed economies‘ reflection 

can be seen as a developed export industry, which attracts the investors, and the 
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issuance of sukuk would be well-received. Hence, these results support H6, which 

predicted that there is a relationship between trade openness and SMD. This positive 

relationship is because openness permits the developing economies, especially easy 

access to foreign savings or pool of funds. It also lifts the international capital flows, 

improves liquidity of domestic capital market, and decreases the cost of capital for 

industrial projects. Similarly, the findings of this study are consistent with the results 

of Smaoui et al.  (2017) and Said and Grassa (2013), which showed a positive 

association between trade openness and the development of sukuk market, 

recommending that corporations in open economies requires more sources of capital 

to remain in a competition. As there is a high level of openness in economy, it is easy 

to achieve access to the external financing from the foreign investors. This will lead to 

an improvement towards the development of sukuk market. 

 

Sukuk markets will be in a position to perform well in an economy with more 

openness, but banks, the leading financing sources, generally tend to safeguard their 

impact in market by restricting the securities markets‘ development to the foreign 

market. When the economy is more prone to openness to foreign investors and 

vulnerable to a foreign competition, banks will have a lower capacity to overpower 

the competition since the recognized interests are sometimes very difficult to execute 

into an exposed international rivalry. Consequently, the sukuk market will still 

establish normally. Rajan and Zingales (2003) argue that banks will try to save their 

market share from being eroded by financial markets‘ competition. However, when 

the economy is exposed to an increased foreign competition via the international 

trade, banks may not be able to suppress the competing sources of supply. Hence, 

sukuk markets may develop faster in more open economies. This result supports the 
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argument that a country with a low cost of transaction that encourages a higher level 

of economy openness will direct to higher investment on sukuk. Hence, it is easy for 

sukuk‘s issuer to gain access to external financing from the foreign investors in sukuk 

markets. 

 

This finding is similar to those reported by previous studies who found a significant 

positive influence of the trade openness on the development of bond market in 

developed and Asian markets (Rajan and Zingales, 2001; Eichengreen & 

Luengnaruemitchai, 2004; Bhattacharyay, 2013). Stiglitz (2000) also enquired the 

profitability of foreign capital because of information asymmetries; a foreign 

investment might be more risky compared to investor‘s expectation due to the lack of 

comprehensive information. In addition, policy makers are often warned that the 

international capital flows could result in instability of the financial market and 

macroeconomic volatility, which in turn, leads to more information asymmetry. 

Countries which are more integrated with external economies have more motivations 

to grow domestic sukuk market to cope with their financing requirement and control 

the information asymmetry caused by the instability in the financial market.  

 

Numerous studies have suggested that openness improves the growth performance via 

its positive influences on the capital flows, foreign direct and portfolio investments, 

and development of domestic financial markets. Actually, it is claimed that openness 

to international trade is a stimulus for the growth of exports and raise the availability 

of imports of inputs and machinery, thus fastening the technological development of 

economy and fostering the growth of economy. Increases of trade openness refers to 

improving productivity and innovation, thus enabling firms to capitalize on 
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economies of scale from having access to larger markets and encouraging the spread 

of skills, knowledge and innovation (Udegbunam, 2002). Therefore, trade openness is 

a critical tool for the success of any modern economy. Evidently, openness to both 

trade and finance encourages competition and eventually increases the revenue of the 

state (Law & Habibullah, 2009). However, this finding is not consistent with the 

findings of Adelegan and Radzewicz-bak (2009) who claimed that when the economy 

has lack of access to external financing, local bond market can grow better. 

 

4.5.3.7 Banking System Size 

The results of this study in Table 4.18 show that the domestic credit provided by the 

banking sector to the private sector relative to GDP is significantly negative 

associated to sukuk market development (SMD) (t = -3.77, p<0.01). Thus, H7 is 

supported. The negative association indicates that banks and sukuk markets in GCC 

countries compete in providing an external finance to companies, and therefore a 

dominant system of banking hampers sukuk market development. For instance, 

Kuwait has the largest average of the amount of external resources channeled by the 

banking sector to private firms in GCC countries. Therefore, it is considered the 

smallest country in terms of sukuk issuances. Similarly, the findings of this study are 

consistent with the results of Smaoui et al.  (2017) who found that sukuk and bank 

financing are substitutes and economies, whereby banks play a main role in offering a 

private credit issue less sukuk among 11 countries from different regions. This finding 

is also in line with the results of Adelegan and Radzewicz-bak (2009), Bhattacharyay 

(2013), Nkwede, Uguru and Nkwegu (2016), and Raghavan and Sarwono (2012). In 

other words the findings of all studies showed a significantly negative association 

between the banking sector size and development of the bond market. 
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Smaoui et al. (2017) stated that banks have an incentive to keep long-term close 

associations with their clients by providing attractive financial products and services. 

Such close associations reduce the agency costs among lenders and borrowers and 

limit the requirement for alternative external financing including sukuk. According, 

the bigger is the bank‘s role in the economy, the lower is the issuance of sukuk. 

Adelegan and Radzewicz-bak (2009) noted that countries having more established 

banking sectors depend less on bonds, thus resulting in less developed market of 

bond. Therefore, banks and bond market intermediation seem to be substitutes rather 

than complements. In other words, the banking sector and bond markets both 

intermediate savings to investment projects, and they can be either complements or 

substitutes.  

 

According to Garcia & Liu (1999), based on the ―demand for funds‖ perspective, 

market valuation of all securities that firm issues are not dependent on the financing 

source of the firm in a perfect market with symmetric information, and as a result, 

firms can move either towards the banking sector or towards the capital markets for 

the financing of the capital. Interestingly, in the real world, imperfect and asymmetric 

information is dominant. Some countries also alter the selection of finance through 

tax, subsidy, and regulation. Therefore, debt or equity funding has their significant 

implications. Based on the ―supply of funds‖ point of view, there may be a negative 

association due to the arbitrage between the interest rates and stock market returns in 

a short run, whereas in the medium and long run, investors would possibly prefer 

diversification in financial assets and distribute their savings among the banking 

sector and capital markets. The substitution or complements issue can be country-

related only due to special incentives to obtain debt or equity funding. In this regard, 
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Nagano (2017) found that the lower is the level of financial restraint, the higher is the 

likelihood of issuance of sukuk and the higher is the probability of issuance of sukuk 

when the firm faces high asymmetric information. 

 

4.5.3.8 Stock Market Capitalization 

Although stock may compete with sukuk and hinder their development, the stock 

market can offer the essential infrastructure for sukuk issuance and trading. The result 

in Table 4.18 shows a positive but insignificant association between the stock market 

capitalization and sukuk market development (SMD) (t = 0.34, p> 0.10), which 

implies that sukuk market development is not significantly related to stock market. 

Hence, the result is contradictory to H8, which predicted that there is an association 

between stock market capitalization and SMD. Therefore, the findings of this study 

are inconsistent with the results of Smaoui et al.  (2017) who found a strong positive 

significant relationship between stock market capitalization and sukuk market 

development. Well-operating capital markets decrease asymmetric information, 

improve the corporate governance, and lower the cost of the external equity and the 

cost of bond issuance (Demirgüç-Kunt & Maksimovic, 1996). 

 

Godlewski et al. (2011, 2013) argued that two hypothetical positions suggest a 

positive reaction of stock markets to sukuk issuances. First, sukuk issuance could 

probably send positive signals to markets. This likely helps solve the confrontational 

selection problem caused by the asymmetrical information between players inside and 

outside the firm. Second, sukuk issuance is capable of reducing the moral hazard 

behavior and agency costs occasioned by conflicts of interest between shareholders 

and managers. Nagano (2010) found that issuance of sukuk improves the stock returns 
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of the issuers and the total factor productivity, and this empirical finding recommends 

that preference is given to Islamic bond issuance due to this exclusive benefit that 

standard external finance is unable to provide. Stock market is more developed than 

sukuk market in GCC countries, and then compete with sukuk, and thus might deprive 

sukuk of market share and hinder their development. 

 

4.5.3.9 Political risk 

Table 4.18 shows a negatively significant association between the score of the 

political risk and sukuk market development (SMD), with t-value (t = -2.26, p<0.05). 

Thus, H9 is supported. Consistent with asymmetric information hypothesis, the results 

indicate that political risk has a positive role to sukuk market development, suggesting 

that the political risk causes uncertainty that originates from trying to predict the 

political decisions and volatility in macroeconomic indicators. A higher level of 

uncertainty could cause the information asymmetry problems to rise and increase 

adverse selection and moral hazard in the financial market, which in turn, leads to 

great swings in an investment and financing decisions, and hinders the foreign 

investments in the country. 

 

Nagano (2017) found that when firms face a high level of information asymmetry, 

that situation favours the issuance of sukuk as compared to equity and debt issuance. 

This is because the issuance of equity demands a low level of information asymmetry, 

and firms with high asymmetric information proceed towards the sukuk market as a 

result. Also, he found that the firm gives preference to sukuk compared to the 

issuance of conventional debt as the firm exposes to higher information asymmetry to 

proceed towards the conventional debt market. Firms with greater information 
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asymmetry likely issue sukuk rather than bond because sukuk lead to a less efficient 

monitoring of shareholders and management (Klein and Weill, 2016). This is one of 

the factors for the fast development of sukuk market in comparison with the 

conventional debt market. 

 

Consequently, sukuk are an appropriate investment and a financing tool as they 

overcome information asymmetry problems, because in the worst case, they have 

assets which contain sukuk structures. Klein and Weill (2016) found that moral 

hazard and adverse selection increase the likelihood for a corporation to move to 

sukuk market, and adverse selection mechanism can direct risky and corporations 

with poor profit to invade the sukuk market. Furthermore, instable political 

environment raises the anticipated costs of servicing debt, and therefore decreases the 

average maturity of the debt (Guscina, 2008). Also, Roubini (1991) found that a rise 

in the level of political instability seems to lead to larger budget deficits. Therefore, an 

increase in the political risk leads to greater budget deficits and increases the credit 

risk and the expected costs of debt and equity, thereby expanding the sukuk market to 

finance these deficits.  

 

Moreover, Percy (2015) stated that the recent economic and political shocks in 

formerly stable markets have altered the dynamics for retail investors, demonstrating 

that better ethics can ensue smart investing. Definitely, a shift in the Western 

investor‘s view to Islamic finance is only one minor indication of future prospects of 

Shariah compliant funds for investors. Credit guarantees are attaining traction in 

Islamic finance, supporting a broader range of corporations to tap the market for 

Shariah compliant debt, which remains stubbornly dependent on sovereign and quasi-
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sovereign issuers. Demand is also rising for guarantees in markets, where credit and 

political risks pose a great challenge. Ratings agencies downgrade sovereign ratings 

for countries with a high political risk. According to the standard and poor credit 

analyst, events such as the worsening relationships between Saudi Arabia and Iran 

playing out in Bahrain, Iraq, Lebanon, Qatar, Syria, and Yemen, corruption 

allegations against ministers and prominent business figures in Saudi Arabia, and the 

continuing trade restriction of Qatar, cause rating downgrades. This rating downgrade 

also forces some GCC countries to diversify funding sources and widen their sukuk 

market. 

 

Akkaş (2017) states that since the Arab Spring, particularly GCC countries have 

attempted to invest in Islamic finance through state investment, such as their own 

sovereign wealth fund, in order to develop their domestic economies. Thus, in Arab 

countries, changes followed by the ―Arab Spring‖ encouraged governments to think 

about new economic opportunities. Ernst and Young (2015) stated that in 2013, 

Islamic financing represents approximately half of the market share in Saudi Arabia 

and Kuwait and almost a quarter in Bahrain, Qatar, and the United Arab Emirates. 

Therefore, the numbers suggest that the Arab Spring did not have a negative impact 

on sukuk issuance. This result is inconsistent with the impact of political risk on stock 

and bond market, which indicates that sukuk differ in terms of the conventional bond 

and the impact of political risk on them. 

 

4.5.4 Panel Unit Root Test Results 

Distinguishing between long run and short run relationship among the variables is a 

task that the prior techniques are unable to achieve. Fortunately, with the recent 
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development of panel cointegration methods, such difficulty can be easily overcome. 

In this direction, the study employed two different stationarity tests, namely, Levin-

Lin-Chu (LLC) (2002) and Im, Pesaran and Shin (IPS) (2003) unit root tests to 

analyze the stationary properties of our considered variables, which are reported in 

Table 4.19. 

 

Table 4.19 
Results of Panel unit root tests 
Variables Level First differences 
 LLC     IPS      LLC     IPS 

SMD -3.88081*** -2.82740*** -8.77546*** -6.80646*** 

LnGDP -2.80684*** -1.63847** -5.17697*** -2.98471*** 

SR -0.55145 -1.46872* -5.34405*** -4.34166*** 

EXR -4.02402*** -3.90787*** -10.9903*** -9.05676*** 

INF -2.27801** -1.64014** -8.05422*** -5.58777*** 

OP -1.05190 -0.94210 -5.35223*** -5.46216*** 

TO  -1.59651* -1.63005* -5.75943*** -5.07581*** 

BSS  1.39256 2.54343 -4.45176*** -3.30928*** 

SMC  -2.11167** -1.61124* -5.31621*** -3.80738*** 

PR  -0.16898 0.48204 -7.11057***  -5.35677*** 
* The lag selections are based on SIC with Newey-West bandwidth selection using Bartlett kernel. 
*The maximum lags are automatically selected by EVIEWS. *The alternative hypothesis in LLC and 
IPS is no unit root. *, **, *** Imply stationarity at 10%, 5%, and 1% level of significance, respectively. 
 

The Levin et al. (2002) test is simply the augmented Dickey Fuller tests for unit roots, 

with the assumption that there is a common unit root process across cross-sections. 

Besides, the IPS test considers the unobserved heterogeneity among the cross sections 

and also eliminates the issues of serial correlation. The IPS unit root test has the best 

properties to judge the problem of a unit root in the small sample. The desirable 

results for unit root test include that the variables should be non-stationary at the level 

and become stationary at the first difference. Therefore, the study proceeds with the 
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results of the panel unit root test, which are reported in Table 4.19. First, this study 

employed these tests on the level of each variable and then applied to the first 

difference. Overall, by LLC and IPS stationarity tests, all the variables become 

stationarity at first difference at 1 percent significance level, even after going through 

all the stationarity tests. Therefore, the study progresses with the panel cointegration 

tests.  

 

4.5.5 Panel Cointegration Test results 

The panel cointegration tests point to the existence of a long run relationship among 

the variables. After having the confirmation from unit root test that our variables have 

a stationary properties of first differences which is the requirement to perform panel 

cointegration techniques, this study applied two methods of panel cointegration i.e. 

Pedroni cointegration (1999) and Kao cointegration (1999) to analyze the long run 

relationship among macroeconomic, financial, political variables and sukuk market 

development in GCC countries.  

 

The pedroni cointegration based on a seven statistical value. However, the short 

sample size is a disadvantage in this direction. Hence, the number of variables must 

be reduced to be utilised in the Pedroni cointegration technique, which are sensitive to 

degree of freedoms. Therefore, the six macroeconomic factors were introduced firstly 

with the sukuk market development, and then the two financial variables, and finally 

the political risk was introduced. Besides, the Kao cointegration method follows the 

same basic approached as used in the Pedroni cointegration, but also controls the 

issues of cross-section specific intercepts and homogenous coefficients. Concerning 

Kao cointegration, the nine variables were tested together with the sukuk market 

development. The results of Pedroni and Kao cointegration are reported in Table 4.20. 
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Table 4.20 
Results of Kao and Pedroni Panel cointegration tests 
 Estimates  Statistic Prob. 
Kao cointegration   -3.210663*** 0.0007 
 Pedroni test                                SMD = f (LNGDPpc+ SR+ EXR + CPI + OP + TO) 
Alternative hypothesis: common AR Coefficient.    Panel Statistic (Within dimension) 
Panel v-Statistic   -1.267112 0.8974 

Panel rho-Statistic   2.146648 0.9841 

Panel PP-Statistic   -1.697669 0.0448 

Panel ADF-Statistic   -1.585627 0.0564 

Alternative Hypothesis: Individual AR Coefficient.  Group Statistic (Between dimension) 
Group rho-Statistic   3.617407 0.9999 

Group PP-Statistic   -6.940521 0.0000 

Group ADF-Statistic   -3.823852 0.0001 

                                                   SMD = f (BSS+ SMC) 
Alternative hypothesis: common AR Coefficient.    Panel Statistic (Within dimension) 
Panel v-Statistic   1.311424 0.0949 

Panel rho-Statistic   -0.730025 0.2327 

Panel PP-Statistic   -1.249063 0.1058 

Panel ADF-Statistic   -1.870575 0.0307 

Alternative Hypothesis: Individual AR Coefficient.  Group Statistic (Between dimension) 
Group rho-Statistic   0.473752 0.6822 

Group PP-Statistic   -2.751952 0.0030 

Group ADF-Statistic   -3.336871 0.0004 

                                                  SMD = f (PR) 
Alternative hypothesis: common AR Coefficient.    Panel Statistic (Within dimension) 
Panel v-Statistic   3.607709 0.0002 

Panel rho-Statistic   -2.680704 0.0037 

Panel PP-Statistic   -3.684320 0.0001 

Panel ADF-Statistic   -3.824001 0.0001 

Alternative Hypothesis: Individual AR Coefficient.  Group Statistic (Between dimension) 
Group rho-Statistic   -1.173839 0.1202 

Group PP-Statistic   -4.333615 0.0000 

Group ADF-Statistic   -3.994890 0.0000 

*For both tests, the lag selections are based on SIC with Newey-West bandwidth selection using 
Bartlett kernel. Automatic maximum lag selection by SIC for Kao test is 1, while it is 0 for Pedroni 
test. We assume that there is no deterministic trend for the two tests.  The null hypothesis is that there 
is no cointegration. 
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Evidently, from Table 4.20, by Kao (1999) test, the null hypothesis is rejected. 

Besides, most of the seven Pedroni (1999) tests reject the null of no cointegration at 1 

and 5 percent significance level. Therefore, the study concludes that long run 

relationships exist among the variables. 

 

4.6 Fully Modified OLS (FMOLS) Results 

In view of the small sample size and the first order integrated properties of our data, 

this study employed the Fully Modified OLS (FMOLS) of Phillips and Hansen (1990) 

to investigate the macroeconomic, financial, and political determinants of sukuk 

market development in GCC countries at individual country level. FMOLS provides 

estimates of the long-run parameters from static level regressions when variables are 

first order integrated. This estimator is super-consistent and it is shown to perform 

well in small samples.  

 

The FMOLS modifies the ordinary least square (OLS) to control the problems of 

serial correlation and endogeneity in the regressors that results from the existence of a 

cointegrating relationship. Kao (1999) and Pedroni (1999) argue that FMOLS panel 

technique takes into account the intercept and the endogeneity issue. The estimates 

are robust to endogenous regressors. It also removes omission variable bias, serial 

correlation of the regressors and homogeneity restriction on long run parameters. 

However, the results of FMOLS country-by-country are reported in Table 4.21. 
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Table 4.21 
Results of FMOLS Country-by-Country 
VARIABLES SMD 

Saudi 
SMD 

Emirates 
SMD 

Bahrain 
SMD 
Qatar 

SMD 
Kuwait 

 Coeff. Coeff. Coeff. Coeff. Coeff. 
lnGDP pc -0.004747 0.147260*** 0.206278* -0.033406** -0.009787*** 

SR -0.000185 -2.92E-05 -0.004710*** -0.000280 0.000163** 

EXR 0.031045 10.41045* -120.7940 -13.26398* -0.163708** 

INF 0.000227 -0.000189 0.003274 -0.000887 0.000165 

OP 0.000131*** 3.98E-05 0.000415** -0.000255* 4.18E-07 

TO 0.000148 -0.000775*** -0.000729* 0.001894*** -6.61E-05 

BSS 0.000272 0.001700*** -0.001628 0.000359 3.38E-05 

SMC -1.55E-05 -0.000408** -0.000124 -0.000218 5.64E-05** 

PR -0.001299* -0.008282*** 0.000249 -0.017873*** -0.000690*** 

      
Adjusted R-
squared 

0.386180 0.674918 0.110763 0.534487 0.499360 

Where: *, **, *** are p-value <0.10, 0.05, and 0.01, respectively. SMD= sukuk market development as 
a dependent variable, lnGDPpc= Natural logarithm of GDP per capita as a proxy for the stage of 
economic development, SR= savings rate, EXR= exchange rate, INF= inflation rate, OP= oil price, 
TO= trade openness, BSS= banking system size, SMC= stock market capitalization, PR= political risk 
index. 
 

Starting in Saudi Arabia, the results of FMOLS confirm that positive and significant 

influence of oil price on sukuk market development. Besides, political risk is 

positively related with sukuk market development (negatively relationship with score 

of political risk). The economic system in Saudi Arabia is based on the oil and gas 

sector, a higher oil price leads to decreasing the interest rate due to the transfer of 

wealth from oil- importers. As a result, the fixed interest rate instruments lose in terms 

of price, making corporates prefer sukuk issuance rather bond because most of sukuk 

issuances in Saudi Arabia are corporate sukuk. Concerning political risk, the 

worsening relations between Saudi Arabia and the interference of Iran in Bahrain, 

Iraq, Lebanon, Syria, and the war of Saudi Arabia on Yemen led to the rise of deficits 

in their budgets. Consequently, sukuk market has been widening to fill the deficit and 

raise funding. Consequently, it can be concluded that the relationship between oil 
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price, political risk, inflation, stock market capitalization and sukuk market 

development in Saudi Arabia are remain same and similar with the main results of 

panel GLS model. According to the adjusted R- squared the regressors explains about 

38.6 percent of the variation in sukuk market development. 

 

UAE is the leader in GCC region in terms of the value of issued sukuk. From the 

FMOLS estimation, it is observable that GDP per capita and political risk positively 

adds to sukuk market development in UAE. On the contrary, trade openness and stock 

market capitalization are shown to have a negative influence on sukuk market 

development. The negative impact of stock market capitalization on sukuk market 

development might be explained by the fact that UAE has two stock markets - the 

Dubai Financial Market and the Abu Dhabi Stock Exchange, and thus the level of 

debt financing firms inclines to be lower due to the broader supply of finance that 

reduces the cost of equity. In addition, Results suggest the positive and significant 

influence of banking system and exchange rate on sukuk market development. This 

indicates that the banks play key role in sukuk issuance in UAE. Sukuk are the only 

liquidity tool that is available for Islamic financial institutions when a need arises for 

liquidity, thus implying an increasing amount of issuance of sukuk by the Islamic 

financial institutions and the commercial banks, and thus positively contributes to the 

sukuk market development. According to the adjusted R- squared the regressors 

explains about 67.5 percent of the variation in sukuk market development. 

 

Besides, Bahrain is leading in term of the number of issues in GCC‘s sukuk market. 

Table 4.21 shows a positively significant association between GDP per capita, oil 

price and sukuk market development. Similar with the main panel results, the results 
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presented above provide evidence that savings rate has a negative impact on sukuk 

market development in Bahrain. In consistence to the result of UAE, results suggest 

the negative and significant influence of trade openness on sukuk market 

development. According to the adjusted R- squared the regressors explains about 11.1 

percent of the variation in sukuk market development. 

 

Sukuk issuance has seen growing demand in Qatar, and the net proceeds from sukuk 

issuance have been used for the country‘s general funding purposes, such as growing 

its oil and gas sector and funding various infrastructure investments. As shown in 

Table 4.21, the results of FMOLS for Qatar indicate that GDP per capita has a 

negative impact on sukuk market development, consistent with the result of Elkarim 

(2012). The reason behind this in low GDP period is that Qatar would raise finance 

from the domestic capital market for financing the development projects. 

Consequently, this has resulted in an increase in the issuance of sukuk directly 

because most of sukuk issuances in Qatar are government sukuk. Furthermore, Qatar 

often ranks as one of the richest countries in the world per capita and consequently, 

growth in GDP will lead to increase in the profits of firms, and thus corporations do 

not need to resort to sukuk market for financing.  

 

Besides, economy of Qatar is based on oil, and because most of sukuk issuances are 

government sukuk and concentrated in Qatar oil sector, oil price has a negative 

coefficient and significant, suggesting that lower oil prices lead to major revenue cut 

and ensuing stagnation in the economy, which in turn, lead to find an alternative 

financing source for finance the development process and infrastructure projects, and 

thus positively impacting sukuk issuances. However, the relationship between 
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exchange rate, trade openness, political risk, inflation, stock market capitalization and 

sukuk market development in Qatar are remain same and similar with the main panel 

results. According to the adjusted R- squared the regressors explains about 53.4 

percent of the variation in sukuk market development. 

 

Finally, the results of FMOLS for Kuwait in Table 4.21 show that the political risk is 

significantly positive associated to sukuk market development. Also, results suggest 

the negative and significant influence of exchange rate on sukuk market development 

in Kuwait. Moving to the financial variables, the results indicate that stock market 

capitalization has a significantly positive association with sukuk market development, 

and in line with the results of Smaoui et al.  (2017) who found that sukuk and stock 

market are complement. Similarity with Qatar, results indicate that GDP per capita 

has a negative impact on sukuk market development. In contrary to the results of 

other countries, the results presented above provide evidence that savings rate has a 

positive impact on sukuk market development in Kuwait. This result is consistent 

with the trade- off theory and thereby indicates that corporations in Kuwait prefer 

external sources of financing which have more benefits, thereby choosing finance by 

sukuk because issuance of sukuk improves the stock returns of the issuers and total 

factor productivity (Nagano, 2010). According to the adjusted R- squared the 

regressors explains about 49.9 percent of the variation in sukuk market development. 

 

4.7 Panel Analysis Using FMOLS 

The results of FMOLS for the aggregate sample of 5 GCC countries are reported in 

Table 4.22. It is confirmed from the results of FMOLS that the coefficient of all focus 

variable are having the same sign and significance after applying FMOLS. Results 
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suggest the negative and significant influence of savings rate, exchange rate and 

banking system on sukuk market development. On the other hand, GDP per capita, oil 

price, trade openness and political risk have positive coefficients on sukuk market 

development. Results further reveal that inflation does not appear to have a strong 

effect on the development of sukuk market. In line with the result of GLS model, the 

result in Table 4.22 shows a positive and significant association between the stock 

market capitalization and sukuk market development, suggesting that sukuk and stock 

market are complement rather than substitutes. According to the adjusted R- squared 

the regressors explains about 58.5 percent of the variation in sukuk market 

development. 

 

Table 4.22 
Results of Panel FMOLS for Aggregate GC Countries 
VARIABLES SMD 

 Coeff. t-Statistic Prob. 
lnGDP pc 0.025077 17.97527 0.0000 

SR -0.001600 -15.74467 0.0000 
EXR -0.008268 -14.73441 0.0000 
INF 3.64E-05 0.164745 0.8696 
OP 0.000101 2.985884 0.0040 
TO 0.000317 11.64639 0.0000 
BSS -0.000837 -14.22612 0.0000 
SMC 0.000256 8.262770 0.0000 
PR -0.002408 -14.90633 0.0000 

Observations 75   
Number of ID 5   
Adj.R-squared 0.584530   

 

4.8 Summary of Result Discussion 

Based on the analyses made in the above sections, the findings show a significantly 

positive relationship between GDP per capita, as a proxy for the stage of economic 

development, and sukuk market development. Higher levels of income per capita 
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results in a higher demand for financing activities, and hence a higher need for sukuk 

securities occurs. This outcome is similar to the findings of Said and Grassa (2013) 

and Bhattacharyay (2013). In consonance with the pecking order theory, domestic 

savings appear to possess strong negative impact on sukuk market development and 

thereby indicates that companies can use their retain earning for further investments. 

In the absence of savings or retain earning, companies may resort to sukuk. This 

suggests that domestic savings are not directly related to investment in the GCC‘s 

sukuk market.  

 

Further, the two different proxies of macroeconomic stability produce same results. 

Exchange rate and inflation rate have negative impact on sukuk market development, 

but significant and insignificant entries, respectively. This result is consistent with 

Bhattacharyay (2013) who found a negative significant association between the 

exchange rate variability and bond market development. However, inflation rate turns 

out to have a negative but insignificant effect on sukuk market development. A 

similar finding was reported by Said and Grassa (2013) who found that inflation does 

not appear to have a strong effect on the development of sukuk market. The 

significant influence disappears which can be explained by the fact that Shariah-

compliant instruments are exposed to inflation, this exposure is less than the 

conventional bonds since inflation increases the market price of the underlying assets 

positively. 

 

Turning to oil price and trade openness, the results suggest a significantly positive 

association between oil price and trade openness with sukuk market development at 

10% and 1% significance level, respectively. The result of trade openness is 

consistent with the results of Smaoui et al.  (2017) and Said and Grassa (2013). 
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Moving to the financial variables, the results indicate that bank credit given by the 

banking sector to the private sector have negative significantly impact on sukuk 

market development. On the other hand, stock market capitalization has positive 

coefficient but insignificant in GLS model and significant in FMOLS model. 

However, the result for the banking system size is consistent with the results of 

Smaoui et al.  (2017) who found that sukuk and bank financing are substitutes among 

11 countries, but inconsistent with their results in term of stock market. This finding is 

also in line with the results of Adelegan and Radzewicz-bak (2009) and 

Bhattacharyay (2013), in term of banking system. 

 

Inconsistent with the negative impact of political risk on stock and bond markets, but 

consistent with asymmetric information hypothesis; the results indicate that a 

positively significant association between political risk and sukuk market 

development. Therefore, this imply that political risk have a positive role to sukuk 

market development, suggesting that political risk causes the uncertainty that comes 

from trying to predict political decisions and volatility in macroeconomic indicators. 

A higher level of uncertainty could cause information asymmetry problems to 

increase, adding to adverse selection and moral hazard in the financial market, which 

in turn, leads to great swings in investment and financing decisions. Nagano (2017) 

and Klein and Weill (2016) found that firms with a high degree of information 

asymmetry prefer sukuk to stock and bond issuance, because the latter requires a low 

degree of information asymmetry. 

 

4.9 Chapter Summary 

Chapter Four included the process of data analysis including and the final results of 

the empirical tests and the discussion. First, the descriptive statistics of the examined 
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variables were reviewed and further statistics of sukuk market in GCC countries were 

provided. Then, the diagnostic tests for detecting, multicollinearity, tests of normality, 

heteroscedasticity, and autocorrelation tests were reported. In addition, the panel data 

analysis procedures were conducted, starting with pooled OLS, random effect and 

fixed effect, and then choose the appropriate model by doing some tests such as 

Breusch-Pagan Lagrangian Multiplier (LM) test and Hausman test. Based on the data 

nature of this study, Generalized Least Square estimation was used. Further, results of 

panel unit root estimation and panel cointegration test prove that there is no problem 

of unit root in our considered variables and we can further use these variables for the 

long run estimations. Finally, for more details, the determinants of sukuk market 

development for each country were determined using FMOLS model. 

 

Finally, this chapter finalizes the empirical investigation and demonstrates new 

evidence regarding the effects of macroeconomic variables, namely stage of economic 

development, savings rate, inflation, exchange rate, oil price, and trade openness, 

financial factors (banking system size, stock market capitalization), and the political 

risk on sukuk market development. The empirical results of this study support the 

research hypotheses of the effect of the macroeconomic, financial, and political 

variables on sukuk market development. The stage of economic development, savings 

rate, exchange rate, oil price, trade openness, banking system size, and the political 

risk have a significant relationship with sukuk market development. Inflation and 

stock market capitalization were found to have a negative and positive relationship, 

but insignificant with sukuk market development.   
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CHAPTER FIVE 

CONCLUSION AND RECOMMENDATION 

 

5.1 Introduction 

This chapter presents overview, summary and conclusion of the thesis. In the 

overview section, the need, objectives, contribution, and sample size are briefly 

discussed. Discussion the implications and the limitations of the study as well as 

suggestions for future research are presented also in this chapter. This chapter also 

provides discussion in detail the findings and provides further insights into the impact 

of the macroeconomic and financial factors, and political risk on the sukuk market 

development.  

 

5.2 Overview of the Study 

Recently, the markets have observed the appearance and the fast growth of sukuk 

certificates. These instruments seem to offer governments and corporations not only 

an alternative financing source that is in line with Shariah rules but also a mechanism 

to avoid crises. However, the sukuk market has strived in the prior couple of years 

because of the uncertainty in the global economy which is the main reason behind the 

dearth of new players. Hence, this study investigated the macroeconomic and 

financial determinants of sukuk market development in GCC countries. Furthermore, 

based on the fact that the political risk plays a significant role in investment decision 

and creates volatility in macroeconomic indicators in the country, this study also 

examined the effect of the political risk on sukuk market. Therefore, this study aimed 

at analyzing the influence of macroeconomic and financial factors, and political risk 
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on the sukuk market development in GCC countries (Saudi Arabia, Emirates, Bahrain, 

Qatar, and Kuwait). 

 

The sukuk market itself is basically simple; it offers a platform to bring the different 

market players together with diverse requirements under the provisions of the Shariah 

law, the issuers who tend to raise long-term finance, the investors having funds and 

intention to invest the capital for some returns, the intermediaries who play the role of 

bridge among issuers and investors and also the infrastructures of market which is the 

method utilized by the market to carry out the performance and conduct the 

transactions settlement. A robust domestic sukuk market is an alternate debt financing 

source and can also assist to decrease the dependence on financing by banks, thus 

offering greater diversification of the financing sources across several asset classes. 

Hence, it is a source of stability, particularly during the financial turbulence periods. 

Having an efficient sukuk market could not only motivate additional investors and 

improve the economy of the country but also could be the foundation of the financial 

system of the country when there is a good maturity match among the short-term 

obligations of the country and long-term assets. 

 

This study has numerous contributions and significance. For example, this study 

contributes to empirical literature on the impact of macroeconomic, financial, and 

political determinants on sukuk market development in GCC region. Hence, this may 

serve as a guide on policy makers on how to manage the development of sukuk 

market in their respective countries. The previous studies have mostly focused on 

firms‘ characteristics determinants of sukuk issuances but gave a little consideration 

to the role of country‘ characteristics on sukuk market development in general, 
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particularly in GCC countries. Therefore, there is a need for further empirical 

investigation to identify the determinants of sukuk market development. In addition, 

the essence of the theory of asymmetric information is that it suggests that the 

information imbalance among buyers and sellers can direct to inefficient results in 

certain markets. Therefore, any uncertainty in the macroeconomic factors and political 

risk could cause information asymmetry problem, thus affecting negatively or 

positively the sukuk issuances. 

 

The main objective of the study is to determine the determinants of sukuk market 

development in the selected GCC countries as a panel and at individual country level. 

Previous studies found that both political and macroeconomic factors are important in 

the development of financial markets (both equity and debt). Besides, the high 

contribution of oil revenues in the national economy and facilitated finance 

investment in human capital and infrastructure makes the GCC countries the primary 

targets for exploring the relationship between the growth of their sukuk markets and 

oil prices. In this regard, GCC countries are typified by several characteristics such as 

GCC economics depend on oil exports, high ratio of domestic savings in these 

countries attributed to the oil revenues and the high rate of income. It is apparent that 

the macroeconomic performance would be influenced by the variation in the prices of 

oil. In other words, unstable oil revenues would have an effect on the economic 

growth rate via changes in the expenditures of the government, and thus affect sukuk 

market. Therefore, the more unique contribution of this study is to investigate the 

influencing role of oil price and savings rate on the development of sukuk market. 

 



199 
 

Besides, it is also observing that the political risk have a negative significant influence 

on conventional financial markets in both developing and developed countries. In this 

regard, GCC markets are very sensitive to the regional political event. Therefore, 

there is a need to identify the relationship between the political risk and sukuk market. 

So, another major contribution of this study is to examine the impact of political risk 

on sukuk market development. Additionally, the GCC region has one of the world‘s 

largest Islamic banking markets. Hence, the huge supply of savings and strong 

investment demand in GCC might do mostly through the local banking system, which 

makes the system entirely dependent on the banking system rather than sukuk market. 

Therefore, there is a need to identify the relationship between the financial factors 

(banks and stock market) and sukuk market development. To achieve the objectives 

of this study, panel data analysis was applied adopting principally the generalized 

least square (GLS) approach, which has been argued to be robust in small sample size, 

and to control the heteroscedasticity and autocorrelation problems. Fully modified 

ordinary least squares (FMOLS) was also used to investigate the determinants of 

sukuk market development for each country (individually), and to ensure the 

robustness of initial results. 

 

5.3 Summary of the Major Findings 

The current study investigated the macroeconomic, financial, and political 

determinants of sukuk market development in the selected GCC countries covering 

the period from 2001 to 2016. Panel data analysis was applied to achieve the 

objectives of this study adopting principally the generalized least square (GLS) 

approach, which has been argued to be robust in small sample size, and to control the 

heteroscedasticity and autocorrelation problems. The first objective of the study was 
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to explain the level of sukuk market development in the selected GCC countries. The 

second objective of the study was to examine the macroeconomic, financial, and 

political determinants of sukuk market development in the selected GCC countries. 

Finally, determining the impact of macroeconomic, financial, and political 

determinants on sukuk market development for each country of the selected GCC 

countries represented the third objective of the study. Based on the descriptive and 

panel data regression analyses, several important findings emerged. 

  

5.3.1 Findings of Objective One 

The first objective of the current study is to explain the level of sukuk market 

development in GCC countries. In general, based on descriptive analysis, it was found 

that the total level of GCC‘s sukuk market development is very small relative to GDP, 

which is less than 2% of GDP, with a maximum value of 12.7% in Bahrain. This is 

supported by the result of Grassa and Gazdar (2014) who stated that the sukuk market 

is generally a small share of capital market in the GCC countries, and thus it does not 

reach a threshold level that will enable them to contribute to the economic growth. 

 

Compared with other GCC countries, Bahrain issued sukuk annually during the study 

period, so it is considered the leading country in the number of sukuk issuances. 

Therefore, this country has the highest level of sukuk market development, which is 

about 5.8% of GDP. The level of sukuk market development in Qatar has reached 

1.1% of GDP, and thus it‘s ranking the second after Bahrain. In contrary, Kuwait was 

the least country in terms of sukuk issuing, where it has the lowest level of sukuk 

market development, which is about less than 1% of GDP. In term of sukuk issuances 

value, UAE considered the leading country, following by Saudi arabia. Besides, the 



201 
 

level of sukuk market development relative to GDP for United Arab Emirates and 

Saudi Arabia seems to be within the same level which is less than 1% (0.46% and 

0.45%, respectively). Generally, even though the GCC region is the second largest 

sukuk market following Malaysia, the findings of this study show that the level of 

sukuk market development in GCC countries is very small relative to their GDP. 

 

5.3.2 Findings of Objective Two 

The second objective of the study is to examine the macroeconomic, financial, and 

political determinants of sukuk market development in the selected GCC countries. 

Based on the panel data analyses using GLS regression, several important findings 

emerged. Concerning macroeconomic variables, it was found that the influence of 

GDP per capita, as a proxy for stage of economic development, oil price, and trade 

openness on sukuk market development is positive and significant. These results 

indicate that the increase in the level of developmental economy, oil price, and more 

trade openness leads to an increase in the level of sukuk market development. Higher 

levels of GDP per capita should result in a higher demand for financing activities, and 

a higher need for sukuk securities. Firms in high economic developed countries have 

less information asymmetry.  According to the trade-off theory, corporations prefer 

external sources of financing which have more benefits, thereby choosing to finance 

by sukuk because issuance of sukuk improves the stock returns of the issuers and the 

total factor productivity. This empirical finding recommends that preference is given 

to Islamic bond issuance due to this exclusive benefit that the standard external 

finance is unable to provide. The evidence of this argument is clearly explained in the 

relationship between stock market capitalization and sukuk market development, 

whereby there is a positive relationship between them. 
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Regarding oil price, a higher oil price leads to decrease the interest rate in GCC 

countries due to the transfer of wealth from oil-importers. As a result, the fixed 

interest rate instruments lose in terms of price, thus leading to the channeling of 

savings towards sukuk market rather than banks and bond. Also, in the same context, 

lower oil prices lead to major revenue cut and ensuing stagnation in the economy, 

which in turn, leads to reduce the development process and spending and 

infrastructure projects, thus negatively impacting the sukuk issuances. The positive 

relationship with trade openness suggests that corporations in open economies require 

more capital sources to remain in a competition. When there is a high degree of 

openness in the economy, it is more easy to approach external financing from the 

foreign investors. This will enhance the sukuk market‘s development. These findings 

are also supported by previous empirical evidence. 

 

In terms of the association between savings rate and sukuk market development, the 

study found that the domestic savings are not directly related to investment in the 

GCC‘s sukuk market. In consonance with the pecking order theory, domestic savings 

appear to possess strong negative impact on sukuk market development and thereby 

indicates that companies can use their retain earning for further investments. A 

negative association indicates that higher savings rate leads to higher financial 

intermediation by banks, thus affecting the sukuk market negatively. This result 

suggests that domestic savings in GCC countries are mostly channeled through the 

banking system and stock market, reflecting the greater ability of banks to fund 

themselves and also corporates through deposits in high-saving countries because the 

banking system in GCC countries is more developed than sukuk markets.  
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Furthermore, the study found that the macroeconomic stability is important for sukuk 

market development, where the exchange rate has a negative association with sukuk 

market development. In the case of a divergence among the unit of currency in which 

the assets in the sukuk pool are denominated and the currency of denomination in 

which the sukuk funds are accumulated, the sukuk investors are rendered to dollar rate 

risk. A high currency volatility creates uncertainty to the real value of sukuk and 

creates an impediment to sukuk market development. Sukuk trading has been listed in 

US dollar rate. Consequently, the change in the US dollar rate creates a change in 

sukuk return, which in turn, influences the volume of sukuk issuances. Concerning the 

inflation rate, this study failed to find any significant evidence to show that the 

inflation rate has a relationship with SMD. The significant influence disappeared 

which can be justified through the fact that sukuk are exposed to inflation but not as 

much as the conventional bonds, due to the fact that inflation increases the market 

price of the underlying assets positively. 

 

Concerning financial factors, the study found evidence that the negative association 

between banking system size and SMD indicates that banks and sukuk markets in 

GCC countries compete in providing an external finance to companies, and thus a 

dominant banking system hinders the development of sukuk market. Therefore, banks 

and sukuk market intermediation in GCC countries seem to be substitutes rather than 

complements. Economies where banks play a main role in offering a private credit 

issue have less sukuk. For example, Kuwait has the largest average of the amount of 

external resources channeled by the banking sector to private firms in GCC countries. 

Therefore, it is considered the smallest country in terms of sukuk issuances. In 

addition, banks have an incentive to keep long-term close associations with their 
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clients by providing attractive financial products and services. Such close associations 

reduce agency costs among lenders and borrowers and limit the requirement for 

alternative external financing including sukuk. Accordingly, bigger is the bank‘s role 

in economy, the lower is the issuance of sukuk.  

 

Besides, this study failed also to find any significant evidence to show that the stock 

market capitalization has a relationship with sukuk market development. Sukuk 

issuance could probably send positive signals to stock market which likely helps solve 

the confrontational selection problem caused by asymmetrical information between 

players inside and outside the firm. Also, sukuk issuance is capable of reducing the 

moral hazard behavior and agency costs occasioned by conflicts of interest between 

shareholders and managers, and thus firms prefer financing by sukuk to tackle these 

problems, and improve the returns of their stock. In addition, the high demand for 

Shariah-compliant financial instruments by Islamic financial institutions (IFIs) makes 

it easier for firms to raise funds through sukuk, including firms that are weak 

financially. However, well-developed stock markets can deprive sukuk of market 

share and compete with sukuk and hinder their development, where well-developed 

stock markets decrease information asymmetry, improve corporate governance, and 

lower the cost of external equity and debt issuance cost, and this might make the 

significant influence disappear. 

 

Finally, this study aims also to investigate the effect associated with political risk on 

GCC‘s sukuk market development. Concerning the political risk, the study found a 

positively significant association between the political risk and sukuk market 

development (SMD). Consistent with asymmetric information theory, the results 
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indicate that political risk has a positive role to sukuk market development. This 

finding indicates that the political risk causes the uncertainty that originates from 

trying to predict the political decisions and volatility in macroeconomic indicators, 

which in turn, leads the information asymmetry problems to rise. Consequently, sukuk 

are an appropriate investment and a financing tool as they overcome information 

asymmetry problems and are more safe because in the worst case, they have assets 

which contain sukuk structures. In the case of high information asymmetry, firms give 

preference to the issuance of sukuk as compared to equity and debt issuance since the 

issuance of equity and conventional debt demands a low level of information 

asymmetry, and firms with high asymmetric information proceed towards sukuk 

market. Furthermore, firms with greater information asymmetry are more likely to 

issue sukuk rather than bonds because sukuk lead to efficient monitoring of 

shareholders and management less than bond. 

 

Besides, ratings agencies downgrades sovereign ratings for countries with a high 

political risk. In this context, events such as the worsening relations between Saudi 

Arabia and the interference of Iran in Bahrain, Iraq, Lebanon, Qatar, Syria, and 

Yemen, corruption allegation against ministers and famous business figures in Saudi 

Arabia, and the ongoing trade embargo of Qatar, which resulted in the rating 

downgrades. This rating downgrade also forces some GCC countries to diversify 

funding sources and widen their sukuk market. Also, these events and the war of the 

GCC countries in Yemen led to the rise of deficits in their budgets. Consequently, 

sukuk market has been widening to fill the deficit and raise funding. In the same 

context, an increase in the degree of political instability appears to lead to greater 

budget deficits. Therefore, an increase in the political risk leads to greater budget 
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deficits and increases the credit risk, thus increasing the expected costs of debt and 

equity and expanding the sukuk market. 

 

5.3.3 Findings of Objective Three 

Finally, the third objective of the study is to investigate the impact of macroeconomic, 

financial, and political determinants on sukuk market development in the selected 

GCC countries at individual country level. Based on the FMOLS regression analyses, 

it was found that evidence abound for positive contribution of political risk on sukuk 

market development in all the selected GCC countries, except Bahrain (insignificant 

relationship). The impact of oil price on sukuk market development is generally 

positive and significantly in Saudi Arabia and Bahrain, but the exception is Qatar, 

which indicates that negative relationship due to the fact that most of issuances are 

government sukuk and concentrated in Qatar oil sector. 

 

In contrary to the results of other countries, the results provided evidence that savings 

rate has a positive impact on sukuk market development in Kuwait. This result is 

consistent with the trade- off theory and thereby indicates that corporations in Kuwait 

prefer external sources of financing which have more benefits, thereby choosing 

finance by sukuk. The impact of exchange rate on sukuk market development is 

generally negative except for Emirates. Besides, evidences on Emirates, confirmed 

that a positive impact of banking system on sukuk market indicate that bank system 

play key role in the issuances of sukuk in UAE, suggesting that sukuk and bank 

financing are complements rather than substitutes. In contrary, a negative impact of 

stock market on sukuk market development indicates that sukuk and stock market are 

substitutes. This might be explained by the fact that UAE has two stock markets - the 
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Dubai Financial Market and the Abu Dhabi Stock Exchange, and thus the level of 

debt financing firms by sukuk inclines to be lower due to the broader supply of 

finance that reduces the cost of equity. 

 

The impact of GDP per capita on sukuk market development is positive in UAE and 

Bahrain, but the exceptions are Qatar and Kuwait, which indicates negative 

relationship. Following pecking order theory, the negative impact of GDP in Qatar 

and Kuwait suggests that the boost in economy and consequently, growth in GDP lead 

to increase in the profits of firms, which in turn makes firms prefer internal sources of 

financing rather than sukuk. Furthermore, a negative impact of trade openness on 

sukuk market development in UAE and Bahrain. Finally, it was found that inflation 

does not appear to have a strong effect on the development of sukuk market in all the 

selected GCC countries. 

 

5.4 Implications of the Study 

The current study has some theoretical and practical implications which are discussed 

in the following sub-sections. 

 

5.4.1 Theoretical Implications 

This study was conducted in a unique setting, mainly the emerging markets, 

represented by the GCC countries. Only a few studies have taken into consideration 

the influence of country's specific factors on sukuk market. Although several studies 

have addressed the factors of the stock/bond market development using several 

theories, most related studies on sukuk have focused on firm‘s specific variables that 

affect the choice decisions of bond or sukuk issuance using traditional theories of 
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capital structure and asymmetry information theory. Therefore, the first theoretical 

implication of this study is enriching the literature by adding to the understanding the 

effect of country‘s specific factors on sukuk market, which has a different 

environment from conventional markets, through asymmetric information theory and 

capital structure theories. 

 

Further, it is clear that there is a scarcity of literature on sukuk markets at the country 

level, particularly in the context of the GCC's sukuk market. Therefore, the second 

contribution of the study to Islamic financial literature is the provision of empirical 

analysis that deals with the query of whether or not the country‘s specific factors 

affect the sukuk market development in GCC countries. Hence, the present study 

contributed to literature by examining the determinants of sukuk market development 

in the GCC markets by means of testing several extant hypotheses linked with the 

sukuk market determinants. The study entails that the macroeconomic and financial 

factors influence the sukuk market development. This is followed by the significant 

influence of political risk on sukuk market development. 

 

Third, the study provides an examination of savings rate role on the sukuk market in 

GCC countries where there is a high ratio of domestic savings in these countries 

attributed to the oil revenues and the high rate of income. The significant results 

provide support to the pecking order theory, that companies can use their retain 

earning for further investments. In the absence of savings or retain earning, companies 

may resort to sukuk. This suggests that domestic savings are not directly related to 

investment in the GCC‘s sukuk market. Also, the significant results provide support to 

the explanation that the higher revenues of oil export encourage the development of 
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sukuk market in GCC countries. Thus, a higher oil price leads to increase the cost of 

finance equity and debt and increases the financing by sukuk issuance.  

 

Fourth, banking system plays an important role in the sukuk financing choice of 

corporations, where the GCC region has one of the world‘s largest Islamic banking 

markets. As banking activity increases, preference of corporations for sukuk 

decreases. Therefore, the significant results provided support for the asymmetric 

information theory, that a high developed-banking sector leads to decrease in the level 

of information asymmetry. This implies a lot of borrowers and more reliance on 

banks, and thus low reliance on sukuk as financing tools. In contrast, when the stock 

market is developed, the financing by sukuk tends to be lower because the broader 

supply of funds decreases the cost of equity. As stock market activity increases, 

preference of corporations for equity over sukuk also increases due to low asymmetric 

information. But consistent with trade-off theory, corporations will prefer external 

sources of financing which have more benefits, thereby choosing finance by sukuk 

because issuance of sukuk improves the stock returns of the issuers and total factor 

productivity. This might make the significant influence of stock market disappear in 

our results. 

 

Lastly, this study extends previous studies by examining the political risk and its 

effect on GCC sukuk market development where the markets are very sensitive to the 

regional political event in these countries. The significant results provided support for 

the asymmetric information theory, that the political risk causes the uncertainty that 

comes from trying to predict the political decisions and volatility in macroeconomic 

indicators, which in turn, leads the information asymmetry problems to rise. 



210 
 

Consequently, sukuk are an appropriate investment and a financing tool as they 

overcome information asymmetry problems because in the worst case, they have 

assets which contain sukuk structures. Furthermore, increasing the political risk leads 

to greater budget deficits and increases the credit risk, thus increasing the expected 

costs of debt and equity and expands the sukuk market to finance these deficits. 

 

5.4.2 Practical and Policy Implications 

A number of factors have been identified to have a significant influence on sukuk 

market development in GCC countries. Consequently, the results of the current study 

could be of a potential interest to policymakers, governments, regulators, investors, 

and researchers, especially concerning the issues related to sukuk market.  

 

The findings of this study provide knowledge for external investors to recognize the 

macroeconomic factors and the political risk that affect sukuk market development in 

GCC to guide their investment decisions. In other words, the findings of this study 

can be used as a guideline for the investors in achieving the capital investment. This 

support for the appropriate decision to invest in sukuk is based on the significant 

variables, such as exchange rate, GDP per capita, inflation, oil price, trade openness, 

and political risk by properly analyzing the economic conditions of the countries that 

have intentions to invest in as sukuk may have changing performances because of the 

economy of the country. Furthermore, the results show that sukuk are not affected by 

the inflation rate and the political risk like stock and bond. Thus, sukuk are considered 

appropriate and more safe for investors to avoid the negative effects of inflation and 

political risk. 
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Besides, the findings of the current study might be useful to policymakers in sukuk 

market. This will provide some information for managers and issuers on the reaction 

of sukuk market to macroeconomic factors and political risk changes, especially in 

GCC's sukuk market. In addition, the study may also offer insights at the policy level 

through the formulation and implementation of suitable monetary and fiscal policies 

that could assist in the financial market‘s stability by focusing on the macroeconomic 

and financial variables that effect sukuk issuance. The results of this study will also 

encourage sukuk market and aid to mitigate different factors of macroeconomic, 

financial, and political risk involved in sukuk market. 

 

In Islamic economics, the main functions of the central bank are to maintain price 

stability and prosperity of the whole humanity. Therefore, the role of the central bank 

should conduct its monetary operations by using sukuk that need to be free from 

interest, links with the business sector activities and give a value added into the 

economy. To understand the impact of the monetary policy on sukuk issuances, a 

common consensus among the authors was that the changes in the monetary policy‘s 

variables may affect the size of the sukuk market.  

 

Based on the monetary point of view, firms keeping or refraining from holding money 

relied on their response to the changes to the monetary policy instruments, such as the 

changes in the interest rate or changes in the inflation rate and exchange rate through 

expansionary policy by issuance of new banknotes. For example, with a continued 

decline in the interest rates, the bank‘s deposits were affected by a reduction, as the 

agents did not trust the capacity of banks in preventing their own deposits from the 

fluctuating risk of interest rates. This may push most of domestic savings to sukuk 
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market rather than banks. Also, firms and banks will prefer financing their projects by 

sukuk issuance instead of bond due to the decrease in the interest rate. Furthermore, 

the huge supply of savings and strong investment demand in GCC might be 

completed majorly by the local banking system, which makes the system entirely 

dependent on the banking system rather than sukuk market. Therefore, a well-

developed sukuk market can provide GCC countries with alternative financing 

sources, and concurrently enhances the financial resilience of the region by balancing 

the high reliance on the banking sector. It could be recommended that policymakers 

should develop strategies for connecting and integrating the banking sectors and 

sukuk market in order to encourage the development of sukuk market via creating the 

scale economy and an essential financial market infrastructure. 

 

Based on a fiscal point of view, it is known that the government budgets in the 

economies of the GCC, which relied heavily on the monetary receipts of the crude oil, 

may no longer cover the general public services over time. In this context, this may 

provide a sign to the GCC governments to consider sukuk issuances in their fiscal 

policies. Interestingly, this study expanded our understanding of the association 

between oil prices and sukuk market development in GCC countries. Since GCC 

countries are key oil-exporting markets, their sukuk markets are expected to be 

vulnerable to oil price. Therefore, the impact of oil price on GCC's sukuk market 

should be of interest to regulators, researchers and market participants. In spite of the 

positive influence of oil price on sukuk market development, it is widely 

recommended that GCC‘s governments should do diversification of their economies 

by viewing sukuk as an alternative financing source to cope with their budget deficit. 

When the price of oil decreases, it reduces their dependence on oil since sukuk have 
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advantages in comparison with the conventional bond. In addition, governments 

should focus on increasing the productive investment, particularly in infrastructure 

projects through sukuk markets. 

 

Besides, savings rate has been identified as an important cause for this result. In this 

context, firms having numerous growth opportunities find it easy to get finance from 

the sukuk market due to factors, like the government tax incentives, faster fund-

raising processes and competitive rates. For example, if the issuer chooses issuance of 

bonds rather than sukuk, the potential subscribers/investors are small and accessible to 

only non-Islamic funds. On the other hand, if the issuer decides to issue sukuk 

instead, it expands the pool of potential investors, which comprises everyone in the 

market. Also, the main factor that plays a major role in domestic savings is the 

interest rate; a rise in the interest rates creates more attraction in saving, and savings 

should be encouraged. In contrary, the low-interest rate may boost other forms of 

saving and investment, and a higher demand for sukuk because these are a good way 

to make use of savings due to a lower real interest rate. Therefore, government 

regulators and policymakers should consider these issues periodically. 

 

The economic fluctuation in the world impacts the exchange rate which is a reason of 

the currency risk in sukuk. To mitigate such a risk, it is suggested that sukuk issuance 

should be carried out in domestic currency. According to this study, it can be 

suggested that up to a maximum extent, issuance of sukuk should be done in a 

commonly Gulf- maintained currency due to the dominance of Gulf countries in 

sukuk market. This is possible since Gulf countries are well-balanced and wealthy 

countries. In addition, these countries are Islamic that are based on Shariah principles 
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that are easy to implement sukuk concepts for avoiding the currency risk. Therefore, 

in order to grow well-established domestic and regional sukuk markets, GCC's 

economies need to decrease the variation in the exchange rate within and across 

economies through the adoption of more flexible market-oriented exchange rate 

regime and management.  

 

Furthermore, other implications for the policy makers and firms are that they should 

identify that sukuk issuance could probably send positive signals to markets. In other 

words, issuance of sukuk contributes to an increase in the issuer‘s stock returns and 

total factor productivity. Therefore, it could be recommended that firms should 

include sukuk in their financing structures for facilitating sukuk expansion and 

benefiting from the advantages of financing through sukuk issuance. Another major 

finding of this study is the political risk as a factor which influences GCC‘s sukuk 

market development. The findings of this study will help the investors and creditors 

identify that their interests will be protected from political risk with a high investment 

in sukuk market rather than conventional markets. The findings of this study also 

offer the government a sign that financing by sukuk issuance plays an effective role in 

enhancing budget and solving the problem of downgrades of ratings caused by 

increasing the political risk. 

 

Generally, even though the GCC region is the second largest sukuk market following 

Malaysia, the findings of this study show that the level of sukuk market development 

in GCC countries is very small, which is less than 2% of GDP. It could be 

recommended that the governments of GCC countries should benefit from the 

Malaysian experience in sukuk market through, first, expanding and developing the 
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government sukuk issuances in order to assist the domestic sukuk market 

development as a whole, specifically, the role of the government concerning financing 

the budget through mobilization of resource and utilizing domestic sukuk. Second, the 

Malaysian experience provides numerous incentives of taxation, required ratings, and 

exemptions in many layers and processes for both investors and issuers in order to 

encourage issuers and underwriters to enter the market and enhance client and 

underwriter‘s confidence. Further, it could be recommended that the macroeconomic 

factors cover the stage of economic development, savings rate, exchange rate, oil 

price and trade openness. The financial market factors embrace the banking system 

size and stock market development. Therefore, the political risk should focus on 

understanding the behavior of sukuk market. 

 

5.5 Limitations 

Regardless of the modest effort of the study to examine the influence of 

macroeconomic, financial and political determinants on sukuk market development, 

the study has some limitations. First, although there are different factors that might 

affect the sukuk market, very few factors from three categories such as 

macroeconomic factors, financial factors and political risk have been considered. As 

indicated in the theoretical framework, these factors are widely utilized in the bond 

market, which are appropriate for sukuk market, too. Further, there is a boom in the 

GCC countries. Due to these reasons, these factors are more valid and applicable 

compared to other factors. 

 

Secondly, this study covered only a period from 2001 to 2016. Even though issuing 

sukuk started in 1996, this limitation could not be overcome because 2001 is the first 
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stage of the beginning of sukuk issuances in GCC region, and 2016 is the last year for 

the collection of data. 

 

Finally, this study adopted several approaches. One is region-wide approach that is 

based on only six countries, namely UAE, Bahrain, Saudi Arabia, Kuwait, Qatar and 

Oman. These countries are in the same region and they are similar in cultures, 

economies and government policies. Also, they are the dominant countries in sukuk 

market following Malaysia. Therefore, the findings may not be generalized on all 

sukuk markets. 

 

Nevertheless, although the above limitations highlight scope for improvement in 

future sukuk market studies, it should not detract from the value of this research. As 

this research follows a rigorous process and achieves its objectives, the usefulness of 

this research is undeniable. 

 

5.6 Recommendations for Future Research 

This study focused on the relation of macroeconomic, financial and political risk with 

the sukuk market development. More specifically, this study examines nine 

independent variables in relation to sukuk market development. Therefore, future 

studies could include more macroeconomic and financial variables that are probably 

affecting sukuk market development and expected to be determinants of sukuk market 

growth. In addition, future studies may use the impact of economic size, government 

spending, money supply and sukuk return on sukuk market development. Since the 

banking sector in GCC countries is more developed than the financial market, further 
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studies are recommended on whether or not the Islamic banks play a key role in sukuk 

issuance. 

 

Second, since the samples used in this study involved only the GCC countries, in 

future, more samples could be included. The test of the hypotheses could also be 

extended to others sukuk market in the world to compare the obtained results with the 

results of this study in order to provide evidence concerning the roles of cultures, 

economies, and government policies. Furthermore, it could be suggested that an in-

depth exploration of the determinants of GCC‘s sukuk market should be conduct to 

obtain a deeper understanding of new variables through interviewing managers of 

firms and financial institutions managers and include these variables in an empirical 

study. 

 

5.7 Conclusion 

The current study examined the macroeconomic, financial, and political determinants 

of sukuk market development in the selected GCC countries over the period 2001-

2016. Generally, this study suggested that focusing on these determinants is 

significant in order to develop the GCC's sukuk market. Hence, this study provides 

evidence that savings rate, exchange rate, and the banking system size are significant 

factors of sukuk market development in GCC countries. The study also shows that 

GDP per capita as a proxy for the stage of economic development, oil price, and trade 

openness can directly improve the development of sukuk market. Furthermore, the 

study finds evidence that the political risk has a significant influence on sukuk market. 
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Besides, well-established sukuk markets can offer GCC countries alternative 

financing sources, and simultaneously enhance the financial resilience of the region 

by balancing the high reliance on the oil exports and the sector of banking. GCC 

countries also need to use their large savings and international reserve for coping with 

the huge requirements of productive investment in the region, especially in 

infrastructure via development of sukuk markets. The local and regional capital can 

be channelized for infrastructure projects of long-term nature and other productive 

investment via sukuk markets. Strengthening, integrating and deepening local sukuk 

markets, especially in local currencies, can take a significant effect for the 

mobilization of the desired funds for enhancing Gulf connectivity. Further, GCC 

countries should work hard to establish their economies and follow steady 

macroeconomic policies to attract investors and hold sukuk securities. 
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