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ABSTRACT

This research studies the Islamic unit trust funds, as one of the important components
in the Islamic Capital Market in Malaysia, from the .$/%a7 @/ perspective. It examines
three major aspects that differentiate the Islamic unit trust funds from the conventional
funds. These aspects are the applicable contracts to the Islamic unit trust funds, the
stocks screening process in Islamic unit trust funds and the purification of Islamic unit
trust funds. This research employs the analytical method to analyze the data and
mformation obtained from various sources. Samples of Islamic unit trust funds
nvestment’s contract, trust deeds and prospectuses are scrutinized in order to identify
the apphed Islamic principle in the Islamic unit trust funds’ contract. Various
contracts in Islamic law are then measured to the principles applied. As to the stocks
screening process in the Islamic umt trust funds investment in Malaysia, data and
information obtained are examined and compared to similar processes in other
financial market practices across the globe such as the FT'SE and Dow Jones Islamic
Market. The principle of purification as applied in the Islamic unit trust funds
investment in the Malaysian industry is studied and compared to the practices of the
purification process in other jurisdictions. The finding of this research shows that in
terms of the contract applied to the Islamic unit trust funds, no specific Islamic
contracts are mentioned in the offering of the Islamic unit trust funds. However, the
wakalz/ principle is the most suitable contract which can be associated with the
offering of the funds. The screening process in the Malaysian practice, on the other
hand, is more lenient compared to the 'TSE and Dow Jones Islamic Market. As to the
purification of the Islamic unit trust funds’® income, the applied principle is that the

investors have to carry out the purification process by means of zedzr or charitable
funds.
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CHAPTER ONE

INTRODUCTORY CHAPTER

INTRODUCTION

Since the beginning of the first revelation to our Prophet Muhammad (peace be upon
him), Islam has emphasized on distribution of wealth in a just manner. The
circulation of wealth amongst the minority, as widely practised in today’s capitalist

economic system, has been forbidden by the Star7a/4 In sirat al-Hasi» Allah has

said:

! o & }'.z-/» E a}c /Q,E /o,f/ ’_}/ o

Gy opior Jao dl WSUT GG WSCs ol 0 A 0S0 Y S

.:._J\.a.:_!l ERVCRAY ol adll 121y 195 e W STUG

In order that it may not merely make a circulation between the wealthy

among you. So take what the Apostle assigns to you and deny

vourselves that which he withholds from vou. And fear Allah; for Allah

is strict in punishment .’

The failure of this capitalist system in ensuring wealth is distributed evenly
between the common people 1s not something new to society. The instruments of
interest, gambling, speculative transactions and the tools of exploiting desires of
consumers to secure huge profits are allowed in the capitalistic system, which tend to
create monopolies and in turn paralyze the forces of demand and supply. Ultimately,
it has contributed to the inequities in the distribution of wealth. As most of the

countries today have adopted the same system, we could see obviously that no poverty

has been eliminated, or even the gap between the rich and the poor has been reduced.

b Siirak al-Haskn 1.
* Abdullah Yusuf Ali, /e Meaning of the Kol Our an (Kuala Lumpur: Secretariat for Asia Assembly
of Ulama, 2003), 510.



[slam, on the other hand, does not allow such instruments to be employed in
the economic system. Islamic economic principles, as taught by the Qur'an and
Sunnah of the Prophet Mubhammad (peace be upon him), offers a system that
complements the society with justice, righteousness and dignity, and enhances the
community’s economic well-being.

In order to achieve the above objectives, Islam has advised Muslims to invest
their wealth and funds to keep them operative and to avoid the wealth being circulated
amongst minority and hindered by monopolies. The use of the Islamic instruments
like mustiarakas (partnership) and wuwdidrabat, instead of interest, may provide a well
considered system of distributive justice, which may eliminate the inequities and bring
about a system 1in which profit motive works in tandem with the collective mterest of
society.

In the context of modern economic needs, a number of investment vehicles
have been developed to help people invest their wealth and funds. One of the most
common investment vehicles today 1s Unit Trusts.

According to modern economic theory, the main objective of an investment 1s
to generate the highest returns within a tolerable level of risk. In order to achieve that
objective, one should invest in several stocks, at least ten different stocks, or in a
portfolio. By doing so the investor could enjoy the protection of adequate
diversification of risks thus turn out the profits. This would require a substantial
amount that is usually beyond the reach of average retail investors.’ As a result, unit
trust fund 1s created to help investors generate capital and prevent them from “putting

all their eggs into one basket .

Y Smarr fmvestors, Waly 2001; see also Fraspecius Public Istamic Dividend Flard, Public Mutual,
Substdiary of Public Bank, Kuala Lumpur, 14.



With the introduction of sector funds in Malaysia since 1959, investors are
given an alternative in making share investment decisions. By investing in unit trusts,
investors make the decision of leaving the task of investing to fund managers who
monitor the stock market full time. These investment professionals also have the
ability to interpret the various economic indicators and carry out investment activities
with foresight.

Unit trusts also play a very important role in the Malaysian capital market.
They are among the major players in the market and are believed to be able to
influence small investors to the capital market.” It is more appealing and provides a
wider investment base for small investors. Consequently, this has created intense
competition among the unit trust fund management companies in the unit trust
industry.  As such, more innovative unit trust products have been developed and
introduced in order to attract new investors.

In view of the growing demand from Islamic investors, the Islamic unit trust
funds have been introduced in the mid nineties. 7Zlwng Amanas Bakzi (Bakti
Amanah Fund) was the pioneer of Islamic unit trusts launched in May 1971 with Asia
Unit Trust Berhad as its fund manager. Over the years, despite the volatile market, the
Islamic funds managed to grow 102% from a small base of RM &34 million in 1995 to
RM1.6 billion in 2000.° As at September 3(}‘}’, 1998, there were 13 Islamic unit trusts
in operation. This figure has increased to 20 in June 2002 and 34 in February 2003

that comprises mostly of equity funds and several bond funds.’

* The history of trust funds in Malaysia dated back to the establishment of the Malaysian Unit Trust
Limited in 1939, See Bunder s Jowrnal #alaysia, February-March, 1995,

; Leong, K. H., and Khoeo, L. K., Performance of Property Trusts in the Kuala Lumpur Stock Exchange,
Capiral Marker Revien, Vol.5, No,2, 1997,

® Swart fevesiors, May 2002.

" The e, February 24", 2003,



In 2005, the figure has increased tremendously to 83 approved funds of the
total 340 funds in the industry, with the total approved fund size of 50.3 billion units.®

In 2006, the Securities Commission of Malaysia (SC) approved 17 new Islamic
unit trust funds. This brought the total of Islamic unit trust funds to 100 or 24.0% of
the total of 416 approved funds. Of the Islamic unit trust funds, 50 were equity funds,
18 were swhud funds, 19 were balanced funds, while the remainder were money
market funds, structured products, feeder funds and fixed income funds."

The net asset value (NAV) of [slamic unit trust funds grew at a compounded
annual growth rate of 33.8% from 1997 to 2006, outstripping the industry growth rate

of 15.4%."" This reflected the strong latent demand for Islamic investment products.

STATEMENT OF PROBLEM

Although [slamic unit trusts have been introduced in the Malaysian capital market for
quite some time, the level of ignorance regarding the Islamic unit trust is,
unacceptably, high. According to a recent study conducted on nvestors’ perception
towards Islamic umt trust funds in Malaysia, the result, among others, shows that all
ethnic groups in Malaysia still lacked information on Islamic unit (trusts.

Consequently, the lack of information has encouraged the investors to opt for

® Securities Commission Annual Report 2006, 46.

¥ Swkukis the Arabic name for a financial certificate but can be seen as an Islamic equivalent of bond.
However, fixed income, interest bearing bonds are not permissible in Islam, hence SwAwd are securities
that comply with the Islamic law and its investment principles, which prohibits the charging, or paying
of interest. Financial assets that comply with the [slamic law can be classified in accordance with their
tradability and non-tradability in the secondary markets.

' Security Commission Annual Report 2006, 45-46.

" Security Commission Annual Report 2006, 46.



conventional unit trusts as their key investment, for they believe in the lower nisk and
higher returns it offers.'?

Apart from that, the researcher in preparing this proposal has noted the
shortage of reference materials on the subject, i.c., unit trusts from the Islamic point of
view. Only a few books specifically discussed the Islamic Unit Trust in the Malaysian
context. Most of the books and writings looked at the subject from a conventional
perspective.

Therefore, the researcher feels that there 1s a need for an extensive study on the
subject. As such, this research deals with Islamic unit trust, its concept, rules and
regulations, from the Islamic legal perspectives and Malaysian securities laws. It
examines the crucial aspects regarding Islamic Unit Trust investment, such as
compliance of the stocks and performance from Islamic point of view. Finally, this
research will also highlight the importance of this fund and its role to enhance the

economic activities mn Mushim countries, especially Malaysia.

REVIEW OF LITERATURE

The unit trust industry has been the subject of study by many researchers in the past.
In Malaysia, most of previous studies were done n the 1990s by Mohamed, S. and
Mohd Nasir, A., in 7he FPerformance of Cmr Trusts in Malaysia: Some Fvidence
(1995)'%, Tan in 19953, Kok and Khoo in Per/ormance of Property Trusis in the Kuala

Lumpur Stock Evchange (1995)°, Leong in Twir Trust fn Malaysia: Can

12 Abdul Halim Mohd Ibrahim, et. al, Jevesiory Perception Towards Blamic Unit Tiust in Malaisia,
unpublished paper, University Malaysia Sabah.

1> Shamser Mohd and Anuar Mohd Nassir, the Performance of Unit Trusts in Malaysia: Some
Evidence, Caprral Alarfer Revien; Vol 3, No.2, 1995, 51-69.

" Kok, K.L., and Khoo, L.K., Performance of Property Trusts in the Kuala Lumpur Stock Exchange,
Caprial Marker Reveew, Vol .3, No.2, 1995,



Cuperiorm The Market? (1997, Leong and Aw in Measuring Unit Trust Funds
Performance Using Different Benchmarks (1997)'°, and Mohd Nawawi et. al., in 4
Performance of Unit Trust ndustry in Malaysia ( 1999)."7 These studies merely focus
on the performance of conventional unit trust funds in comparison with the stock
market performance where they are relevant for small investors, policy makers and
practitioners in the financial industry.

The same point of study could also be found in Koh and Cheng in A4#
Lmprrical Analysis of the Perfermance of Unir Trusis i Singapore (1987)'F, Chua
C.P. in 7Zhe lnvestment Performance of Unrr Trusts ln Malaysia (1995)°, Chong T L.
and Kok K.L. in Performance ¢/ Comr Zrusts i am Emerging Market, A Case Study of
Malaysia (1998)°, Joseph HH. Chia and Y K. Tse in 4# Zmpirical Analvsis of the
Performance of Unir Trust in Singapore (2000Y”, Taib FM., et. al., in Madaysian Uiz
Trusr Pegy&/'/fm/zc’e(ZO()Dn, Low S.W_ and Ghazal, N.A. in 4w Zvolution of Marker-
Ziming and Security-Selection FPerjormance of Mutual Funds: The Case of Malavsia

(2003)>, Raja Nor Azilla Raja Kamaruzzaman in iz Zruss Performance tn Malaysia

" Leong, LH., ‘Unit Trust In Malaysia: Can It Outperform The Market?’, Unpublished Master
Dissertation, International Islamic University Malaysia, 1997.

e Leong, K.H., and Aw, M.W., Measuring Unit Trust Funds Performance Using Different Benchmarks,
Clapital Marker Revien, Vol 5, No.2, 1997.

" Mohd Nawawi, et. al., £ Performance of Uit Trust lndustry in Malavsia (1954-7994), Seminar
Proceeding, Business and Research Centre, MARA University of Technology.

" Koh, F, et. al., An Empirical Analysis of the Performance of Unit Trusts in Singapore, Secwrivies
Ludustry Review, 13, 1987, pp. 1-13.

' Chua, C.P., ‘“The Investment Performance of Unit Trusts In Malaysia’, Unpublished MBA Thesis,
School of Management, University Malaya, Kuala Lumpur, 1985.

20 Ch’ng, T.L. and Kok, K.L., Permormance of Unit Trusts in an Emerging Market, A Case Study of
Malaysia, Caprral darder Review, Vol.0, No.1 & 2, 1998, 1-17.

= Joseph, HH. Chia and Y.K.Tse, 4w Zwpurical Analvsis of the Ferjormance of ot Tryst
Simgapore, 2000.

2 Taib, F.M., et. al., Malaysran Unir Truse Performance, Conference Proceedings, The Fourth Annual
Malaysian Finance Association Symposium, 31% May - I* June 2002,

¥ Low, S.W. and Ghazali, N.A | 4w Avolution of Marker-Tining and Securin-Selection Perforymance af
Metual Flpcds: The Case of Matavsia, Working Paper, Universiti Kebangsaan Malaysia, 2003,



(2003)24, and Rafidah, et. al., i 7%e Persormance of State Cnir Trusts During ard
After 1997-7998 Currency Crisis (2004).7

Adapting either the quantitative or qualitative, or both methods of study, these
researches are aimed at similar objectives, i.e. measuring the performance of unit trust
investment in the capital market. The prominent differences that distinguished one
from the other are the measurement tools and samples that are used.

However there has not been much research conducted on the performance of
Islamic capital instruments. This is because Islamic unit trust funds are comparatively
new in both the world market and Malaysia; therefore there may not be enough
historical data to offer an unbiased study.”™® Nevertheless, the study on the Islamic unit
trust that was conducted by Arbi in 7#he Characreristics and Ferformarnce of Islamiic
Cnit Frust funds 1 Matavsia Within the Capital Asset Pricing Model Framework
(1999), followed by Shariff in 7he Financial Performance of {slamic S Trusis: A
Malaysian Ferspectrve (20()2)28 and Maslina Ahmad in Z%e Comparisor of
Performance of Islamic and Conventional Unir Trust Funds in Mataysia (2003)% have
provided some insight into the performance of Islamic unit trust industry in Malaysia.

Having mentioned all the earlier studies done on Unit Trust industry in

Malaysia, it must be noted that all these studies were conducted under pure economics

* Raja Nor Arzilla Raja Kamaruzzaman, ‘Unit Trust Performance in Malaysia’, Unpublished BBA
Finance Project Paper, Mara University of Technology Malaysia, 2003,

2 Rafidah, et. al., “The Performance of State Unit Trusts During and After 1997-1998 Currency Crisis’,
Unpublished MBA Term Paper, Mara University of Technology Malaysia, 2004,

2 Arbi, K. R., “The Characteristics and Performance of Islamic Unit Trust Funds in Malaysia within the
Capital Asset Pricing Model Framework’, Unpublished Master Dissertation, International Islamic
University Malaysia, Kuala Lumpur, 1999.

¥ Arhi, K.R., Zhe Characrerisiics and Performance of fsfamic Unir Trust Fundy in Malavsia Wikin the
Capital Asset Precing Moded Framenword, 1bid.

* Shariff, N., ‘The Financial Performance of Islamic Unit Trusts: A Malaysian Perspective’,
Unpublished Master Dissertation, Mara University of Techrology, Shah Alam, 2002.

* Maslina Ahmad, “The Comparison of Performance of Istamic and Conventional Unit Trust Funds in
Malaysia’, Unpublished Masters Thesis, Kuala Lumpur: Mara University of Technology, 2003.



approach. Thus, while the research experts studied and measured the performance of
Islamic Unit Trusts, they had not had thorough and extensive discussions on its
theoretical aspects.

As far as the theory of Islamic Unit Trust is concerned, there are some works
done by scholars such as Ashraf Muhammad Dawabeh in Swnddzg al-Istithmar ji al-
Buniik al-lstaniyvah Bayna al-Nazarivah wa al-Tarbig™  The author addressed
major problems in Islamic banks in his designated country with regards to the capital
investments. Discussing those problems, the author suggested several solutions and
the prominent one is Islamic Unit Trust. The author then discussed major
characteristics of Unit Trust as an investment vehicle.

‘Abd al-Sattdr Abu Ghuddah, in his study a/~7atr/ al-Shar7 & Sandary a-
Lstithmar wa Mashri Gpvanbd, had embarked on the discussion about the Islamic
Unit Trusts. The author discussed briefly in his paper the elements of unit trust and
how this fund could benefit Islamic economy. He outlined numerous characteristics
of Islamic unit trusts in his paper and provided a brief explanation on each character.
The study however needed further explanation.

Another 1mportant work on the subject i1s done by Muhammad Saldh
Muhammad al-Sawa in his book Ausikzliar al-lstithmir J7 al-Bumik al-lsiimryyanh’*
The book originally was a doctoral thesis submitted to Faculty of Shari‘ah and Law,
al-Azhar University and has gained “w@/shara/ al- #/Z" award (a very distinguished

award) from the same faculty. In this book the author discussed extensively the

*® Dawabeh, Ashraf Muhammad, Sanddig al-/stithmar i al-Bunit al-bslamiviat Bavng al-Nazariviaf
i a/-Jarbig (al-Qahirah: Dar al-Salam, 1 ed., 2004).

' Abi Ghuddah, ‘Abd al-Sattir, a/7akvi? al-Shar 7 /i al-Sauddiy al-lithmer wa Mashi 1yatha,
paper presented in Seminar on Unit Trust in Egypt: Present and Future. Organized by Salih Abdullah
Kamil Centre for Islamic Economy, al-Azhar University, Cairo on 22" March 1997.

> Al-Sawa, Muhammad Salah Muhammad, ddusididar al-diftismar 7 al-Bunik al-dtamivval (Cairo:
Dar al-Mujtama’, 1% ed., 1990).





