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Islamic Investment vs Unrestricted Investment: An Unlevel Playing Field?

Mohd Rahimie Abd Karim”*

1. Introduction

Why do people invest? Indeed, when the current disposable income is committed into
certain investment instrument, one would naturally expect that such sacrifices would yield
greater return in future. Notwithstanding however, there are various reasons for people to
invest hence return is merely one of the many objectives of investment. More often than
not, investment motives that goes beyond return and risk consideration would likely involve
trade-off between potential return and the need to uphold the social, ethical, religious or other
socially responsible investment (SRI) causes.

This study attempts to investigate the impact of imposing religious criterion on
investment performance based on analysis on hypothetical portfolios comprising entirely of
Malaysian listed companies’ equities. The study is motivated by the tremendous growth of
the Islamic finance and banking industry in the global market, in general, and in Malaysia,
in particular. Despite the success however, there is a concern that the Shariah restrictions on
securities selection would render Islamic-based portfolio becoming sub-optimal and hence,

unable to compete with conventional or market portfolios.

II. Objectives of the Study

The primary objective of the study is to determine the characteristics of Islamic-based
investment portfolio and to examine whether the religious-based portfolio has unique return
and risk characteristics as compared to conventional portfolio. The concern arises as the cost-
of-discipleship hypothesis (see Mueller, 1994; Schwab, 1996) implies that investing with
socially-related consciousness may compromise potential return since various restrictions
imposed by socially-oriented portfolio in keeping with its pre-stated social objectives
would effectively restrict the universe of assets available for selection by the portfolio.
Consequently, it would be rather difficult for socially-oriented portfolio to maximise the
benefit of diversification or to become a mean-variance efficient portfolio amidst the social
constraints.

In Malaysia, the number of Shariah-approved stocks listed on Bursa Malaysia Berhad,
the country’s official stock exchange, far outnumbered the non Shariah-approved stocks at a

ratio of 6-to-1. Table 2.1 shows that 85 percent of the total companies listed on the Malaysian
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stock exchange are Shariah-compliant. With exception of Mining, Hotels and Closed-end
Fund sectors, halal securities can be found in almost every industry including the Finance
sector. Hence, despite the Shariah restrictions, the Malaysian stock market still offers
considerable options of investable securities for Islamic-based portfolio.

With such a vast selection of securities, the Malaysian stock market provides an
appropriate avenue for testing the cost-of-discipleship hypothesis to determine the impact
of religious screening towards future return. Since there are numerous Shariah-approved
stocks available, an Islamic-based portfolio in Malaysia is arguably not lacking the potential
securities and should be able to find alternative securities to any non Shariah-approved
stock that would yield equivalent return with similar risk exposure. Therefore, holding
other factors constant, the performance of an Islamic-based portfolio comprising entirely of
Shariah-approved stocks is not poised to be significantly different from the performance of an

unrestricted portfolio.

Table 2.1: Shariah-Compliant Securities Listed on Bursa Malaysia Berhad

Main Board / Second Shariah-Compliant Total Securities Percentage of Shariah-
Board / MESDAQ Market Securities Compliant Securities
Consumer Products 122 133 92
Industrial Products 280 298 94
Mining Nil 1 Nil
Construction 51 55 93
Trading / Services 168 204 82
Properties 72 92 78
Plantation 38 45 84
Technology 101 104 97
Infrastructure (IPC) 6 8 75
Finance 5 42 12
Hotels Nil 5 Nil
Closed-end Fund Nil 1 Nil
Total 843 988 85

Source: Securities Commission of Malaysia (SC)

The actual performance of Shariah-approved stocks is illustrated by the performance
of the Shariah indices as shown in Figure 2.1 below. The price trends indicate that the
performance of Shariah-approved stocks mirrored the performance of the Kuala Lumpur
Composite Index (KLCI), thus suggesting a significant correlation level between the main

benchmark index and the Shariah indices. The correlation is particularly due to certain KLCI

component stocks excluding gaming and liquor as well as most of the major finance

and conglomerate stocks

are Shariah-compliant securities. It also signifies that the main

117



Kyoto Bulletin of Islamic Area Studies 3-2 (March 2010)

benchmark index provide significant lead to the Shariah indices” movement.

Figure 2.1: Daily Price Movement of Selected Indices

Source: Bursa Malaysia Berhad
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I11. Background of the Study

This study is particularly motivated by the huge interest towards Islamic finance and banking
industry worldwide. Despite being a relatively new industry and is significantly outsized by
the conventional finance and banking industry, some estimates have indicated that the value
of the industry is very significant, nonetheless. The Standard and Poor’s (S&P) has estimated
the value of Shariah-compliant assets at US$500 billion with a 10 percent annual growth rate
over the past decade and is potentially to reach US$4 trillion. Moody’s put the value of the
global Islamic finance industry at US$700 billion whilst McKinsey & Co. anticipates that
by 2010, the assets of Islamic finance industry (excluding Iran) will be around US$1 trillion
(see IFR 2008/09; 30). At present, there are about 300 Islamic banking and finance (IBF)
institutions operating in 75 countries with an estimated annual growth of around 15 to 20
percent (IFR 2008/09; 41). By 2012, value of the Islamic finance industry is expected to reach
USS$1.6 trillion as compared to US$660 billion at the end of 2007 (IFR 2009/10; 56). The
substantial growth in the asset value is accompanied by the expansion in the Islamic banking
and finance services from the traditional activities into Takaful (insurance), Sukuk (fixed
income securities or bonds) as well as fund management services. Ayub (2007) reported that

the Islamic fund management industry has expanded from only 29 funds with total assets
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worth US$800 million in 1996 to 98 funds with nearly US$5 billion worth of assets in the
early 2000.

The Malaysian unit trust or mutual fund industry has also recorded impressive growth
on the back of the strong performance of the Malaysian stock market. The net asset value
(NAV) of the industry grew by an average of 21.2 percent per year during 1992 to 1999. As
at end of 1999, the total NAV of the Malaysian unit trust industry stood at RM43.3 billion
representing 7.8 percent of the total market capitalisation of the Bursa Malaysia. During 2000
to 2007, the industry grew by an average of 19.2 percent annually, with its total NAV nearly
quadruplet to RM169.4 billion at the end of 2007 comprising of 15.3 percent of the total
market capitalisation of Bursa Malaysia. The growth of the industry is illustrated in Figure 3.1

below.

Figure 3.1: Total NAV of Unit Trust Funds vs Bursa Malaysia Market Capitalisation
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Source: Modified data from Federation of Malaysian Unit Trust Managers (FMUTM)
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Table 3.1: Summary Statistics of the Malaysian Unit Trust Fund Industry

12/2004 | 1282005 [ 12/2006 | 12/2007 | 07/2008
No. of Management Companies 36 36 38 39 40
No. of Approved Funds* 291 340 416 521 565
= Conventional 220 257 316 387 421
= Islamic-based 71 83 100 134 144
No. of Launched Funds 273 323 392 495 536
= Conventional 208 244 297 367 398
= Islamic-based 65 79 95 128 138
Units in Circulation (in billion) 118.627| 139.386 154.067| 208.342] 233.009
= Conventional 105.472) 120.762| 135.522| 171.995| 186.786
= Islamic-based 13.155 18.624 18.545 36.347 46.223
No. of Accounts (in '000) # 10,425 10,861 11,164 12,275 12,765
= Conventional 9,998 10,221 10,398 11,025 11,197
= Islamic-based 427 640 766 1,250 1,568
Total NAV (in RM billion) 87.385 98.485| 121.762( 169.414| 159.874
= Conventional 80.624 89.998| 112.591 152.553| 142.071
= Islamic-based 6.761 8.487 9.171 16.861 17.803
Total Bursa Malaysia Market Cap (in RM billion) 722.04 695.27 848.70| 1,106.15 876.13
% of NAV to Bursa Malaysia Market Cap 12.10 14.17 14.35 15.32 18.25
Average funds managed per company 8 9 10 13 13
Average units per company (in billion) 3.30 3.87 4.05 5.34 5.83
Average NAV per company (in RM billion) 2.43 2.74 3.20 4.34 4.00
Average NAV per unit (RM) 0.74 0.71 0.79 0.81 0.69
Average NAV per unit (RM) - Conventional 0.76 0.75 0.83 0.89 0.76
Average NAV per unit (RM) - Islamic 0.51 0.46 0.49 0.46 0.39

* - Includes funds approved but not yet launched.
# - Not including unit holders account at [IUTA that operates nominee account system.
Source: Modified data from Securities Commission of Malaysia (SC)

Table 3.1 above provides further evidence of the growing popularity of Islamic unit
trusts or mutual funds in Malaysia. During the four years period from 2004 to 2008, Islamic-
based unit trust funds outperformed the conventional funds in terms of the number of funds
launched, the total units in circulation, the total number of accounts as well as the total net
asset value (NAV). Reflecting a growing demand for Islamic-based funds, the number of
units in circulation grew three-fold from 13.2 billion units to 46.2 billion units. During the
same period, the number of conventional unit trust funds in circulation only grew by 77
percent to 186.8 billion units. Close inspection on the data reveals that demand for Islamic-
based funds was particularly high in 2007 when the number of accounts increased 63 percent
to 1.3 million accounts whilst the total units in circulation doubled to 36.4 million units from
18.6 million units. The rising demand is attributed to the better stock market performance
and growing interest towards unit trust and mutual fund investment as well as aggressive
marketing strategy as reflected from the number of newly approved and launched funds in
2007. Nevertheless, with its total NAV only accounts for 11.1 percent of the total NAV of the

industry, Islamic-based funds is indeed still relatively small in comparison to conventional
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unit trust funds. In terms of the NAV, the average value of Islamic unit trust is about half the
value of conventional unit trust. Collectively, the total NAV of the Malaysian unit trust fund
industry as a proportion to the total market capitalisation of Bursa Malaysia has increased
steadily from 12.1 percent in 2004 to 18.3 percent in 2008. The actual performance of unit

trust funds in Malaysia is shown in Table 3.2 below.

Table 3.2: Average Performance of Malaysian Unit Trust Funds as at July 9, 2009

Fund Name Cumulative Performance S-yr annual
3-mths 6-mths 1-year 3-year 5-year return
Malaysia Equity 15.08 16.77 -3.27 24.15 29.60 4.96
Malaysia Islamic Equity 11.75 14.27 -4.71 19.37 17.06 2.92
Malaysia Equity - Smallcap:
KLSE Composite Index 16.10 15.95 -6.50 15.14 24.78 4.53
FTSE BM Emas Index 190.9 19.29 -5.32 18.90 22.82 4.20
FTSE BM 2nd Board 17.84 18.13 -12.10 -24.25 -40.11 -9.75
Malaysia Islamic Equity - Smallcap| 20.08 21.20 -7.58 29.36 -5.42 -1.13
Malaysia Bond 1.34 1.82 1.82 6.99 8.35 -0.12
Malaysia Islamic Bond 1.20 2.14 5.53 7.95 9.84 1.79
Malaysia Money Market 0.34 -3.38 -2.61 -0.57 -0.37 -0.42
Malaysia Islamic Money Market 0.16 0.47 1.13 1.87 -4.24 -5.58

Source: The Edge Malaysia, 13 July 2009

The above table reveals that the Malaysian Islamic-based funds generally
underperformed its conventional counterparts particularly on a long-term basis. The 5-year
average annual return for Islamic-based equity funds of 2.9 percent is far below the average
return of the conventional equity funds. The performance of Islamic-based smaller capitalised
equity funds and money market funds were even more disappointing with the former posted
a negative return on 1.1 percent whilst the latter suffered 5.6 percent losses. The Islamic-
based bond funds however, did particularly well with an average annual return of 1.8 percent
compared to 0.1 percent loss by conventional bond funds. On a short term basis however,
Islamic-based smaller capitalised stock funds did extremely well with an average return
of 20.1 percent for 3-months and 21.2 percent for 6-months up to July 2009, respectively,
thus outperforming the other types of unit trust funds either Islamic-based or conventional.
The encouraging performance is attributable to the strong recovery by the Malaysian stock
market in the early 2009 after a rather dismal performance the previous year. The past record
also provides evidence for the small firm effect since majority of Shariah-compliant stocks
comprise of smaller size stocks. It is worth mentioning that the table clearly highlights the
superiority of large capitalised stocks particularly on a long-term basis as indicated by the
consistent performance of the KL Composite Index (KLCI), for which, its component stocks

comprises mainly of high yielding conglomerates from various industries.
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All the statistics presented reveal that Islamic-based funds have been gaining popularity
among Malaysian investors on the back of the strong stock market performance and growing
interest towards unit trust or mutual fund as a viable investment alternative. The actual
record however, implies that the performance of Islamic-based funds is generally lower than
conventional funds. Depending on the overall market performance, Islamic-based funds
could outperform conventional funds in a short-term period but is unlikely to sustain the
performance on a long-term basis. In view that portfolio performance depends largely on the
collective return of its component stocks, a comprehensive study is necessary to determine the
general characteristics of an Islamic-based portfolio. Several studies have been undertaken in

the past to investigate the performance of Islamic-based funds in Malaysia.

IV. Literature Review

Past studies on the performance of Malaysian unit trust funds is rather limited, unfortunately.
The findings were generally inconclusive as some have claimed that unit trust funds
performed better than the market index whilst some have stated otherwise. Similar findings
were also derived when comparison is made between Islamic-based funds and conventional
funds. Studies by Leong and Lian (1998) found that unit trust funds produce superior return
than the market portfolio. In addition, Chuan (1995), Leong and Lian (1998), and Huson
Joher (2007) claimed that most unit trust funds have a well diversified portfolio, indicating
that fund managers do possess some valuable investment skills. Chuan (1995), Shamser and
Annuar (1995), Fauziah and Mansor (2007), Huson Joher (2007), and Low (2007), however,
argued that Malaysian unit trust funds were generally unable to outperform both the market
portfolio and the simple buy-and-hold strategy. Apart from the underperformance, fund
managers were also claimed to be lacking both the timing and stock selection skills and were
unable to forecast security prices accurately. With regards to Islamic-based fund performance,
Mohd Hasimi and Noor Azuddin (2002), Mohd Azlan ef al. (2004) and Fikriyah et al. (2007)
found that Islamic-based funds have outperformed the market benchmark or conventional
funds based on data at the beginning of this decade. A recent study by Nik Maheran and
Masliza (2008) using more recent data however, has concluded otherwise. Another interesting
observation is the tendency of Islamic-based funds to beat conventional funds only when
market is in a downtrend but underperform when market is in an uptrend as reported by
Fikriyah et al. (2007) and Abdullah ez al. (2002; cited in Nik Maheran and Masliza, 2008).
The performance trend reflects the nature of Islamic-based funds that avoid companies with
excessive leverage or involve in finance, banking, gambling and other prohibitive activities

which are particularly sensitive to the changing economic or business cycles.

122



Islamic Investment vs Unrestricted Investment: An Unlevel Playing Field?

In view of the limited studies that have been undertaken in the past, it would be
premature to conclude that Islamic-based funds are superior to conventional or market
portfolio. The disagreement is attributed to numerous differences pertaining to research
methodologies, the price data and the time period used by the studies. Although various
methods have been employed in the past, past studies suffered several shortcomings that
may compromise their results. Since majority of the pervious studies used actual Islamic or
conventional unit trust funds and employed conventional portfolio performance measurement
models, the studies are vulnerable to certain statistical problems particularly related to joint
hypotheses testing. In this case, any outperformance or underperformance observed cannot be
attributed to a single factor as it could be caused by their fund managers’ superior investment
skills, the general market condition, or the appropriateness of the portfolio valuation model
or market benchmark used. The published data such as in Table 3.2 signifies that market
timing is particularly important as the prevailing market condition during which a study is
being undertaken could affect its finding significantly. In addition, any outperformance would
tend to be a short-term phenomenon and would not be persistent in view that a continuously
superior performance to the market index or the simple buy-and-hold strategy would

contradict the notion of the efficient market hypothesis (EMH).

V. Data and Methodology

This study is based on samples of price-weighted hypothetical portfolios comprising entirely
of equities of Malaysian listed companies. Hypothetical portfolio or portfolio simulation
has been used to study portfolio performance such as by Draper and Paudyal (1997), Mohd
Hasimi and Noor Azuddin (2002) as well as Cowell (2002). For the purpose of this study, the
use of hypothetical portfolio is arguably more appropriate when the primary objective is to
identify any distinguishing factor in the return and risk characteristics between Islamic-based
portfolio vis-a-vis an unrestricted portfolio. The rationale for using hypothetical portfolios
instead of actual unit trust funds is that the performance of the hypothetical portfolios would
be determined solely by the general market condition without undue influence from external
factors such as fund investment policies or fund managers’ skills as would be the case if using
the existing unit trust funds.

All secondary time series data including the end-of-year stock prices, the KL Composite
Index (KLCI) and the FTSE Bursa Malaysia Shariah Index (FBMSHA) as well as the
Malaysian 3-month Treasury bills (T-bills) rates as proxy for risk-free rate investment
instrument were obtained from the Datastream. The data covers a 20-year period from 1989
to 2008 whereas the period is divided into three sub-periods namely the Market Rally Period
(1989-1997), the Crisis Period (1998-2003) and the Post Crisis Period (2003-2008). The

123



Kyoto Bulletin of Islamic Area Studies 3-2 (March 2010)

periodic classification is required to examine the long-run behaviour of performance and to
capture the impact of changing market environment during the period.

Three groups of hypothetical portfolios were constructed namely the Conventional
Portfolio (CP), the Shariah-approved Portfolio (SAP), and the Non Shariah-approved
Portfolio (NSAP). For the purpose of this study, CP is deemed as proxy for ‘conventional’ or
‘unrestricted’ portfolio by virtues that it contains both Shariah-compliant and non Shariah-
compliant stocks. The SAP and NSAP are specialised portfolios with SAP merely comprises
of Shariah-approved stocks whilst NSAP is exclusively for non Shariah-approved stocks.
The three classifications of portfolios are required in order to examine the different traits
and cross relationships between the portfolios. The Shariah-compliant stocks were identified
based on the list of Shariah-approved securities provided by the Securities Commission of
Malaysia (SC) issued on 28th November 2008. The list comprises of 855 Shariah-compliant
stocks, representing 87 percent from the total of 980 securities listed on the Malaysian stock
market.

The portfolio is constructed by assuming that one unit of share is purchased from all
listed companies and held in the respective portfolio throughout the period. Hence, the number
of securities in each portfolio is poised to increase every year as new companies are listed and
included in the portfolio. To be qualified for inclusion into the portfolio, the stock must have
been listed for a complete one-calendar year and has maintained its listing status throughout
the respective year. Therefore, a new stock which is listed in a particular year will not be
immediately included into the portfolio in the same year when it is listed but will be included
in the following year. Similarly, any suspended stock will be excluded from the portfolio and

will be included back into the portfolio in the following year after its listing status is resumed.
The holding period return for each stock is calculated as follows:
E(R)) =InP, —InP, (Eq. 5-1)
where;

In P, — In Py is the yearly return in log normal form.

The portfolio return is calculated based on the return contribution of each individual stock
in the portfolio determined by their respective weight (wi) with the total weights in every

portfolio adding up to 100 percent. The portfolio return is calculated as:

E(R,) =X wE(R) (Eq. 5-2)

where;
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X W;iE(R;) is the total return from each stock in the portfolio based on their respective weight.

The risk of individual securities is determined based on their variance or standard deviation as

follows:
of = E[(% — %)?] (Eq. 5-3)
where;

X, is the return on security 7; and

X is the arithmetic mean return.

Subsequently, the standard deviation is obtained from the square root of the variance as

follows:
o =0} (Eq. 5-4)
The beta, S, measure systematic risk for each stock and is calculated as follows:
ﬁ' __ COV(R;,Rm)
LT o2, (Eq. 5-5)
where;

Rm is the return on the market index;

Ri is the return on security i; and

2, .
O, is the variance of the market returns.

However, due to the huge amount of data involved which makes the calculation of
correlation and covariation of the component stocks becoming rather complex, Strong (2003)
and Bodie et al. (2008) have suggested that beta for a portfolio can be calculated using a

single index regression model as follows:
Yp =i+ Bixm + & (Eq. 5-6)

where;
Vp is the portfolio return;
0; 1s the intercept term;
X, 1s the market return; and
&; 1s the error term.
It is worth mentioning that prior to conducting the single index regression model of Equation

5-6, the time series data were tested for their stationarity to ensure that the data are stationary.
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VI. Data Analysis

Summary of the hypothetical portfolios’ performance is shown in Table 6.1. Value of the
Shariah-approved portfolio (SAP) stood at RM1,078.2 million as at end of 2008 which is 36
percent lower than the initial value of RM1,674.5 million in 1990. The number of Shariah-
compliant stocks grew from 109 to 770 companies. On contrary, value of the non Shariah-
approved portfolio (NSAP) increased two-fold from RM101.9 million to RM306.8 million
but the total number of securities in the NSAP only grew moderately from 50 stocks to 120
stocks during the same period. Accordingly, the average per unit value for the SAP stocks
dropped to RM1.40 from RM15.36 whilst the per unit value for the NSAP stocks rose to
RM2.56 from RM2.04. Considering that majority of Malaysian listed companies are Shariah-
compliant, the conventional portfolio (CP) shows a performance similar to the SAP. During
the same period, the benchmark KL Composite Index (KLCI) which represents the overall
market return for the Malaysian stock market increased from 592.92 to 1,376.62, rising 132
percent. The rather similar performance between the KLCI and the NSAP signifies a close
correlation between the benchmark index and the non Shariah-approved portfolio since both
share similar component stocks particularly large capitalised finance and conglomerate stocks.
Hence, the NSAP is arguably possessing quality stocks superior to the SAP as reflected by the
strong performance over the 20 years period.

Closer inspection on the performance within the different market cycles indicates
that the SAP performed exceptionally well during the market rally period due particularly
to the inclusion of large capitalised stocks in 1993 and 1994. Value of the SAP increased
from RM1,674.5 million in 1990 to RM6,639.1 million in 1997 and was once topped at
RM17,034.4 million in 1994. Although the total number of Shariah-compliant stocks of
314 securities in 1997 is three times bigger than 109 securities in 1990, the average per unit
price was higher at RM21.14 against RM15.36 originally. The NSAP also benefited from the
market rally with its value rising to RM724.0 million with 87 stocks from RM101.9 million
with 50 stocks initially. The average per unit value for the NSAP stock is RM8.32 in 1997
against RM2.04 in 1990. With the KLCI value in 1997 of 1,259.44 was only twice the index
value in 1990, both the SAP and the NSAP have outperformed the market performance during
the market rally period. The spectacular growth in the value of the portfolios indicates that
the major beneficiaries of the market rally were non-KLCI component stocks which consist
primarily of medium- and smaller-sized capitalised stocks. During the crisis period, the SAP
underperformed both the NSAP and the overall market as Shariah-compliant stocks suffered
the biggest losses with an average loss of 18.3 percent annually as compared to an average
loss of 10.7 percent for the NSAP and 3.4 percent for the KLCI. Fortunately, all the portfolios

regained much of their losses as the overall market recovered in the post crisis period from
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2004 to 2008. The SAP posted an average annual growth rate of 10.1 percent as compared to
12.6 percent by the NSAP 16.9 percent by the benchmark KLCI.

Since the value of hypothetical portfolios is determined solely by the performance of
their component stocks’ market prices, the rather modest performance of the SAP particularly
during the crisis and post-crisis periods can be attributed mainly to the investment quality
of its member component stocks. In 1990, there were 109 Shariah-complaint stocks in the
SAP portfolio and the number expanded to 770 stocks in 2008, giving an average of 35 new
stocks included into the portfolio each year. This is compared to the NSAP which started with
only 50 stocks in 1990 and having 120 stocks at the end of the period, adding just four new
stocks each year. However, despite their vast number, the new stocks have not benefiting the
Shariah portfolio substantially as shown by the lower year-on-year growth rate in its portfolio
value as compared to the growth rate of the non Shariah-approved portfolio. The plausible
explanation is that the newly included stocks comprise of small capitalised stocks which
are usually categorised as growth stocks and are expected to have high beta hence, higher
volatility. Therefore, it would not be surprising that Shariah-approved portfolio would likely
be more vulnerable to the changing economic and business cycles and would find it more
difficult to sustain its performance or to outperform the non Shariah-approved portfolio and
the overall market. The reason being Shariah-approved portfolio would have to content with
having smaller capitalised stocks in its portfolio despite their higher volatility and lower yield
in view of the limited number of Shariah-compliant conglomerates and other high yielding,
large capitalised stocks. This observation thus reconfirmed the observed lower performance
of the actual Islamic-based funds as shown in Table 3.2 above.

To summarise, the rather weak performance recorded by Islamic-based portfolio
against unrestricted portfolio is arguably due to the inclusion of large numbers of smaller
capitalised stocks. Since these stocks are generally at the growth stage of their life cycle,
they are practically comprises of lower yielding stock with high volatility. Hence, despite the
availability of large number of securities, Islamic-based portfolio would still facing difficulty
to construct an optimal portfolio without sufficient number of income grade securities that
normally comprises of large capitalised, higher yielding stocks. The following section

discusses the characteristics of return and risk of the hypothetical portfolios.
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Table 6.2 below shows the long-run performance of all three hypothetical portfolios
as well as the KLCI throughout 1990 to 2008. The top section of the table reveals that
SAP recorded the lowest return as shown by the mean return of 5.2 percent as compared to
NSAP (10.9 percent), CP (6.2 percent) and the KLCI (6.6 percent). The SAP also has the
widest dispersion of return as measured by the maximum and minimum value, the kurtosis
and the standard deviation. Of the three portfolios, NSAP is the best performing and the
least volatile. The correlation matrix shown in the middle section of the table indicates
that the SAP has a strong correlation with conventional portfolio but has a relatively lower
correlation with the KLCI. The correlation levels explain why the performance of SAP
closely resembles the performance of the conventional portfolio. It also explains why SAP
was unable to outperform the benchmark as most of the KLLCI main components comprises
of non Shariah-compliant stocks. On the other hand, the NSAP has the highest correlation
with the KLCI thus, explaining the ability of the non Shariah-approved portfolio to match the
KLCI performance. The third section of the table provides the graphical trend of the return
performance of the three hypothetical portfolios and the market index. The chart reveals a
strong mean reversion trend in the portfolios return over the long term period.

Table 6.3 highlights the performance of the hypothetical portfolios during the market
rally period from 1990 to 1997. Reflecting the buoyant market performance, all the
hypothetical portfolios outperformed the KLCI in terms of return with the NSAP posted
the highest gained of nearly 30 percent during the period followed by the CP (27.1 percent)
and the SAP (26.4 percent). The higher performance of the hypothetical portfolios signifies
that smaller and medium capitalised stocks were the main beneficiary of the market rally.
In relation to risk, NSAP enjoys the lowest risk amongst the portfolios whilst SAP is the
most risky portfolio. There were not much different in terms of correlation level between
the Market Rally Period and the Full Period whereby return of the SAP remained the least
correlated with the KLCI and the opposite is true for the NSAP. Reflecting the strong albeit
volatile market performance, the chart exhibits that the portfolios’ returns are moving away

from their mean during the market rally period.
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Table 6.2: Descriptive Statistics of Performance (All Portfolios, Full Period)

Sample period
Variable(s)
Maximum
Minimum
Mean

Std. Deviation
Skewness
Kurtosis - 3

: 1990 to 2008
CPREO0O
1.3572
-1.1755
.062284
.58965
12939
16381
9.4671

Coef of Variation :

SAPRE00

1.3893
-1.2188

.052405

.60794
11112
16872
11.6008

NSAPREOO
1.0034
-.87000
.10868
43170
-.054645
20740
3.9721

KLCIREOO

.61470
-.52460
.065553

29260
.014191
-.22811

4.4636

CPRE00
SAPREO00

KLCIRE0O

NSAPREO00

CPRE00
1.0000

.99966
.87850
79182

sk ok ok ok ok ok ok ok sk sk ok ok ok ok ok sk ok sk ok sk sk ook sk sk sk ok ok ok ok sk sk sk ok ok ok ok ok sk sk sk ok sk ok ok sk sk ok ok ok ok ok ok sk ok ok ok ok ok ok

SAPREO00

.99966
1.0000
87173
78733

Estimated Correlation Matrix of Variables

ok sk ok ook sk ok sk sk sk ok sk sk ok sk sk sk sk sk sk sk sk sk sk sk sk sk sk ok sk sk sk sk sk sk ok sk sk sk sk ok sk ok sk sk sk sk sk sk sk ok sk sk sk ok ok ok ok ok

NSAPREO00
.87850

87173
1.0000

94911

KLCIRE00

79182
718733
94911
1.0000
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Table 6.3 : Descriptive Statistics of Performance (All Portfolio, Market Rally)

Sample period : 1990 to 1997

Variable(s) 3 CPREO1 SAPREO1 NSAPREO1 KLCIREOL
Maximum 3 1.3572 1.3893 1.0034 56610
Minimum 8 -.48400 -49710 -.17610 -.16430
Mean 8 27136 26431 .29895 .14456
Std. Deviation 3 .63668 .65394 .39901 .23705
Skewness 3 40725 41320 .56230 .61583
Kurtosis - 3 8 -.86279 -.81679 -.80816 -.57930
Coef of Variation : 2.3463 2.4741 1.3347 1.6398

Estimated Correlation Matrix of Variables

s ok sk ok ok sk sk sk sk ok sk ok sk sk sk sk ok sk ok sk sk sk 3k ok sk ok sk sk sk sk ook sk ok sk sk sk sk sk sk sk ok sk sk sk sk ok ok ok sk sk sk ok ok ok ok sk sk sk ok

CPREO1 SAPREO1 NSAPREO1 KLCIREO1
CPREO1 1.0000 99972 72451 .52474
SAPREO1 99972 1.0000 71134 .50869
NSAPREO1 72451 71134 1.0000 95136
KLCIREO1 52474 .50869 95136 1.0000

d %k %k ok ok sk sk ok ok ok sk ok sk sk sk ok ok sk ok sk sk sk ok ok sk ok ok sk sk ok ok ok ook ok sk sk sk ok sk sk ok sk sk ok ok ok ok ok sk sk ok ok ok ok ok ok sk ok ok

——CPREO1
SAPREOI

-=--NSAPREO1
KLCIREO1

1
1997

The return performance during the crisis period is shown in Table 6.4. Among the three
hypothetical portfolios, SAP is the worst performing when it suffered a mean loss of 29 percent
against NSAP (-16.9 percent) and the benchmark index (-11 percent). The SAP is also the most
risky portfolio. The benchmark index is the safest investment at a time of crisis since the index
posted the lowest losses and the lowest risk as well. The possible explanation is that since the
KLCI component stocks comprises of large capitalised stocks with high or sustainable income
potential, value of these stocks are expected to remain stable and the downside risk is limited
despite the poor stock market performance. The high correlation level among the portfolios and
the benchmark index during the crisis period implies that the benchmark index becomes the main

factor that lead the other securities. The close correlation between the hypothetical portfolios and
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the benchmark index is shown graphically by the chart at the bottom of Table 6.4.

Table 6.5 reveals that all the hypothetical portfolios were able to recover substantially
from the crisis period on the back of the strong performance of the benchmark KLCI. NSAP
emerges as the best portfolio in the post crisis period with mean return of 13.2 percent and
standard deviation of 20.9 percent. SAP however, was trailing behind the other portfolios and
the benchmark index suggesting that the Shariah-based portfolio’s recovery was relatively
slower than the overall market. Once again, the benchmark index provides the major lead to
the hypothetical portfolios as shown by the significantly higher correlation level between the

hypothetical portfolios and the benchmark index amid the lack of other market boosting news.

Table 6.4: Descriptive Statistics of Performance (All Portfolio, Crisis Period)

Sample period : 1998 to 2003

Variable(s) CPREO02 SAPRE02 NSAPRE02 KLCIREO02
Maximum 76630 78550 .63930 .61470
Minimum g -1.1755 -1.2188 -.87000 -.52460
Mean g -.27005 -.29035 -.16857 -.10962
Std. Deviation .66347 .68914 .50916 40148
Skewness .21899 .22369 .28806 97406
Kurtosis - 3 -.67579 -.70631 -.58473 -.13763
Coef of Variation : 2.4568 2.3735 3.0206 3.6626

Estimated Correlation Matrix of Variables

s ok sk ok ok sk sk sk ok sk sk ok sk sk sk sk sk sk ok ok sk sk sk sk sk ok ok sk sk sk sk sk sk ok sk sk sk sk sk sk ok sk sk sk ok ok sk ok sk sk sk ok ok ok ok ok sk sk 3k

CPREO(2 SAPRE02 NSAPRE(2 KLCIREO02
CPREO02 1.0000 .99969 99238 96099
SAPRE(2 99969 1.0000 98918 .95860
NSAPRE02 99238 98918 1.0000 .97303
KLCIRE02 .96099 .95860 97303 1.0000

d %k %k sk ok ok sk ok ok ok sk ok ook sk sk sk ok sk ook ok sk sk sk ok sk ok ok sk sk sk ok sk ock ok sk sk sk ok ok sk ok ok sk ok ok ok sk ok ok sk ok ok ok ok ok ok sk ok ok

——CPRE02
SAPRE(02

----NSAPRE02
KLCIRE02

-1.5 + + + T 1
1998 1999 2000 2001 2002 2003
Years
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Table 6.5 : Descriptive Statistics of Performance (All Portfolio, Post-Crisis Period)

Sample period
Variable(s)
Maximum
Minimum
Mean

Std. Deviation
Skewness
Kurtosis - 3

Coef of Variation :

: 2004 to 2008

CPREO3 SAPRE03 NSAPREO03 KLCIREO03

37470 .37630 .36870 29830

-.070400 -.094400 -.067500 .027200

12656 .12466 13176 .14934

21612 .22048 20931 13477

.24704 17472 .34861 .25070

-1.7507 -1.7272 -1.7847 -1.7726

1.7077 1.7687 1.5885 .90242

CPREO3
SAPREO3

KLCIRE03

NSAPREO03

Estimated Correlation Matrix of Variables

sk ok ok ok sk sk sk sk ok ok ok sk sk sk sk sk ok ok sk sk sk sk sk ok ok sk sk sk sk sk ok ok sk sk sk sk sk ok ok ok sk sk sk sk ok ok ok sk sk sk sk ok ok ok sk sk sk 3k

CPREO3 SAPRE03 NSAPREO03 KLCIREO3
1.0000 99780 97173 99937
99780 1.0000 .95393 99634
97173 95393 1.0000 97410
.99937 99634 97410 1.0000

d o3k sk ok ook sk sk sk sk ok sk ok sk sk sk sk ok sk ok sk sk sk 3k sk sk ok sk sk sk sk ok sk ok sk sk sk sk sk sk sk ok sk sk sk sk ok ok ok sk sk sk 3k sk ok ok sk sk sk ok

——CPRE02
SAPRE02

----NSAPRE02
KLCIRE02

Years

Table 6.6 to 6.9 present the results of the single index regression model employed to

determine the hypothetical portfolios’ beta, 8, as per Equation 5-6. The results indicate that

the Shariah-based portfolio in general is the most volatile as compared to its conventional and

non Shariah-approved counterparts. Beta for the SAP was higher from the other portfolios for

the full period, the crisis period and the post crisis period samples. All results are statistically

significant below 5 percent significance level. Although beta for the SAP is lower compared

to the NSAP during the market rally period, the result however, is not statistically significant.

The R? value which indicates the appropriateness of the model is high for most regressions

particularly in the crisis and post crisis periods, indicating that the performance of the
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hypothetical portfolios were very much influenced by the KLCI as the main driving factor that
lead the market movement. The DW-statistics indicate that the regressions are not suffered
from any autocorrelation. The results confirm the previous analysis that shows SAP possesses
higher risk as compared to the NSAP and KLCIL.

Table 6.6: Full Period Portfolio Beta Based on Single Index Model

cp = —0.0423 + 1.5957 KLCI + €
(t=-0.4851) (1=15.3456)
R?=0.62698 F=128.5740 DW=1.8843
SAP = —0.0548 + 1.6359 KLCI  + €
(t=-0.6039) (t=5.2653)
R?=0.6199 F=27.7236 DW= 1.8877
NSAP = 0.0169 + 1.4003 KLCI + €
(1=0.5128) (1=12.4256)
R?=0.9008 F=154.3944 DW=2.0027

Table 6.7: Market Rally Period Portfolio Beta Based on Single Index Model

CP = 0.0676 + 1.4094 KLCI + €
(1=0.2737) (t=1.5099)
R?=0.2754 F=22798 DW = 17444
SAP = 0.0614 + 1.4033 KLCI + €
(1= 0.2394) (1= 1.4473)
R?=0.2589 F=2.0946 DW= 1.7236
NSAP = 0.0675 + 1.6014 KLCI ~ + €
(1=1.2038) (t=17.5644)
R?=0.9051 F=57.2207 DW =2.5255

Table 6.8: Crisis Period Portfolio Beta Based on Single Index Model

cP = ~0.0959 +  15881KLCI  + e
(t=—1.0978) (t=6.9491)
R?=0.9235 F = 48.2902 DWW =12.5882
SAP = ~0.1200 + L6454 KLCI  + e
(t=—1.1765) (t=6.7331)
R>=0.9189 F=453353 DWW =2.5996
NSAP = ~0.0333 +  12340KLCI  + e
(t=—0.5951) (t=8.4354)
R?=0.9468 F=71.1564 DW=2.2183
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Table 6.9: Post Crisis Period Portfolio Beta Based on Single Index Model

cP = ~0.1129 +  L6027KLCI  + e
(t=—17.8672) (t=48.7277)
R?=0.9987 F=23744 DWW =1.8559
SAP = —0.1188 +  1.6300KLCI  + e
(t=—17.6667) (t=20.1934)
R>=10.9927 F=407.7715 DW =2.4909
NSAP = —0.0942 +  L5129KLCI  + p
(t=—2.4199) (t=17.4610)
R’ =0.9489 F = 55.6663 DW=1.6789

VII. Results Discussion

The statistical data reveals that interest towards Islamic-based unit trust funds in Malaysia
has increased tremendously particularly over the last three years with almost all major mutual
fund companies have their own Islamic-based funds in respond to the growing demand.
Unfortunately however, the funds have not been performing particularly on a long-term
basis. This study found that return on Islamic-based portfolio is generally lower than both the
conventional and non Shariah-based portfolio. This is in line with the performance of actual
Islamic-based funds as reported by various published data. The Shariah-approved portfolio
suffered heavy losses during the mid-1990s financial crisis period consistent with its high risk
level, and is trailing behind both the non Shariah-approved portfolio and the overall market
during the recovery period. One possible reason to explain the Shariah-approved portfolio’s
underperformance is that the portfolio is characterised mainly by medium and small
capitalised stocks. As these stocks are predominantly at the growth stage of their business
life cycle, the potential earnings both in terms of dividend and stock price performance
would be rather unstable whilst volatility is usually high for these stocks. Therefore, the
portfolio is more vulnerable to the impact of changes in economic cycle and is not supported
by large capitalised, higher yielding stocks. This gives evidence linking the firm size effect
to the return and risk performance of Islamic-based funds. On the other hand, non Shariah-
approved stocks performed significantly better than Shariah-approved stocks judging from
the substantial increase in the value of non Shariah-approved investment portfolio. The
ability of this portfolio to sustain its performance is attributed mainly to the large capitalised
stocks particularly companies that involved in conventional finance, cash-rich gaming and
conglomerates with diversified business interest as these securities enjoy more sustainable
earnings that provide good cushion to the changing market environment. The investment
quality of these stocks also make them attractive particularly for institutional and long-term
investors thus ensuring high market demand for these stocks which, in turn, help to limit the

downside potential of their price.
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The fact that demand towards Islamic-based unit trust funds remain strong and fund
management companies continues to offer Islamic-based investment products amid the lower
return signifies that the real motivation to invest in Islamic-based funds is not entirely driven
by monetary gain but also other non-pecuniary motives. This study however, is not intended
to investigate the behavioural reason for investing in Islamic-based funds. Nevertheless,
this study has proven that religious constraints could affect potential return adversely hence,
supporting the cost-of-discipleship hypothesis which argues that investing with religious
or ethical consciousness does entail cost. In portfolio construction perspective, the Shariah
constraints have effectively restricted Islamic-based funds from investing in companies
involved in conventional finance, gaming, liquor, tobacco and diversified conglomerate
despite they are large capitalised, higher yielding stocks. Therefore, although the number
of Shariah-approved stocks far exceeded the number of non Shariah-approved stocks, the
numerical advantage does not necessarily benefiting the Shariah-based portfolio amid the
lack of quality investment-grade securities. In view of this, it is rather difficult for Islamic-
based portfolio to construct an optimal portfolio. Another significant disadvantage is that
Islamic-based funds inadvertently incur additional cost in having to engage Shariah scholars
to provide them with Shariah advisory services, thus increasing the administrative costs of
Islamic-based funds.

The strong mean reversion trend over the long-term period as shown by the chart of the
portfolio return indicate that the best trading strategy for Malaysian-based unit trust funds is
perhaps the “passive” or the simple “buy-and-hold” strategy. This is particularly due to the
higher cost incurred if fund managers embarked into active trading strategy by frequently
buying or selling securities in their portfolio. This observation is supported by an independent
test which reveals that frequent rebalancing of investment portfolio does not necessarily
lead to superior return. The result which is reproduced in Table 7.1 below implies that
annual rebalancing of portfolio produces higher profit and hence, topped the rank. Indeed,
the performance of an actual unit trust funds subject to various factor ranging from portfolio
components, the fund managers’ skills in asset allocation and securities selection, the market

timing as well as the overall economic and market condition.

Table 7.1: Performance Ranking by Rebalancing Period

Rebalancing Period Average Rank
Annual 1.0
Quartery 2.5
Sem-annual 2.7
Weekly 4.0
Monthly 4.8

Source: Fundsupermart, 3QTR, 2009; pg. 100-103.
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VIII. Conclusion

Although statistical results show that the return of Islamic-based portfolio is not significantly
different from conventional portfolio, there are strong indications that its risk is relatively
higher and its return is somewhat affected by investment quality of its component stocks
due to high proportion of smaller size stocks. Non Shariah-approved portfolio is poised to
outperform Islamic-based funds since the fund is able to invest in large capitalised, higher
yielding companies particularly those involved in conventional finance, gaming, tobacco
and diversified conglomerate sectors. Instead, Islamic-based funds would have to content
with limited selection of high investment grade and are flush with smaller capitalised stocks
that have limited earnings potential and high market price volatility. Therefore, it can be
argued that Shariah ruling on securities selection has restricted the asset selection universe of
Islamic-based portfolio thus, affecting its future profit potential. This study provides evidence
supporting the cost-of-discipleship hypothesis which implies that investing with religious
or ethical consciousness does entail cost. Although there are more Shariah-approved stocks
available, the limited number of high income, large capitalised stocks and the exclusion of
certain profitable but prohibited industries has restrict the future income potential for Islamic-
based portfolio. The growing demand on Islamic-based funds despite the lower earnings
potential signifies that the reason for investing in Islamic-based unit trust is not entirely
motivated by monetary gains but also some other non-pecuniary motives. In this perspective,
prospect for Islamic funds is poised to remain bright in view of its relatively small size as
compared to conventional funds, and its substantial growth supported by increasing public
demand and the growing number of Islamic-based unit trust products.

As a way forward, an in-depth study on the operations of fund management companies
and fund managers offering Islamic-based unit trusts is recommended in order to ensure the
integrity and purity of the Islamic fund management industry. This is in view that the current
practice of Islamic fund management in Malaysia is arguably confined within regulatory
requirements pertaining to asset selection and operations of Shariah-compliant funds. Most
of fund management companies in Malaysia are offering both conventional and Shariah-
compliant funds and these funds are managed and marketed by similar personnel who may
have very little knowledge about the Shariah itself. Therefore, there is considerable lack
of appreciation towards the Islamic philosophical needs such as the real intention of the
fund management companies to offer Islamic funds, the underlying motives and objectives
of the funds in relation to enhancing the well being of the society, the Islamic contractual
requirements in designing and drafting the funds as well as the ethics involved in marketing
and promotion of the funds.

Also, in the interest of expanding the knowledge on Islamic finance as well as supporting
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the growing industry, it is recommended that an alternative portfolio valuation technique
specifically for measuring the performance of Islamic and ethical funds be developed. Past
studies analysing the performance of Islamic-based funds have conveniently assumed that
such funds are similar with conventional funds. Consequently, past studies have relied
solely on return performance when analysing Islamic-based funds. This approach has not
given proper recognition to the fact that Islamic-based funds is fundamentally different from
conventional funds considering the ultimate objectives of Islamic-based funds is not merely
to achieve the highest profit but also to attain non-pecuniary motives. In addition, apart from
Islamic-based funds have to forego certain stocks or industries due to Shariah constraints
regardless of their profit potential, Islamic-based funds also incurred additional administrative
costs as it needs to engage qualified Shariah scholars as advisors. The higher operating cost
signifies that Islamic-based funds are bound to incur relatively lower profit as compared to
conventional fund and hence, lower NAV per unit. Therefore, there could be serious bias
against Islamic-based fund when a study is based on the existing funds available in the
market. While the existing portfolio valuation models is suitable to measure the performance
of conventional funds, the measurement models may not be appropriate to be applied on
Islamic-based in view of the inability of the conventional portfolio valuation models to
incorporate non-monetary motives into its variables. Hence, this provides a justification
for the need to develop alternative portfolio valuation model specifically for measuring the

performance of Islamic-based funds.
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