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ABSTRACT

Prior to the coming into existence of Islamic finance, Islamic equity fund investment was 

almost non-existent in Malaysia. With the passage of enabling legislation in 1983, 

awareness and acceptance of Islamic finance as a competitive alternative to conventional 

finance emerged, as did interest in Islamic equity funds (IEFs) – albeit very subdued 

compared to its conventional counterpart. Given that Islam constitutes the religious 

majority in Malaysia, expectations that the growth and development of IEFs are

associated with individual religious norms, value orientations and ethical behaviour, has 

not been tested empirically in previous studies. 

One way of addressing this absence is by examining the investment behaviour of 

IEF participants. This is pursued by studying behaviour under conditions of competing 

alternatives in a different Malaysian economic setting. This strategy is triangulated from a 

number of perspectives: from observations in psychology focusing on how individual 

behaviour and motivations shape investment decisions; the influence of shariah ethical 

considerations; risk/return expectations; equity fund management and performance; and, 

from behaviour exhibited in current and expected asset/equity portfolio construction.

Traditional investment theory is unable to explain how ethical investors behave 

the way they do – often exhibiting behaviour inconsistent with choice optimisation and 

rational decision-making. Moreover, in an Islamic finance setting, prescriptive shariah 

parameters and non-financial attributes are perceived to impact investment behaviour in 

ways not fully understood. If individuals are assumed to behave rationally (as 

neoclassical theory suggests), then given ethical imposts, Islamic investors would 

consistently make sub-optimal and irrational decisions since choice is not fully exercised. 

Consequently, equity and asset portfolios will not be fully optimised between competing 

alternatives.   

Similar arguments are raised against conventional ethical investors on the basis 

that negatively screening out profitable equity stocks (through ethical concerns) result in 

portfolio under-performance (Schwartz, 2003). Does this argument hold for Islamic 

investors and IEFs as well? Research associated with conventional socially responsible 

investment (SRI) suggests the non-financial components of investors’ utility functions 
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have much to do with investment behaviour – the dynamic effect of which ultimately 

contributes in shaping the growth and direction of SRI funds themselves (Domini & 

Kinder, 1986). Such observations cannot be inferred about Islamic Equity Investment 

(IEI) since there is a paucity of research and very few studies in which the influence of 

individual behavioural attributes on investment has been adequately researched. Pollard 

and Samers (2007) argue this dearth in research has resulted in Islamic finance being 

“under-theorised”. Moreover, as the literature review indicates, IEI research has been 

unidirectional – it focuses almost exclusively at quantitative analysis of equity fund 

performance and risk/return comparative analysis. This research seeks to redress this gap 

in the literature. 

Behavioural finance theory has added a new dimension in understanding 

individual investment (mutual fund) behaviour. Statman (2005a) argues ethical (SRI) 

investors are ‘normal’ – the only difference between conventional and ethical investors is

that the latter group “care more”. If so, there is no evidence that suggest Islamic investors 

care more because of religious convictions. If it is assumed they do, then examining 

individual investment behaviour may explain whether Islamic investors do ‘care more’ 

under shariah compliance conditions. This thesis extends the enquiry further. It asserts 

IEI behaviour is motivated through a complex mixture of personal attributes; knowledge 

and awareness of equities and the equity market; shariah compliance; attitude and 

perceptions toward IEFs; risk/return considerations; asset preferences and economic 

factors. 

This thesis uses survey responses data to examine qualitative IEI behaviour. It 

also uses panel data of selected Islamic equity funds and equity market risk/return data to 

examine quantitative determinants of investment behaviour. Further, studying trends in 

current and expected asset portfolios reflects the way these variables are manifested in 

decision-making. Using these procedures, this research finds new evidence in the field of 

Islamic behavioural finance. 

The findings indicate respondents abhor ‘riba’ but are quite content to invest in 

riba-related instruments. Respondents show strong shariah inclinations. There is general 

lack of awareness of IEFs, knowledge of the equity market and the role of equity market 

service providers. There is also strong allocative preference for fixed-income securities, 
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liquid instruments and investment in unit trusts. Fixed-income preferences however, 

suggest a divergence from shariah ethical normality and the conscientious dilemma 

confronting Islamic investors in deciding where to place investable funds. Aggregated 

individual asset choices closely reflect trends in equity market growth and development.  

The research also finds that choice of IEF is influenced by management performance and 

in investors’ subscription/redemption behaviour. An examination of decision-making 

behaviour indicates that shariah compliance issues do not feature highly in respondents’ 

estimation. Attitudes and perceptions of Islamic unit trusts are highly significant 

determinants in equity fund selection. In arriving at these conclusions, this thesis made 

use of structural equation modelling, a sophisticated process hitherto not employed in 

research of this type.
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CHAPTER ONE

1 BACKGROUND, MOTIVATION AND PURPOSE OF RESEARCH

1.1 INTRODUCTION

This research is concerned with examining the determinants of Islamic equity investment

(IEI) behaviour and its significance in the Malaysian Islamic capital market. Islamic 

equity funds (IEFs)
1

 provide the indirect means for individuals to participate in equity 

stock markets. The growth in Malaysian IEFs currently elicits a great deal of interest 

among investors in terms of asset diversification and the desire to access global equity 

markets (Siddiqui, 2004; 2007).
2

 Part of the attractiveness of Islamic funds is that they 

are characteristically faith-based and may conveniently be classified as ethical funds 

(Sparkes, 2002).
3

Faced with Islamic equity and conventional equity alternatives, the entry of IEFs 

has perceptively altered investment behaviour and created decision-making challenges in 

the way individuals exercise choice and preferences. At issue are questions on how 

investors behave the way they do – at times exhibiting behaviour inconsistent with 

rational choice (Thaler, 1985; 1993). Moreover, in an Islamic finance setting, non-

financial attributes (e.g., beliefs and practices) are considered to impact investor 

behaviour (Tahir, 2004). 

1

 Also referred to as ‘Islamic Ethical Funds’ (IEFs) in some studies. Another acronym synonymous with 

IEFs is IUTs – Islamic Unit Trusts. The ethicality distinction follows Wilson’s (1997) argument that 

Islamic funds are characterised by their adoption of religious and faith-based criteria in decision-making. 

The ethical characterisation is based on Sparkes’ (1994) and Cowton’s (1994) definitions of ethical 

investments (Church-based) and Domini’s (1992) definition based on social-value and moral distinctions.       

2

 Especially since the launch of the Dow Jones Islamic Market Indexes in 1999 (Siddiqui, 2004).

3

There is a degree of slippage in differentiating between ‘Islamic’ funds and ‘ethical’ funds. In the dual 

Malaysian equity fund market, the label ‘Islamic’ distinguishes Islamic funds from conventional funds. 

While funds may be designated ‘Islamic’ they may not necessarily be ‘ethical’ following the arguments of 

Schwartz (2003) and Hoggett and Nahan (2002). In this thesis, reference to Islamic funds is synonymous 

with Islamic ethical funds (IEFs).    
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Few studies have attempted to examine such perceived behavioural changes from 

a multi-dimensional research perspective. In general, there is an almost total lack of 

academic research in the area of Islamic behavioural finance. The literature review reveal 

that existing research is skewed in favour of fund performance and risk/return evaluation 

studies. Indeed, even in Malaysian Islamic finance research, studies related to Islamic 

behavioural finance are rare. Addressing this absence in the literature requires empirical 

examination in a setting where Islamic finance is practically manifested. Here, the 

Malaysian experience provides the best grounds for a case study on the behaviour of 

investors, fund managers and the influence of the regulator.
4

 There is, fortunately, a 

comprehensive body of knowledge to draw on from conventional Socially Responsible 

Investments (SRIs) studies that provide sufficient guidance and explanatory power to 

pursue research in Islamic behavioural finance. 

As long as this absence persists, observations about Islamic equity investment 

behaviour will remain conjectural. This thesis is an attempt to fill the literary absence.  It 

will do so by examining individual investment behaviour from the perspective of beliefs, 

ethics and psychology. Equity fund management and performance will be incorporated as 

another determinant of investment behaviour. These aspects will be studied focusing on 

how individuals shape the direction of their investment decision-making. This 

multivariate approach constitutes a departure from previous studies in which the primary 

focus is on quantitative evaluation of equity fund performance (Ramsamy & Yeung, 

2003). The rationale for a multivariate approach stem from the argument that if all 

investors are assumed to behave rationally, then Islamic (and SRI) investors would 

4

 The Securities Commission of Malaysia (SCM).
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consistently make sub-optimal decisions since choice is constrained under ethical

compliance rules. Behavioural finance is increasingly used to provide answers to 

investors’ displaying such ‘inconsistencies’ or ‘irrationalities’. Conventional ethical 

investment theories approach the problem by looking at investors’ personal profiles and 

demographics; perceptions and understanding of ethical issues; behavioural traits such as 

psychological biases (Camerer & Loewenstein, 2002; Camerer, Loewenstein & Rabin, 

2003) and, fund subscription/redemption behaviour (Bollen & Cohen, 2006).

Cross-sectional survey data is used to examine individual behavioural traits. 

Malaysian unit trust panel data is used to analyse fund performance. These datasets are 

gathered in a new economic setting that reflects the present economic significance of the 

Malaysian Islamic capital market. The research uses multi-dimensional behavioural and 

financial models as the methodology for empirical enquiry. 

The remainder of this chapter is organised as follows. Section 1.2 provides an 

overview of research associated with Islamic equity investment in Malaysia. The next 

section 1.3 deals with research problems, issues and motivation.  Section 1.4 focuses on 

research questions while section 1.5 addresses the purpose, objectives and scope of the 

thesis. Section 1.6 discusses the contribution of this thesis to the body of knowledge in 

the area of Islamic behavioural finance. Finally, section 1.7 sets out the plan and 

organisation of this thesis.    

1.2 RESEARCH RELATED TO ISLAMIC EQUITY INVESTING

1.2.1 What previous studies suggest 

Previous studies on Malaysian Islamic equity investment indicate that investors may be 

attracted to equity funds based on: fund performance persistence; returns commensurate 
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with market benchmarks; risk mitigation; and, management style (see Table 3.2). 

However, there is no evidence defining who Islamic investors are, how they behave and 

make decisions and what their expectations are. 

Non-quantitative factors do not feature as variables in functional relationships in 

these studies. The dominant finding in these studies is that Islamic investors are risk-

averse. Tahir (2004) finds that shariah concerns do feature in risk evaluation. Further, 

age, gender, education and income are important determinants in stock selection. Al-

Tamimi (2006) finds shariah concerns rank lowest in investors’ decision-making 

priorities. Loonat (2004) finds there is a significant relationship between shariah 

compliance and choice of products and banks. In relation to wealth accumulation and 

savings habits, intertemporal consumption theory suggests “…people save largely to 

finance retirement. However, additional savings goals also matter” according to 

Dornbusch, Fischer and Startz (2004, p. 347). It remains to be established empirically 

from sample responses where savings are invested and for what purpose. As a start, 

behavioural economists propose that people mentally divide their assets into asset 

categories – current income, current assets (savings) and future income (Shefrin & 

Thaler, 1992). 

1.2.2 How this research differs from previous studies

Firstly, it acknowledges the role of behavioural finance and SRI studies in IEF research 

as discussed by Camerer & Loewenstein (2002), Schleifer (2000), Shefrin (2002) and 

Thaler (1993). These recent additions to finance theory provide greater explanatory 

power in understanding investors’ habits driven by psychological factors (Bodie, Kane & 
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Marcus, 2007). Secondly, it adopts a mixed social research approach – it uses both 

qualitative and quantitative analysis to address research questions. It achieves this by 

examining functional relationships between individual demographic profiles and 

investment correlates. Thirdly, it examines individual risk/return profiles from a product 

specific perspective instead of focusing on quantitative estimation. Fourthly, it examines 

personal attitudes and perceptions toward Islamic unit trusts (IUTs) as a means of 

identifying significant factors associated with fund selection. Fifthly, it uses a unique 

portfolio construction technique to examine individuals’ asset preferences. Sixth, the 

research is structured in a new Malaysian economic investment setting that recognises the 

significance of the Islamic capital market.  Finally, it employs (for the first time in 

Islamic behavioural finance) structural equation modelling for analysing investment 

decision-making. This statistical technique is used widely in longitudinal data analysis

(Bijleveld, van der Kamp & Mooijaart, 1998), in marketing (Babakus, Eroglu & Yavas, 

2004), the social sciences (Byrne, 2001) and, more recently, in behavioural finance 

(Arbuckle, 2007).

1.2.3 Main focus    

The main focus of this thesis lies in researching the determinants of investment behaviour 

under conditions of competing alternatives and its significance in the Malaysian Islamic 

capital market.

Finance theory assumes investors are rational – they always consider all market 

information and rationalise outcomes strictly in terms of profit maximisation in decision-

making (Bodie, et al., 2007; Camerer & Loewenstein, 2002; Statman, 2005b). 
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Behavioural finance suggests decisions are constructed. For instance, people are guided 

through heuristics (solvable solutions through shortcuts) (Shefrin, 2002), mental framing 

(Payne, Bettman & Johnson, 1992), and other psychological biases (Kahneman, Slovic & 

Tversky, 1982). Experimental research by Kahneman and Tversky (1979) indicate 

significant divergences from strict neoclassical utilitarian rationalism in decision-making. 

The divergences point to problems associated with rational choice. 

Opinions differ with respect to investment behaviour (Stangle, Malkiel & 

Mullainathan, 2005).
5

 For instance, Statman (2005a, p. 32) defines emotions of investors 

as ‘normal’. He argues investors are ‘normal’ and also rational – the important difference 

from the ‘homo economicus’ man perspective is that they “care more”. This argument is 

also shared by Farooq (2006). Investment models are unable to capture such ‘normal’ 

behaviour through the rules of probability and statistics (Ackert, Church & Deaves, 

2003). Contextualised, Islamic investors are assumed to care more about ethics and 

values (Obaidullah, 2001; Naughton & Naughton, 2000). It is this presumed behavioural 

normality among Malaysian Islamic investors this research seeks to examine more 

closely. 

Introducing religio-ethical perspectives complicate the behavioural process 

further. Rosly (2005, pp. 81–84) argues users of Islamic finance are not completely 

rational since financial preferences are ethically constrained whereas in conventional 

finance, users possess unfettered choice and discretion in financial decision-making. 

Malaysian investors are juxtaposed between these competing alternatives making it 

difficult to construe rational behaviour. 

5

 This paper is an interview discussion between Stangle, Malkiel and Mullainathan. The views expressed in 

the panel discussion point to serious problems with established and long-held views of rational behaviour in 

stock market and mutual fund investment. 
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A further consideration is the notion of rational utility – commencing with the 

theory proposed by Von Neumann and Morgenstern (1947) that assumes strict 

(axiomatic) rationality in decision-making. This theory however, is unable to explain 

divergences and causes underlying changes in decisions (Copeland & Weston, 1992; 

Lambert, 2006). Notions of axiomatic behaviour are rebutted by Kahneman and Tversky 

(1979; 1986) on the grounds that behaviour is most often occasioned by psychological 

biases. On the other hand, behaviour grounded in religious tenets is recognised as being 

irrational since believers are asked to adhere to prescribed behaviour that in itself limits 

choice and (potentially) return maximisation (Cosgel & Minkler, 2004; Hoggett & 

Nahan, 2002; Schwartz, 2002; 2003). The alternative understanding these authors argue, 

is to recognise religious adherence as rational and then apply economic theory to explain 

behaviour ex post. Further, finance theory employs normative reasoning on how investors 

should behave as opposed to the behavioural approach of how investors really or actually

behave (Baker & Nofsinger, 2002). This latter line of reasoning better explains 

investment choice under conditions of uncertainty and remains the preferred 

methodology in this research. 

In relation to IEFs, behavioural departures include other explanatory variables 

hitherto not considered in empirical work such as shariah compliance, personal attributes 

and demographic factors, perceptions and attitudes and choice of competing portfolio 

alternatives. By competing alternative is meant the entire range of investment opportunity 

sets investors may choose from in equity portfolio construction. In this way, Malaysian 

Islamic unit trusts (IUTs) offer further alternatives for those individuals desirous of 
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investing in ethically managed funds but where choice is constrained by factors 

dominated by religious principles. 

As argued by Baker and Nofsinger (2002) behavioural finance focuses on 

determining how individuals actually perceive and respond to investment alternatives.

Contextualised, this behavioural paradigm is manifested in the dual Islamic/conventional 

Malaysian equity investment fund market.

1.2.4 Datasets and methodology

Empirical evidence for this research relies on: cross-sectional data obtained from 

questionnaire survey; unit trust panel data accessed from annual reports and master 

prospectus issued by fund managers; unit trust data accessed from the Malaysian 

Securities Commission database; and, fund performance data provided by S&P.
6

The first data source relies on 900 questionnaire-based face-to-face interviews 

wherein respondents are surveyed regarding: their personal profiles and attributes; asset 

portfolios; investment preferences; knowledge of shariah principles and concepts; 

knowledge of the equity market; risk/return preferences; factors influencing portfolio 

decision-making; and, asset preferences revealed in hypothetical investment portfolios. 

The second data source relates to unit trust fund-flows calculated from fund 

annual reports, where net flows are expressed as the net increase/reduction in annual net 

assets of each selected fund for each period. The S&P data relies on absolute fund returns 

calculated on a bid-to-bid basis with income and dividends reinvested. This is set in two 

new economy periods (1-year and 3-year periods) for performance evaluation analysis. 

6

Information supplied by S&P Fund Services as quoted in the The Star Biz Week, (pp. BW18–20) 

December 23, 2006.
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Conceptualisation and design of the survey instrument follow techniques and 

survey models adapted from previous SRI studies as well as Islamic finance studies 

related to bank selection, product familiarity and consumer attitudes and perceptions. 

Survey content design is also inspired by the methodology employed in periodic 

investment surveys conducted by IFSA (2005) in Australia.
7

This research further develops an Islamic investment behavioural model which is 

tested using Structural Equation Modelling (SEM). Although this statistical method is 

used extensively in marketing, conventional behavioural economics and psychology, its 

use in Islamic finance has hitherto not been employed in any empirical research. The 

highly sophisticated nature of the SEM technique allows any number of complex 

relationships between variable constructs to be examined simultaneously (Byrne, 2001; 

Hair, Black, Babin Anderson and Tatham, 2006). The estimation technique uses a series 

of separate multiple regression equations without the strict normality limitations 

prescribed in OLS and multivariate regression. This aspect is dealt with in Chapter 8.     

1.3 RESEARCH ISSUES, PROBLEMS AND MOTIVATION

1.3.1 Issues

Reasons for investing in ethical funds may vary according to concerns held and expressed 

on issues deemed sacrosanct or, issues too valuable to be ignored (Lewis & Cullis, 1990). 

Other reasons are those prompted by product-type and expected returns (Wilson, 2002). 

In relation to Islamic investors, religious issues may not be significant determinants of 

7

 For example, this methodology and its variations are used extensively in surveys conducted by the 

Investment and Financial Services Association of Australia (IFSA) to measure investor sentiments, 

attitudes and perceptions arising from changed economic and investment circumstances. See survey report 

Super Decisions: Communicating with Customers and Effective Disclosure (IFSA, September 2007). 

Retrieved October 18, 2007 from the IFSA website: 

http://www.ifsa.com.au/documents/2007_0926_Effective%20Disclosure%20-%20%20Public%20FINAL.pdf
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ethical investment behaviour as argued by Al-Tamimi (2006) although this view is not 

shared by Tahir (2004). In relation to where funds are committed, Seng (2003) argues 

many investors should be seen as ‘savers’ rather than ‘investors’ since large preferences

for fixed deposits is indicative of savings and not investment behaviour.  

An issue that often dominates personal investment behaviour is that surrounding 

the discussion of money affairs (Domini, 1992). People generally only want to discuss 

their financial affairs with someone closest to them such as their spouse, closest relation 

or friends, or personal advisor (Domini & Kinder, 1986). The exceptions are when 

financial decisions turn out positive or favourable (Shefrin & Statman, 1985). Then the 

decisions (ex post) are lauded, often attributed to self-righteousness or as confirmation of 

personal ingenuity. Losses on the other hand, are almost always blamed on bad advice 

and seldom on bad decisions. They are most often never aired since they reflect personal 

defeat. Both extremes are the outcomes of decision-making and the manner in which they 

are constructed (Shiller, 2005). In equity investing, decisions may be unilateral especially 

when reliance is placed on personal judgement, experience, knowledge or other 

specialised attribute. These are therefore highly judgemental, according to Lambert 

(2006). Consensual decisions on the other hand, are collaborative and more reasoned and 

the outcome of dialogue (Shefrin, 2002). In both cases, what is effectively at stake are 

decisions on wealth and its management. Investment decision-making lies between these 

extremes and vary with the complexity of the underlying assets, the risks attached, the 

expected returns and liquidity (Barberis & Thaler, 2003; DeBont & Thaler, 1995). 
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Understanding decision-making in Islamic finance require more than these 

variables. Included are shariah constraints (DeLorenzo, 2004a; 2004b) and the 

prescriptive parameters on lawful and prohibited products and transactions (Norman, 

2004; Wilson, 2004). These constraints affect personal investment behaviour in ways not 

fully comprehended. 

1.3.2 Research motivations   

Research on Malaysian Islamic unit trusts is predominantly examined from a normative 

performance-based perspective. Studies by Hamid and Nordin (2001) and Haron, Ahmad 

and Planisek (1994) in Malaysia focus on bank patronage and individual attitudes and 

perceptions associated with Islamic banking behaviour. Research by Shanmuganathan 

(2006) examines behaviour influenced through risk perceptions and individual 

demographics but no specific attention is paid to Islamic equity investing. Two studies 

focus specifically on Islamic equity investment behaviour. Research by Tahir (2004) in 

Australia find there is no difference in risk evaluation between Muslim and non-Muslim 

equity investors. Further, Muslim investors display discriminant stock selection 

behaviour mindful of shariah equity compliance. Research by Al-Tamimi (2006) 

examines Islamic investment decision-making of UAE investors. The author finds 

investors’ return expectations are very high implying risk-seeking behaviour – they are 

prepared to accept higher risk for higher return outcomes. Further, religious values are 

not significant determinants in investment dealings. Other studies discussed in section 3.4 

focus on issues related to customer satisfaction and indicate preference for shariah 

compliant products and bank selection.
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In the Malaysian managed fund market, the parallel equity market poses 

dichotomous decision-making challenges in terms of equity choice. Individuals are 

confronted with discretionary alternatives at opposite ends of an equity investment 

spectrum – one Islamic and the other conventional. How individuals react and exercise 

choice and what ethical forces are at play is the substance of this thesis. There are a 

number of other reasons that also motivate this research.   

The first motivation relates to the paucity of theoretical and empirical studies in 

the area of Islamic behavioural finance and investments. It is argued that Islamic finance 

is “under-theorised” (Pollard & Samers, 2007, p. 314). The result is the absence of 

empirical evidence for testing against theory. Al-Suweilem’s (2002) paper on decision-

making under uncertainty also alludes to the absence of theory as do those of Al-Saati 

(2003) and El-Gamal (2002).

The second motivation is one prompted by the need to identify factors driving 

Islamic investment sentiments, attitudes and perceptions. In pursuing this objective, much 

can be learned about the behaviour of the Islamic equity market. Behavioural finance 

may be used to explain ‘market anomalies’ occasioned by changes in sentiments, 

attitudes and perceptions (Schleifer, 2000; Shefrin, 2002). For instance, Abdul Kadir 

(2000) argues that the 1997 Asian stock market crisis was precipitated in part, by 

behavioural anomalies not fully comprehended at the time. Thus, when Malaysian 

investors were assumed to be relatively risk-averse, the crisis transformed investment 

behaviour to risk-seeking as investors sought to exit equity funds prematurely at any cost 

to stem losses – behaviour contrary to what Shefrin and Statman (1985) argue. 

Furthermore, in trying to avoid the market downturn, the usually risk-averse equity funds 
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became unappealing. Abdul Kadir (2000) and Seng (2003) both argue that in the decade 

that followed the crash, investors returned to the market prompted by expectations of 

higher returns but only to recover past losses. Such behavioural changes raise questions 

such as: what prompts this transformation in investors’ attitudes and perceptions? 

The third motivation relates to shifts in asset preferences occasioned by the 

emergence of IEFs. The catalyst for Islamic stock market participation commenced in 

1990 with the fiqh resolution of the Islamic Fiqh Academy Jeddah (IFAJ)
8

 on the 

permissibility of equity investment. A careful study of the first part of that resolution 

recognised the importance of financial transactions in the equity markets based on the 

Islamic maslahah or ‘public interest’ principle.
9

 An associated issue not fully 

comprehended in the application of this resolution is the behaviour of value shifting from 

one investment strategy to another. The explanation offered by Tahir (2004) is that it is 

most likely initiated by profit motives. Al-Tamimi (2006) agrees but argues it not driven 

by religious concerns. This raises the issue of the attractiveness and preferences for IEFs 

in traditional equity fund markets. What this also raises is the understanding of forces 

influencing change in investor tastes and perceptions.  

The fourth motivation is that normative studies related to Islamic funds have been 

unidirectional – that is, investment behaviour has only been observed from a strict 

quantitative performance perspective. Qualitative behavioural factors have been ignored 

or simply left out of the investment function. For instance, what is not well understood 

8

 Refers to Resolution 59/10/6, “Concerning the Financial Markets” Sixth Session (March, 1990).

9

See also the shariah resolutions adopted by the Securities Commission Malaysia (2006, pp. 10, 151) 

where this principle is widely enjoined in Malaysian fiqh rulings relating to equity participation in the stock 

markets.  
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are the effects of shariah strictures in equity dealings (Naughton & Naughton, 2000). 

Tahir (2004) believes Islamic investors’ shariah assessment of risk is significantly 

affected by demographic factors. Hamid, Craig and Clarke (1993) argue that shariah 

strictures are even manifested in accounting behaviour. Cosgel and Minkler (2004) 

identify ‘integrity’ which they define as ‘identity conferring’ as another qualitative factor. 

People identify themselves with some values and then fashion their behaviour according 

to those values. It is not known whether and to what extent these observations apply to 

IEFs.

Fifthly, leaving aside religious assertions, a number of ethical commonalities are 

prevalent in both conventional and Islamic equity funds. The dominant factor in both 

conventions lies in the conduct of their economic agents. Conventional investors are not 

constrained in their investment discretion – they can construct any type of diversified 

portfolio from a variety of stocks, asset classes and different risk orders (Rosly, 2005). 

Islamic investors are unable to match conventional asset varieties (for example, fixed-

interest instruments) resulting in less diversified portfolios (Wilson, 2002, pp. 1–2). 

Hence, return maximisation combined with risk-aversion, argued strictly in terms of 

neoclassical economic theory, is not fully satiated ‘Islamically’ since choice is restrained. 

Islamic investors must also ensure in their financial conduct that financial decisions and 

portfolios are shariah compliant and fall within acceptable boundaries (Usmani, 2002). 

This equates to individual portfolio positions below the optimal risk/return yield curve 

(the efficient frontier). The mix of risky assets with less risk-free assets might yield lower 

expected outcomes. Consequently, the rate at which risk increases is faster than the 
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expected increase in returns. Theoretically, this suggests Islamic investors are more risk-

seeking since risk-free (fixed interest-based) assets are stripped out of the portfolio.

A sixth position is the common understanding that “…the process of investing 

concerns financial decision-making about where to place wealth to provide for future 

returns” according to Brailsford et al. (2004, p. xxi). Where wealth is placed is crucial to 

where investment funds are committed since interest-bearing instruments fall within the 

ambit of prohibited asset classes. This is problematic to investors desirous of seeking 

predictable (fixed) incomes. Removing such instruments may require adjustments to 

investment portfolios. There is no evidence yet to suggest that Islamic investors will 

abandon predictable future returns to pursue ethical values. 

The seventh problem is concerned with the impact of religious and sociological 

factors influencing investment choice and decision-making. The observation by Abdul 

Rahman (Securities Commission, 2006, p. viii)
10

 is that equity markets should “…satisfy 

the needs of local communities from different geographical locations and cultural 

backgrounds”. Empirical studies by Hofstede (1980) suggest culture and societal values 

impact social systems and financial outcomes. One element identified by Hofstede is the 

“individualism versus collectivism” cultural nexus under which, in some cultures, 

individual self-interest is sacrificed for the collective good of the community (Deegan, 

2001, p. 176). A good example of this dichotomous relationship is the cultural and 

ethically based Tabung Haji scheme. Although designed to satisfy religious needs 

through cooperative investment pooling, it allows individuals to pursue their investment 

10

 Abdul Rahman, Datuk Sheik Ghazali, chairman of the Malaysian Securities Commission Shariah 

Advisory Council.
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strategies separately. Both strategies are mutually exclusive but share common norms and 

values. Although Tabung Haji is not an equity fund institution, it may well have induced 

preferences for ‘Islamically friendly’ investment instruments. It remains to be tested if 

this behaviour is prevalent in peoples’ asset portfolios.

More importantly, though, is the religious influence exerted on investors’ choice 

since Islamic individuals are precluded from accessing the full range of unconstrained 

investment instruments available to conventional investors. Hence, prescribed limitations 

are capable of curtailing choice (DeLorenzo, 2004b). In a related (accounting) issue, 

Hamid, Craig and Clarke (1993, p. 134) observe (in relation to Islam) that “…ethics flow 

automatically from the practices of the religion, rather than from codes (mainly of 

etiquette)”. If so, the prescriptive influence of religious norms may themselves be 

significant determinants of the actions of individuals and economic agents in the 

investment cycle in which the principal delimiters are riba, gharar and maysir.      

The eighth motivation deals with examining the influence of personal attributes 

on investment choice. Constructing such a model allows examination of the strengths and 

significance of associations. Multiple data analysis allows models to test whether ethical 

behaviour is close to or different from conventional behaviour. The significance of this 

issue follows from findings in empirical studies conducted on customer satisfaction and 

Islamic bank selection (see section 3.4). Disentangling demographic influences, studies 

conducted by Gerrad and Cunningham (1997) in Singapore and Haron, Ahmad and 

Planisek (1994) in Malaysia, confirm strong influence of customer personal profiles on 

bank product, services and bank selection. These studies also reveal low familiarity with 
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investment concepts, financing methods and products. This aspect, although given 

attention in Islamic banking literature, is under-researched in investment studies. 

The ninth research interest extends to investor ‘perceptions and attitudes’ toward 

Islamic equity funds. There is, in Malaysia, a general presumption by the authorities that 

IEFs are more suitable to the needs of Islamic investors (Securities Commission, 2004, 

pp. 97–102). This is an untested observation since some individuals, although deeply 

conscious of Islamic ethics, may prefer earnings from proscribed sources (interest on 

fixed deposits) and the lure of high earnings from highly speculative investments. This 

observation is confirmed firstly, by the number of reported ‘pyramid’ schemes
11

 intended 

as quick returns and secondly, in defensive investor alerts issued by the Securities 

Commission (SC) intended to stop investment scams.
12

 This paradox suggests that 

individuals may not prefer ethical funds because of low expected returns. More precisely, 

reasoned from the perspective of behavioural finance, such issues involve ‘irrational’ 

behaviour of the type identified by Kahneman and Tversky (1979). In the wider Islamic 

research spectrum, studies of irrational behaviour are limited (Al-Suwailem, 2002). The 

dual Malaysian equity fund experience provides compelling grounds for this case study. 

The tenth motivation relates to the evaluation of equity fund performance. The 

latent effect is evident in the degree of social engineering – especially in saving habits 

(Securities Commission, 2004). Technically beyond the reach of ordinary investors, IEFs 

funds have re-engineered choice in the sense that direct equity investment is no longer the 

11

 See the Malaysian Neighbourhood Watch Community Portal at <http://www.nwatch.net.my> for details 

of these schemes. See also the website of the Direct Selling Association of Malaysia at 

<http://www.dsam.org.my>. 

12

 “Securities Commission to filter out scams on Net” (June 1, 2007) The Star Online. Retrieved October 1, 

2007 from: <http://thestar.com.my/news/story.asp?file=/2007/6/1/nation/17903608&sec=nation>.
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domain of sophisticated investors.
13

 Yet in doing so, it has also created selection 

problems for investors. The eclectic effect of these measures on small investors is the 

egalitarian argument that investment ideas are not the sole domain of the wealthy.
14

 The 

contrary view, however, is the perception that the promotion of Islamic finance is driven 

by the banking industry primarily for revenue (fee) motives and conditioning investors 

(Vadillo, 1991). These perceptions, rightly or wrongly, can only be upheld or rebutted 

through empirical study, supported by evidence from market data and engagements with 

market participants.

The final motivation is that critics maintain Islamic finance markets are not 

efficient. Shariah strictures impose unnecessary transaction costs resulting in sub-optimal 

returns (Aggrawal & Yousef, 2000; Kuran, 1983). Further, a constrained stock universe 

imposes inefficient stock diversification and allocation across assets classes, preventing

thereby, lower risks and adjusted returns (Yaksick et al., 2003). Consequently, 

unsystematic risks cannot be fully mitigated. Shariah screening is also criticised for 

lowering expected returns by denying opportunities in acquiring mis-priced stocks 

through short selling. These criticisms are generally levelled in quantitative studies. A 

more apt method of evaluating mutual fund investor behaviour according to Bollen and 

Cohen (2006) is by studying fund flows in and out of equity funds. This method provides 

a better means to determine investor intentions and investment sentiment. This 

methodology is preferred in this thesis – as will be discussed in Chapter 3.

13

 As stated by Abdul Halim Ismail (member of the Shariah Advisory Board of Bank Negara) 

NewHORIZON (June, 2000, pp. 3–4).

14

 Mahathir Mohamad (2003), “The Malaysian Experience in Nation-Building and Development and the 

Management of the Financial Crisis of 1997”.  Speech to the National Economic Action Council of Syria, 

August 18, 2003.
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1.4 RESEARCH QUESTIONS

This research will endeavour to address the principal question:

What are the determinants of Islamic equity investment behaviour and its significance 

in the Malaysian Islamic capital market? 

This research argues that the emergence of Islamic equity funds in Malaysia is essentially 

in a developmental stage (Abdul Kadir, 2000; Samad & Hassan, 1999). As such, lack of 

depth and maturity raises issues of relevance to the equity fund industry and the 

behaviour of its market participants that is not fully comprehended (Obaidullah, 2001; 

Naughton & Naughton, 2000). This observation underpins the need to study the 

determinants of investors’ behaviour at the initial, transitional and transformational stages 

from conventional to Islamic investments. Introducing novel ideas in the financial 

markets may either be fraught with scepticism or embraced with enthusiasm (Yaqubi, 

2000). Iqbal and Mirakhor (2004, p. 58) state that “…pioneering new frontiers in a 

different paradigm poses new challenges and takes time”. Indeed, the empirical remit is 

to examine how these ‘challenges’ are played out in the Malaysian Islamic capital 

market.    

Macro-economic aggregate numbers do not reveal the real extent of individual 

behaviour. What they hide are micro economic fundamentals that collectively influence 

aggregated numbers (Koutsoyiannis, 1979). This research argues that rational self-interest 

is inherent in individual investment behaviour but it is not its sole determinant. Islamic 

economics theorise that the demand behaviour of individuals is normal (Hasan, 2006; 

Kahf, 1976; 1978). The shariah sets out the parameters of this normality and, according to 

Ibn Ashur, it is then left to the individual to exercise normal judgement (El-Mesawi, 
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2006). It remains to be determined in this study how people behave in this manner even if 

persuaded through ethical suasion and ethical guidance.   

The remit of this research takes in the examination of respondents’ (investors): 

demographic profiles; familiarity with market and investment concepts; knowledge and 

understanding of fundamental Islamic financial concepts; attitudes and perceptions 

toward Islamic funds; asset choice and preferences; decision-making behaviour; fund 

performance; and, net fund flows. In framing the research methodology, the following 

arguments and assumptions are admitted: strict rationalism is relaxed; equity investment 

behaviour is not entirely subsumed by conditions of riba, gharar and maysir; 

psychological influences are admitted; and, choice is exercised independently of religious

norms and bounds. The evidence to address hypothesised relationships relies on a 

combination of cross-sectional social data and quantitative equity market and fund data. 

In structuring this research, the principal research question is decomposed into 

sub-questions and objectives aligned to hypothesis and constructs in the research model. 

In developing the research hypotheses, the following research questions are posited:

Question 1

To what extent do demographic profiles, investment and savings habits and market 

knowledge, influence behaviour toward Islamic equity funds? 

Question 2

Is Islamic investment behaviour aligned with religious and ethical value orientations?

Question 3

What attitudes and perceptions do individuals display toward Islamic unit trusts?
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Question 4

How significant are respondents’ risk/return profiles and their ranking of economic and 

market factors in framing investment decisions?

Question 5

What does asset allocation portfolio suggest about the choice and preferences of 

Malaysian Islamic investors? 

Question 6

Does fund size and performance influence IEF investment behaviour?

Question 7

Can Islamic investment behaviour be explained in a single behavioural model?

1.5 PURPOSE, OBJECTIVES AND SCOPE OF RESEARCH

Studies in conventional behavioural finance show that ethical as well as moral concerns 

do influence investment behaviour (Camerer & Lowenstein, 2002; Diamond & Varianen, 

2007; Goldberg & Von Nitzsch, 2001; Monteir, 2002). Research by Anand and Cowton 

(1993) provide evidence of investors who prefer moral and social concerns incorporated 

in their decision-making. Sparkes (1994) state that religious concerns were already 

prevalent in eighteenth century Church investment practices – thus contemporary religio-

ethical investing is not a novel idea. Demographic attributes are shown to influence 

investment decision-making (Barber & Odean, 2001; Ackert et al., 2003). Seng (2003, p. 

1) holds that the starting point for understanding investor influence on the unit trust 

industry is to look at “…the psyche of Malaysian investors”. These observations suggest 



23

that the entry of Islamic equity funds create new paradigms in investment theory that 

require further enquiry.

1.5.1 Purpose 

The first purpose of this research is to examine the determinants of Islamic equity 

investment behaviour and its significance in the Malaysian Islamic Capital Market 

(ICM). The second purpose is to provide market participants and regulators with 

empirical evidence in understanding the complexities of investors’ choice and 

preferences and their expectations from an Islamic ethical and rational perspective. The 

third purpose seeks to provide evidence of the extent to which measures initiated by the 

Malaysian government
15

 designed to encourage equity participation has been embraced 

by investors (in terms of participation) and by the market (in terms of market 

capitalisation). The fourth purpose is to assess individual attitude and perceptions of IEFs 

that may be useful to regulators in formulating policies and setting future directions for 

the industry – such as investor education and the direction of national savings. Fifthly, 

this study intends to provide shariah scholars with empirical evidence to enable them to 

focus on the fiqh relevance of investors’ expectations in scholarly discourses. Finally, this

study is intended to raise awareness of investors’ portfolio make-up, their asset 

preferences, their choice of equity funds and fund management companies and their 

decision-making behaviour. 

15

 See especially the future directions outlined in the Capital Market Masterplan Malaysia, Securities 

Commission (2001, pp. 173–184). These efforts are directed primarily through the Securities Commission, 

the FMUTM, Bank Negara and the Employees Provident Fund (EPF).  
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1.5.2 Research Objectives

The primary objective is to address issues raised in the seven research questions. This 

study intends to separate out from primary evidence the determinants of Islamic 

investment behaviour and decision-making. Table 1.1 categorises the main objectives and 

their subsets and what it seeks to achieve. It then summarises the contribution of this 

thesis to the overall body of knowledge on investment theory and Islamic behavioural 

finance. 

The research objectives are divided into three main categories – parts A, B and C. 

Each main category consists of sub-objectives aligned to questions 1 to 7. The test results 

for part A is reported in Chapter 6, for B in Chapter 7, and for C in Chapter 8. The 

primary focus of these objectives is discussed below.

1.5.2.1 Objective A: The influence of demographics, shariah orientations and 

attitudes/perceptions on Islamic investment funds

Objective A will attempt to address research questions 1, 2, and 3 following the 

Brunswick Lens Model
16

 outlined by Deegan (2001).

Behavioural studies in conventional finance are reviewed in Chapter 3 and sections 5.5.1, 

5.5.2 and 5.5.3. They point to significant relationships between demographics and 

investment behaviour. The aim is to determine whether these findings pertain to Islamic 

finance as well. The body of literature most closely associated with IEFs is Socially 

Responsible Investments (SRIs). Early research by Domini and Kinder (1986), Haveman 

and Webster (1999) and Sparkes (1994; 1998) allude to behavioural similarities between 

Christian and Islamic ethical investment. 

16

See footnote 108 for a further discussion of this model
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            The second aim is to examine shariah value-orientations exhibited by individuals. 

Studies cited in section 5.5.3 suggest there is significant awareness of shariah financial 

concepts and principles among Muslims. But Ramadan (2004) argues there is not always 

a conscious manifestation of religiosity in actions since expression in ‘context’ (actions) 

is often undermined by serious misunderstanding of ‘text’ (sources of law). Thus for 

instance, the finding by Al-Tamimi (2006) shows weak compliance in actual investment 

dealings – individuals simply dismiss shariah compliance. It remains to be tested whether 

this relationship is prevalent among Malaysian individuals.

 The third aim is to examine attitudes and perceptions toward Islamic unit trusts 

(IUTs). Regular surveys conducted by the Investment and Financial Services Association 

of Australia (2005) (IFSA) in Australia track investor sentiment as a means of evaluating 

changes in attitudes and perceptions toward managed funds. Aspects of the IFSA 

methodology are embraced in this research as a means of determining whether similar 

conclusions can be drawn about IEFs.  

1.5.2.2  Objective B: Influence of risk preferences, economic factors, asset choice 

and equity fund flows on decision-making

This objective focuses on research questions 4, 5 and 6 and the results are presented in 

Chapter 7. Survey data is used to characterise risk preferences. Markowitz’s (1959) 

portfolio theory adopts a normative (rationalist) approach in constructing optimum 

portfolios based on risk/return trade-offs (Peirson, Bird Brown, Howard, 1997). Islamic 

finance adds an ethical dimension to that approach (Rosly, 2005). Risk characterisations 
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inferred from annual equity growth and performance data compiled by the FMUTM
17

(see Table 4.2). The figures indicate stickiness in the proportion of Islamic units held to 

total units in circulation. Investors’ risk profiles may be assumed as one of the likely 

causes for this trend. Generally, unit trust (mutual fund) investors are perceived to be 

risk-averse (Brailsford, Heaney & Bilson, 2004). Can this assumption be made about 

Malaysian Islamic investors too? Examining individual risk responses will test whether 

this is so.  

The second aim in objective B is to examine the influence of economic factors and 

asset preferences as determinants of investment behaviour. For many individuals, access 

to equity markets is a matter of exercising ‘choice’ and ‘preferences’. For Islamic 

investors, equity funds are perceived as desirable since they embody the essential 

characteristics of musharakah equity participation (Wilson, 2002). Desirability is also 

dictated by risk avoidance and purity of returns (Al-Rafai 2005; Norman, 2004; Siddiqui, 

2004). Since choice and preference take in a range of style funds, investment desire is 

dependent on the degree of sophistication in finding the right mix of equities (Besanko, 

Dranove, Shanley and Schaefer, 2004). For Islamic investors decisions are based primarily 

on ex ante factors that take in return maximisation; the welfare criteria (zakat) and shariah 

compliance hurdles (Obaidullah, 2001). Once decisions are made, funds are committed 

and investment behaviour then turns to ‘expectations’ based on investment strategies 

defined by “resources, goals, sophistication and psychology” (Gitman & Joehnk, 2005a, p. 

195). In this study, the objective is to determine the likelihood that investors will choose/ 

prefer IEFs over other (conventional) investment funds. 

17

Federation of Malaysian Unit Trust Managers
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Besanko et al. (2004, p. 2) maintain that a key element in decision-making is the 

“…relationship between choices and outcome”. Choices are fashioned by strategic 

investment variables. Fifteen choice variables are posited in the survey instrument
18

 with 

the aim of determining factor dimensions that significantly impact respondents’ decision-

making. Since decision-making involves choice of investment alternatives, survey 

respondents are also asked to construct hypothetical asset portfolios.
19

They are given the 

choice of allocating RM50 000 between various asset classes. The objective of this 

methodology is firstly to construct individual asset profiles and then to test the outcomes 

against trends in capital market asset data. 

The final aim in objective B is to study investment behaviour looking at equity 

fund performance in a new economy period (2002–2006). This is achieved by comparing 

IEF and conventional net fund flow movements. Firstly, this method is a departure from 

standard quantitative methods that focus primarily on fund performance in terms of 

risk/return ratios and market timing outcomes. Secondly, the method advocated in studies

by Bollen and Cohen (2006) and Zheng (1999) profiles mutual fund behaviour by looking 

at net fund subscriptions and redemptions. The underlying logic of this methodology is 

the assertion that net fund inflows represent satisfaction with fund management and 

performance. Net fund outflows on the contrary, are an assertion of investor 

disenchantment with returns and management performance. A review of previous studies 

on Islamic fund performance indicates this is the first occasion wherein the ‘fund flow’

method is applied in Islamic fund performance evaluation. In so doing, the adoption of a 

different evaluation methodology is intended to amplify investor behaviour.    

18

See Appendix 1 Survey Questionnaire (Part B question 14).

19

See Appendix 1 Survey Questionnaire (Part B question 15).
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1.5.2.3 Objective C: Determining behaviour using structural equation modelling 

(SEM) 

This final objective is associated with research question 7. The test results are presented 

in Chapter 8.

Multivariate data analyses incorporate a number of statistical techniques. Of these, the 

SEM analytical model is considered extremely powerful because of its ability to handle 

multiple continuous and categorical constructs simultaneously using a series of regression 

equations (Byrne, 2001; Hair et al., 2006; Tabachnick & Fidell, 2001). Cross-sectional 

survey data is used to test an Islamic investment decision-making model using SEM 

analysis. Similar methodology employed by Babakus, Eroglu and Yavas (2004) is used to 

determine consumer choice behaviour using SEM. Baker and Haslem (1973) use SEM to 

identify ‘social marketing’ of interest to bankers, individual consumers and regulators 

and the findings in these works are applied in similar studies using SEM analysis. The 

methodology used by Meidan (1996) in examining marketing financial services provides 

strong support for SEM analysis in this study. However the evaluation of SEM modeling 

is more instructive in research conducted by Bagozzi and Yi (1988). Fishbein’s (1967) 

theoretical appraisal of the application of psychological behavioural value orientations 

provides measurement guidelines for SEM application in this thesis.   

This study develops a first and second-order behavioural model from survey 

response data. Model-fit tests evaluate whether the hypothesised models fit the data. To 

the extent to which it does, the model may be used to predict IEI behaviour. The SEM 

model uses non-parametric multivariate data with the aim of providing an understanding 

of the complexity of behavioural constructs in decision-making. 
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1.5.2.4 Scope of Research

This thesis is limited to examining the determinants of Islamic investment behaviour. It 

only takes in responses from members of the Islamic faith. It differs from other studies in 

three ways: it examines investment behaviour from both qualitative and quantitative 

perspectives; it uses a new most recent economy period (2002 – 2006); finally, it uses a 

Malaysian investment and equity fund setting as its research purview. 

The choice of a Malaysian setting is motivated by the following factors: the dual 

Malaysian equity fund industry is the most developed of its type among Islamic countries 

(Securities Commission, 2004); although in its developmental stage, it provides a rich 

source of data in time series analysis and studies in investment trends; there is familiarity 

with unit trust funds among Malaysians even though the industry at first was relatively 

meagre in terms of funds under management (Pramanik, 1994); finally, the Lembaga

Tabung Haji experience exposed Malaysians to the idea of Islamic investment self-

identity through attachment to ethical finance.
20

1.6 RESEARCH CONTRIBUTION

There is, to the best of the author’s knowledge, very little empirical research concerned 

with Islamic behavioural finance. As will be observed from the literature review in 

Chapter 3, prior research in the area of investment theory leans heavily toward 

quantitative fund performance analysis. The need to redress the behavioural finance 

absence is accentuated by the significant contribution of Islamic finance in the Malaysian 

ICM (Securities Commission, 2004). This thesis seeks to add to existing knowledge by 

addressing the observed gap in the literature. 

20

In the sense that its members funds are directed exclusively toward shariah compliant investments  
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1.6.1   Usefulness and importance of this research to market participants

This study represents the first attempt at determining Islamic investor behaviour from a 

multivariate perspective. It is considered important to the Malaysian Government, the 

Islamic capital market, regulators, the funds management industry, for companies and 

investors and in future academic research.

In its Capital Market Masterplan (2001, pp. 33–34) the strategic positioning of the 

Malaysian Islamic fund market expressed in objective 6.2 envisages creating “…a viable 

market for the effective mobilisation of Islamic funds”. To the extent to which this 

objective is pursued, the historical growth of equity funds presented in Tables 4.2 indicate 

problems of demand stickiness for IEFs. The growth in IEFs, while gradually trending 

upward, is not quantitatively as significant (in terms of units in circulation) as the growth 

in conventional funds. The microeconomic explanation for this demand inelasticity lies 

partly in the conduct and behaviour of investors. Thus, while government policy settings 

primarily pursue macro economic goals, what matters is how market participants perceive 

and react to these efforts. The behavioural conduct of respondents in this research 

provides important evidence for refinements in government capital market policies.    

Opinion toward IEFs may be constructed by negative/positive attitudes and 

perceptions. The findings identify a number of factors influencing investor attitudes and 

perceptions. As the sole regulatory authority, the Securities Commission may use the 

findings to take appropriate measures to negate negative sentiments toward IEFs. The 

evidence on market concentration suggests the dominance of a few oligopolists may 

require anti-competitive practices to be regulated to allow greater market entry to 

stimulate the Islamic equity fund market. 
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Survey responses in this study have important implications for understanding 

objective 6.2 of the Capital Market Masterplan. That objective calls for “…effective 

mobilisation of Islamic funds” (p. 15). This research provides valuable empirical 

evidence in shaping the Securities Commissions’ effort to promote equity fund 

awareness.  Further, the FMUTM through its industry network and the Employee 

Provident Fund (EPF) may use the evidence to take a whole-of-market initiative in 

collaboration with government and the regulators in promoting resource mobilisation. 

Importantly, significant desire for liquidity preference by respondents implies foregone

returns and inability in long-term financial planning using equity investment 

opportunities. Reasoned in terms of portfolio theory, individuals’ asset portfolios are sub-

optimally balanced.  The research implications for institutions, promoters and fund 

managers is that they are better informed of qualitative factors impacting investors’ 

attitudes, perceptions, product preferences and financial services. For companies relying 

on the equity market to raise capital, this study presents an insight of the significance of 

the IEF industry and the expectations of Islamic investors. 

Finally for investors, evidence of their demographic profiles, their ethical leanings and 

decision-making behaviour is crucial to the market in planning for retirement and wealth 

accumulation. The findings provide empirical evidence to marketers of equity fund 

products. 

1.6.2    Contribution to body of knowledge on Islamic investments 

The findings of the influence of personal attributes and demographics on Islamic 

investment behaviour is summarised in Table 1.1 
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Table 1.1 Research contribution to literature

Main & sub-objectives Hypothesis tested Contribution to Literature

Objective A

To determine whether demographics, personal 

investment attributes and familiarity with the equity 

market influences investment behaviour

Sub-objective A1a 

To examine investment behaviour exhibited in (1) 

current asset holdings and savings and 

(2) relationships between gender, age, education, 

occupation, income and  current Islamic  fund 

investments

Hypothesis H1a 

Respondents’ demographic profiles, asset 

holdings and savings behaviour is 

positively related to personal investments 

and investment in Islamic equity funds.  

Accepted

The relationships are significant.

Sub-objective A1b  

To examine whether investment knowledge, 

awareness of IUTs and understanding of market 

concepts influences Islamic investment behaviour

Hypothesis H1b  

Knowledge and understanding of IUTs, 

equity funds, market intermediaries and 

market concepts is positively related to 

investment in Islamic equity funds.

Rejected 

The evidence points to weak association. 

Not all behavioural variables are predictors 

of IEF investment.

Objective A2  

To examine the influence of shariah and ethical 

value orientations on investment behaviour

Hypothesis H2

The understanding and importance of 

shariah concepts and principles is 

positively related to Islamic equity 

investments. 

Rejected

Shariah concepts and principles are 

considered important. But asset choice 

show significant deviations from shariah 

compliant decision-making.

Objective A3 

To determine investors’ attitudes and perceptions 

toward IUTs

Hypothesis H3  

Attitudes and perceptions toward Islamic 

unit trusts are not driven solely by religious 

and ethical concerns.

Accepted

Non-ethical factors are important 

determinants of attitudes toward IUTs. 

Objective B

To determine the influence of risk preferences, 

economic factors, asset choice and equity fund 

flows on decision-making

Sub-objective B1a

To examine risk/return characterisations of Islamic 

investors

Hypothesis H4a

Since financial dealings are ethically 

constrained within shariah parameters, it is 

hypothesised that respondents are risk-

averse in equity dealings and expectations.

Accepted

There is evidence from investors’ risk 

profiles and selection and choice of assets

Sub-objective B1b

To examine influence of demographic profiles on 

risk/return preferences

Hypothesis H4b 

Demographic profiles are positively related 

to Islamic risk/return investment behaviour. 

Accepted

The relationship between personal profiles 

and different risk/return tradeoffs is positive 

Sub-objective B1c

To examine respondents’ risk/return character in 

asset classes 

Hypothesis H4c 

Malaysian Islamic investors display 

different risk/return behaviour between 

different asset classes and prefer less risky 

investments

Accepted

This is evident in the mean ranking of assets

Objective B2

To examine the influence of economic and market 

factors on investment decision-making

Hypothesis H5

Decision-making related to Islamic equity 

funds is significantly dependent on 

economic and non-religious factors.   

Accepted

Decision-making is influenced by global; 

fund management and domestic economic 

factors

Objective B3

To examine choice and asset allocation preferences 

of Islamic investors

Hypothesis H6

Demographics and personal attributes are 

positively related to demand for IUTs

Accepted

Choice of investments is a function of 

personal attributes. Choice is also driven by 

competing investment alternatives 

Objective B4

To examine the influence of fund size and 

performance as determinants of investment 

behaviour 

Hypothesis H7a  

Fund management, fund size, risk and 

rewards positively influence investors’ 

choice to invest in Islamic funds 

Hypothesis H7b

Islamic investors will act rationally by 

subscribing for or redeeming equity fund 

units based on fund performance.    

Accepted

All three factors significantly influence 

decision-making

Accepted

This is shown in fund flows in and out of 

funds prompted by fund performance

Objective C

To use SEM for examining relationships between 

investment behavioural constructs

Objective C1

To perform a series of simultaneous regression 

equations examining significance of decision-

making relationships between a number of 

behavioural constructs 

Hypothesis H8

The determinants of Islamic investment 

decision-making behaviour are not framed 

entirely by ethical values and concerns. 

Accepted

Decision-making is framed by: familiarity 

with equity funds; market awareness; 

shariah values; attitudes & perceptions; 

extraneous factors; risk/returns; asset 

preferences 
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The findings generally support similar findings in conventional investment literature. It 

suggests that Islamic investors are no different to other investors in their risk/return 

expectations and asset preference behaviour. However, the findings also indicate poor 

understanding of market concepts, investment services and key indexes.

In general, negative shariah ethical behaviour in investment attitudes and 

perceptions is consistent with findings by Abd Majid (2006), Al-Tamimi (2006), Gerrad 

and Cunningham (1997), Haron, Ahmad and Planisek (1994), Naser, Jamal and Al-

Khatib (1999) and Rosly and Abu Bakar (2003). The research findings indicate negative 

attitudes and perceptions toward Islamic unit trusts resulting from poor marketing and 

understanding of the ethicality of IEFs. Respondents are risk-averse and their high 

propensity for liquid assets (mainly savings and fixed deposit accounts) agrees with the 

observations of Seng (2003). Respondents rate the influence of oil prices, the US and 

Japanese economies highly as significant determinants in framing decisions. However, 

the SEM analysis suggests these factors do not significantly influence decision to invest 

in IUTs. Respondents’ asset preferences are dominated by the desire to acquire ‘safe’ 

assets. Direct stock market investment is not significant – a finding not supported by 

Seng (2003). The empirical results in Chapter 7 suggest there is no significant difference 

between choice of Islamic and conventional equity funds based on performance and fund 

flow criteria. 

The two-period (one year and three year) fund performance analysis findings 

generally agree with findings in previous studies. Conventional funds do not outperform 

Islamic funds significantly in terms of returns. On the other hand, Islamic funds are better 

performers in terms of risk mitigation. There is no evidence that suggest equity funds are 
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used to assuage peoples’ desire for immediate returns.   The fund flow analyses suggest 

that investors are indifferent to type of funds – they will switch between funds driven by 

reward expectation motives. The findings however, indicate that fund size and fund 

management do influence investment behaviour. 

This thesis builds on existing Islamic finance theory through its contribution in 

separating out and examining investment expectations theory. High liquidity preference is 

indicative of strong precautionary motives among individuals (Dornbusch et al., 2004). 

The evidence in Table 4.3 shows a gradual but significant drift away from direct equity 

into cash managed funds. In this trend, Seng (2003) notes that banking institutions have 

been more successful in attracting investment deposits. 

Finally, this thesis contributes to the body of knowledge by testing new 

investment paradigms making use of SEM statistical modelling. The introduction of this 

enhanced and powerful statistical technique holds out opportunities for greater 

investigative analysis in Islamic social science behavioural research.  

1.7 ORGANISATION OF THIS THESIS

The rest of this thesis is divided in eight chapters.

Chapter 2 deals with issues of law, principles and their application in Islamic finance 

and investment. It discusses the fundamentals of shariah concepts and principles, 

philosophies and beliefs underlying IEIs and the influence of IEFs in the Malaysian 

capital market. 

Chapter 3 reviews investment and behavioural theories. It maps out findings in previous 

studies in conventional and Islamic investment literature relevant to the research topic. 
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Chapter 4 deals with the emergence and progress of Islamic equity funds in Malaysia. It 

provides macroeconomic data on the significance of the industry in the broader capital 

market. 

Chapter 5 explains the research methodology adopted for hypothesis testing.

Chapters 6, 7 and 8 are the empirical chapters on research findings.

Chapter 6 reports findings on investment behaviour related to category A objectives. 

These include the influence of demographics, knowledge and awareness of market 

concepts and shariah principles, and respondents’ attitudes and perceptions toward 

Islamic unit trusts.  

Chapter 7 reports findings on risk/return expectations, asset preferences and the 

influence of market factors on investment decision-making. Also covered are findings on 

Islamic fund performance in terms of return, volatility, size and cash flows.  

Chapter 8 is dedicated to reporting findings related to structural equation modelling. 

Chapter 9 concludes this study. It summarises the results of hypothesis testing and 

discusses the implications, limitations and suggestions of this research.
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CHAPTER TWO

2 ISLAMIC EQUITY INVESTMENT: LAW, PRINCIPLES AND

APPLICATION

2.1 INTRODUCTION

This chapter explains the theological underpinnings of Islamic Equity Investments (IEIs) 

and Islamic Ethical Funds (IEFs).
21

 It deals with beliefs and religious codes to which 

individuals are bound in their investment practices. Investors in Islamic law, like all 

parties in financial transactions, are expected to align their investment dealings and 

decisions with shariah principles (Doi, 1984). In relation to issues concerned with IEIs, 

the basic principles prescribing the application of investment practices retain the essential 

character of musharakah contracts (Vogel & Hayes, 1998; Usmani, 1998). 

Current Malaysian shariah laws surrounding investment practices draw largely 

from the pool of knowledge of all four Islamic juristic schools (Securities Commission, 

2006). In so doing, the Shariah Advisory Council (SAC) of the Securities Commission 

Malaysia (SCM) acknowledges that there may be divergence of opinion in the application 

of law and principles (Securities Commission, 2006, pp. vii–viii). For this reason, and to 

maintain objectivity, the SCM publishes
22

 its guidelines and fiqh opinions on investment 

and financial transactions for use by participants in the capital market. Practices falling 

within the purview of these guidelines are then deemed shariah compliant. 

This chapter focuses on three main areas: first, it reviews the theological 

foundations of Islamic investing derived from fiqh muamalat (Islamic law of financial 

transactions). Second, it contextualises investment principles and practices which Islam 

21

 This is the description used by Usmani (1998) and Hayat (2006) 

22

 The Securities Commission (2006), Resolutions of the Securities Commission Shari’ah Advisory Council 

(2 ed.) Kuala Lumpur
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demands of its adherents that align their investment behaviour with their beliefs and 

convictions. Third, it reviews the shariah compliance regime adopted and practiced by 

Malaysian Islamic equity funds and market participants. 

The remainder of this chapter is set out as follows. Section 2.2 discusses the bases 

and character of Islamic investments. This opens the discussion in section 2.3 on the legal 

authority and foundations on which Islamic finance and investment is premised. A 

detailed review is presented of the epistemological framework of IEIs, drawn from 

scholarly works on Islamic fiqh. Section 2.4 deals with the foundations of IEFs. This is 

followed in section 2.5 with a discussion of the dimensions of legal principles embraced 

and practiced by Malaysian IEFs. Theories and arguments concerned with Islamic equity 

funds are discussed in Section 2.6. The discussion looks at ethical investments from a 

non-shariah perspective. It contrasts the nature of conventional and Islamic funds, their 

differences and the commonalities that exists between them. Finally, a summary of 

chapter two is given in Section 2.7.

2.2 BASES FOR AND CHARACTER OF ISLAMIC INVESTMENT

In examining the ethical bases of Islamic investments, a number of legal, academic and 

technical developments are identified. The first development concerns the ‘law’ and 

‘scholarly discourses’ on the shariah legality of equity funds (mutual funds)
23

 as 

investments vehicles (Bakar, 2007; Usmani, 2002). According to Wilson (1997a) and 

Vogel and Hayes (1998) these discourses are the precursors of contemporary musharakah 

23

The USA equivalent of Unit Trusts. Importantly, while US mutual funds may borrow to fund operations, 

unit trusts in Malaysia, Australia, the UK and other countries are not permitted to do so. Also, US mutual 

fund shares are listed on the stock market, as opposed to units that are traded on the stock markets.
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equity participatory models. The second development is the ‘integrative processes’ 

identified by Siddiqi (1976) in which conventional financial instruments are re-

engineered for shariah compliance.
24

  The final development identified is the shariah 

stock-screening and compliance monitoring process
25

 employed by Bursa Malaysia, 

index providers and rating agencies.  

2.2.1 Bases on which IEF are premised

IEFs are premised on the ‘prohibited and avoidance’ principles that “…represents an 

assertion of religious law in capital market transactions where the market is free from 

prohibited activities and elements such as riba (usury), maysir (gambling) and gharar 

(ambiguity)” (Bursa Malaysia, n.d., p. 2).  Alhabshi (1995) has added three more 

elements to these principles – the principles of ‘moderation’, ‘ethical behaviour’ and 

‘complete ownership’. But this strict compliance regime may be construed as being 

incompatible with contemporary financial and investment theories and practices 

according to Kuran (2004). Masud (2005, pp. 8–9) rebuts this reasoning and the 

orientalist claim that Islamic law is a “doctrine of duties”. He argues that Islamic law is 

coherent and capable of embracing and withstanding changes. This is because the 

reformed shariah rules emanate from the process of ijma (consensus) while maintaining 

the fundamental principles of fiqh muamalat. In this regard, Gambling and Karim (1991) 

discuss the integration of religion and economics and assert that in relation to Islam, there 

is no separation between business transactions and religious beliefs. The ethical 

24

 See especially the endeavours of the Malaysian Securities Commission in 1994 and the technical 

resources committed to the development of the Islamic Capital Market (Securities Commission, 2004, pp. 

98–102)

25

 This refers to screening rules used by the Shari’ah Advisory Council of the Securities Commission for 

screening stocks for shariah compliance. 
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dimensions are already integrated in the everyday affairs of people and reinforced 

through belief and custom.  

2.2.2 Character of Islamic equity funds

The character of Malaysian Islamic funds initially developed with the establishment of 

the Tabung Ittikal Unit Trust by the Arab-Malaysian (AMbank Group) in 1993. The 

structure of this pooled investment model was a hybrid model between a religio-ethic and 

conventional trust scheme (Securities Commission, 2004). That model was subsequently 

emulated and adapted by other funds. Research by the RHB
26

 banking group added a 

quantitative dimension by incorporating a set of objective financial screening criteria to 

the model resulting in its RHB Islamic Equity Index in 1996. On reflection, the juristic 

reasoning for the compilation of the index had already preceded the launch of the RHB 

index earlier through the 1987 fatwa of Usmani, Tug and Al-Najjar
27

 relating to equity 

screening (Siddiqui, 2004). The legitimisation of stock investment through equity 

screening effectively dispelled ethical concerns surrounding speculation, ambiguity, 

gambling (gharar and maysir) and risk-taking (Hasanuzzaman, 2003; Naughton & 

Naughton, 2000; Obaidullah, 2001). 

Pooled investment schemes (unit trusts) are consistent with Islam’s exhortation of 

seeking al-falah (prosperity) through wealth accumulation, financial planning and risk 

mitigation (Alhabshi, 1995; Rosly, 2005). This view is shared by Siddiqi (1976). The 

latter author notes that Muslims are encouraged by the Qur’an to make use of the 

26

Rashid Hussain Bhd Banking group

27

 The essence of their deliberations as well as that of other shariah scholars appears in the OIC Islamic 

Fiqh Academy Resolution 59/10/6 adopted at its Sixth Session (March, 1990) in Jeddah. The juristic 

opinion on dealing in listed shares and share indexes were dealt with in Resolution 63/1/7 adopted at its 

Seventh Session (March, 1992).  
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bounties of God through productive capabilities that includes financial dealings and 

investments – a reference to institutionalised investments in the broadest sense. There is, 

however, no empirical evidence on whether, and to what extent, the adoption of these 

shariah measures has been instrumental in influencing practices embraced by investors 

prompted by religious persuasions. 

 In Malaysia, much of the ethical foundations of Islamic funds are expressed in 

regulatory positions adopted by the SCM and Bank Negara (BNM) in published 

resolutions of their respective SACs. These resolutions may be construed as the ‘official 

regulatory position’ (fatwas) and are considered authoritative and binding on investors 

and fund managers (Nik Mahmood, 1996). They also serve as the bases for stock 

screening by the SCM; as guidance and reference for monetary policy on Islamic finance 

by BNM; and, as guidance by index providers in compilation of shariah indexes and 

sectoral composition of compliant stocks on the KLSE (Securities Commission, 2006). 

The SAC boards, in many respects, are seen as de facto industry regulators (DeLorenzo, 

2004a). 

The SAC pronouncements however, serve as powerful determinants of societal 

economic values and are relied upon in public practice, private equity dealings and in 

private financial practices in Malaysia and elsewhere. Through this practice, the Islamic 

equity fund market in Malaysia has reached a level of maturity where investors are able 

to demand best-practice standards, competitive pricing and returns (Norman, 2004).   
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2.3 LEGAL AUTHORITY 

2.3.1 The Islamic approach to wealth creation and its management

It is held that the most appropriate Islamic approach to wealth creation and management 

is to be found in the practices of the Prophet Muhammad himself (Doi, 1984; Nadwi, 

1982; Nik Yusoff, 2001). Lings (1986), referring to the business partnership with Khadija 

(his wife), maintains Prophet Muhammad discharged the obligations of trust, honesty and 

responsibility when entrusted with her wealth – even multiplying that wealth many times 

over. 

Reference to wealth management is to be found in scriptural sources. Perceived in 

terms of risks, trust, trade-offs and returns, and planning for the future, the Islamic 

approach is found in many scriptural lessons according to INCEIF (2006, pp. 50–55). 

Reference to risk management is found in the Qur’anic surah (chapter) ‘Yusuf (Joseph)’, 

in particular verse 12:67: “O my sons! Do not enter [the city] by one gate, but enter by 

different gates”. The exhortation to “enter by different gates” is a way the Prophet Jacob 

tried to ‘diversify risk’ by pre-empting the probability of his sons falling prey to harm and 

mishap by spreading them across various routes. In other words, he advocated sharing 

risk by pursuing different avenues (i.e. risk mitigation through diversification). There is 

also the opinion that if this strategy is equated to investment, the lesson is to diversify 

portfolios to a point where risk could be substantially reduced
28

. Asad (1980) in his 

commentary holds that Jacob first devised the risk strategy and then ordered its 

implementation. He further asserts that Jacob was profoundly imbued with knowledge 

from God, yet did not rely entirely on this knowledge but took intuitive precaution. 

28

 This is the position advocated by Markowitz (1952). 
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The other approach to planning for the future (financial planning) is again to be 

found in surah Yusuf (12:55) where he (Yusuf) was entrusted with managing the wealth 

of Egypt: “Place in my charge the store-houses of the land; behold, I shall be a good and 

knowing keeper”. Asad (1980) holds that this verse is a reference to Yusuf’s knowledge 

and foresight – that of ensuring safety, honesty and trust in building up reserves against 

expected downturns in the economy caused by drought. The sum total of Yusuf’s action 

is a lesson for later generations to emulate in the efficient use of scarce resources. 

Alhabshi (1995) maintains Islam’s encouragement of promoting wealth is also to be 

found in surah al-Baqarah 2:188
29

. 

There are many other scriptural references to trust, risk mitigation and planning. 

In relation to wealth however, the precondition for its accumulation according to al-

Qaradawi (1984) and Nik Yusoff (2001) is that wealth be acquired through halal (legal) 

means. Doi (1984, p. 84) agrees that the income of a person must be legitimate quoting 

the hadith: “…getting a legitimate income is a compulsory activity, apart from obedience 

to God, which is also compulsory” (narrated by Al-Bukhari). The Prophet Muhammad is 

also reported to have said: “…truly God likes to see His servants work hard to earn a 

legitimate income” (narrated by Al-Dailami). The prophetic traditions also refer to the 

management of wealth and Nik Yusoff (2001, p. 107) argues that “…wealth which is 

well managed would bring considerable benefits to mankind; wealth mis-managed would 

result in immense injustice and misery, especially to the poor”. 

Equity market conditions in which wealth is susceptible to volatility, raise issues 

of shariah compliance and professional management. Siddiqui (2004, p. 49) argues that 

29

This verse deals with business ethics namely: amanah (trust); avoidance of cheating and deception and, 

bribery.
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compliance is almost mandatory for mass-marketed investment schemes and he justifies 

this argument quoting the verse in surah Al-Nahl (16:43): “Ask the people of knowledge, 

when you do not have knowledge”. This scriptural advice is also embraced in one of the 

five essential elements of Al-Ghazali’s maslahah mursalah (consideration of public 

interest) principles – namely, the ‘safeguarding of property’. Gathering legal and 

interpretative decisions from these primary sources, it is possible to construct a 

framework for application in financial decision-making as argued by Choudhury (1997; 

2000). He suggests an epistemological framework based on a branch of fiqh that deals 

with knowledge – especially that which deals with its methodology, validity and scope.    

2.3.2 The epistemological framework of Islamic law 

The epistemological framework of Islamic law and its application is conceptualised and 

depicted in Figure 2.1. It is conceived on the works of Choudhury (2000), Alhabshi 

(1995), Bakar (2007), Doi (1984), Kahf (1978), Kamali (2002), and Rosly (2005).

According to Choudhury (2000), the legitimacy of the shariah in Islamic finance 

establishes itself in the epistemological foundation of revealed knowledge and prophetic 

traditions – the two primary hierarchical sources in Islamic law. By constructing a 

truth/falsehood paradigm, Choudhury is able to explain the Islamic notion that God is 

able to multiply truth for those seeking guidance through Divine laws, while falsehood is 

reduced (or inversely changed). Both are entrenched through prescriptive knowledge 

manifested in rules derived from the Qur’an – called ahkam. The revelation of this 

knowledge is disseminated through authoritative chains beginning with revealed text, 

prophetic guidance and finally through the opinions of learned scholars who exercise
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Figure 2.1 The epistemological framework of Islamic ethical investment

Source: Compiled from: Alhabshi (1995); Bakar, 2007; Choudhury (2000); Doi (1984); Kahf (1978); Kamali (2002); al-Raysuni 

(2006); Rosly (2005).
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authority through ijma (consensus of opinion or unanimous agreement) and al-qiyas

(analogical deduction or, a process of arriving at reasoned decisions to suit new 

circumstances). Both doctrines are secondary sources of law and important juristic 

processes used extensively in contemporary Islamic law on finance.

Both processes are the basis for issuance of fatwas by the Council of Fiqh 

Academy of the OIC
30

 and the shariah advisory boards of the SCM and Bank Negara 

Malaysia. The epistemological framework set out in Figure 2.1 shows the methodological 

approach to problem solving in relation to Islamic finance (and investments). 

For instance, the problem must be premised on factual circumstances. These are 

resolved by firstly drawing on legal precedents. Problems/questions not resolved are

addressed through the process described in Figure 2.1.  The first consideration is validity 

in law (Panel A1). If valid, the methodology for resolving issues follows that described in 

Panel B1. This legal process extends to all matters permitted in financial and commercial 

matters.
31

Whether this process extends to impermissible and prohibited acts such as 

riba
32

 is not endorsed by the majority of scholars of the Islamic Fiqh Academy.
33

 The 

first reason advanced is that what the ‘lawgiver’ has forbidden (e.g. riba and maysir) is 

entrenched in the scriptures and therefore incapable of change, according to Ibn Ashur. 

The second reason is that they are excluded from the ‘exceptional’ and ‘concessionary’ 

30

Organisation of Islamic Conference of the Fiqh Academy, Jeddah

31

 See Kamali (2002) especially chapters 7 to 15. There is extensive argument on the juristic flexibility of 

applying fiqh muamalat in innovative commercial instruments. Al-Qaradawi (1984, pp. 2–4) is of the 

opinion that contemporary issues on the lawful and prohibited are not frozen in ‘fixed opinions’ on juristic 

matters.   

32

 Argued by El-Gamal (2006) relying on the opinions of Ibn Rushd, Rashid Rida, Sheikh Tantawi and 

Rahman (1964)

33

 See Resolution 10 (10/2) adopted at the 2
nd

 Session of the Islamic Fiqh Academy, Jeddah (December, 

1985) confirming the strict prohibition on riba.
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categories distinguished in fiqh, as argued by Kamali (2004, pp. 141–144). Bakar (2007) 

endorses this view arguing the case from the maqasid perspective. 

In relation to ethical investments, Figure 2.1 deals with the dissemination of 

knowledge in financial matters through fiqh muamalat (law of financial transactions). 

The knowledge flow, Choudhury (2000) and Doi (1984) argue, is unequivocally inferred 

from the primary sources – the Qur’an and the sunnah (panel A1). It commences with the 

first verses of Qur’anic revelation in surah al-Alaq (96:1-8) exhorting the Prophet 

Muhammad to acquire knowledge and to disseminate it (panel B1) to mankind (surah Al-

Nahl 16:44) as well as through his traditions and practices (Doi, 1984, pp. 44-63). 

Knowledge flows from A1 to B1 and not the other way round (Kamali, 2004; Nyazee, 

2003). In Islamic finance, the ‘knowledge flow’ praxis results in financial rules, laws, 

instruments and guidance through the shuratic process of ‘discourse and consensus’ 

(Choudhury, 2000).
34

 This follows from the methodology of usul al fiqh (the origins of 

Islamic law) and the deductive juristic processes (Kamali, 2004).
35

 Its application in 

normative issues on investment and financial practices follows intuitively from this 

shuratic process. 

The Islamic epistemological process, Choudhury (2000) further argues, lies in 

knowledge flows from sublime (revealed knowledge) and prophetic guidance, to 

mundane ethical values and practices. This is the basis on which shariah law is premised 

and represents the rational Islamic process-orientated order. On the contrary he argues, 

‘occidental epistemology’ relies on Kantian ‘scientific rationalism’ and the ‘reductionist’ 

34

 This is the process adopted by the Islamic Fiqh Academy of the OIC.  

35

 Refers to Ijtihad (methods of reasoning) such as: qiyas (analogy); istihsan (juristic preference); istislah 

(public interest); istishab (presumption of continuity); urf (customary practice); ‘amal ah al-Madinah

(practice of the people of Madinah); sadd al-dhara’i (blocking the means to evil).  
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(Descartes’) philosophy in which divine and prophetic guidance have no place in 

decision-making. The opposite is argued in Islamic law. By extension, Islamic 

behavioural norms are prescriptive, based on the ‘prohibited and avoidance principles’ –

especially in relation to riba, gharar and maysir practices. Behavioural finance refines 

the non-rational argument adding a psychological element to the debate. It argues that 

although investment theory assumes strict rational behaviour, the opposite often happens 

in the market. Its players do not behave rationally (Shiller, 2005; Tversky & Kahneman, 

1986). This practice is evident – at least at the macro economic level – in the capital 

flight behaviour of some high net worth Islamic investors
36

 (Henry & Wilson, 2004; 

Wilson, 2004c). Taken together, Choudhurys’ reasoning supports the assertion that the 

ethical foundation of Islamic investments is ‘faith-based’.

The Malaysian regulatory authorities have adopted a similar process through the 

Shariah Advisory Councils of its regulatory agencies. These councils rely on the principle 

of istinbat (knowledge-induced systems expressed in fatwas or legislation) in which 

every investment issue raised in public and practice is resolved through juristic debate, 

legal precedence (Usmani, 1998, p. 237) and the process illustrated in Figure 2.1. 

2.3.3 The shuratic (consultative) process in IEF regulation

The application of the shuratic model in the Malaysian capital market is depicted in 

Figure 2.2 where the shuratic process is practically manifested in scholarly and 

institutional discourses and consensus. The SCM’s shuratic position on financial and 

investment issues is expressed publicly in its official publication “Resolutions of the 

Securities Commission Shariah Advisory Council”.

36

Much of their investable funds are directed into interest-bearing Western debt instruments despite 

acknowledging its illegality in shariah law
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Figure 2.2 The Shuratic process applied by the SCM in IEF regulation

* These are some of the more important statutes relating to Islamic finance and investments

Source: Bank Negara (2007); Securities Commission (2006; 2004); Kamali (2004); Kahf (1978); Rosly (2005)
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The shuratic process relies for its authority on textual sources and prophetic traditions. In 

relation to the latter Doi (1984, p. 15) maintains “…mutual consultation was made 

necessary for the Prophet”. This process is incumbent in IEF regulation. The SCM 

regulations are outlined in Panel A provides the foundation for the application of Islamic 

law investment practice. The application of principles in Panel B may be conceived as the 

economic processes intended to ensure maqasid (higher objective) in practices based on 

Kahf’s (1978, pp. 6-11) methodology. The objective of the separate parts of this process 

must uphold the maqasid of the shariah (Kamali, 2004). Bakar (2007, p. 2) holds that this 

process is not fixed. He argues: “…the very purpose of the maqasid was to guide the law-

making process in Islamic tradition. It was not meant to substitute a text of law”. Panels 

A1 and B1 represent manifestations of regulatory objectives and principles in statutes. 

2.3.4 The Malaysian equity investment model

From Figure 2.2 the Malaysian government through its corporate and institutional 

regulatory agencies provide the means for the application of the shuratic process (Rosly, 

2005). The first process requires Islamic Unit Trusts (IUTs) to comply with SCM 

requirements. The second process relates to regular discourses of the SAC (established in 

1996
37

) to advise the SCM on matters pertaining to the implementation of shariah issues. 

The third process is the SCM regulatory ‘guidelines’ aimed at enhancing the marketing 

and distribution of unit trusts in collaboration with the Federation of Malaysian Unit 

Trust Managers (FMUTM). 

The progress of the Malaysian Islamic unit trust market has its foundations 

elsewhere in economic thought and institutional practice. Historically, pooled investment 

37

 The SAC replaced the former Islamic Instruments Study Group, set up to advance the understanding of 

Islamic finance in the Malaysian capital market (Securities Commission, 2004, pp. 99–101)
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schemes had their origin in “…participatory finance through musharikah” according to 

Wilson (1997, p. 1331) and (Saleh, 1986). This method was used extensively in foreign 

trade between Muslim states (Udovich, 1970).
38

Shortly after their establishment, Islamic 

financial institutions realised the need to invest surplus funds in shariah acceptable 

investment schemes to provide positive returns to clients (Mirakhor, 1997). However, 

according to Mirakhor (1997), this idea immediately created dilemmas for banking 

institutions since, contractually, depositors and are co-partners in mudharaba accounts

sharing risks mutually. On the other hand, investors in equity funds are simply unrelated 

parties willing to carry their own risk. Being unit holders in investment funds, investors 

are exposed only to investment risks (to the extent of their monetary contribution) and do 

not share their proprietary interests risks with others as in mudharaba contracts (Usmani, 

2002). Another feature of Malaysian IUTs is their legal restrictions to borrow funds from 

non-members and third parties.
39

Following these developments, the transformation from 

the classic Islamic musharikah model to the institutionalised (unit trust) model was

essentially achieved through this shuratic process (Yacob, 2002) outlined in Fig. 2.1. 

2.4 THE FOUNDATIONS OF ISLAMIC EQUITY AND INVESTMENT FUNDS

2.4.1 The basic foundations

At its most basic, Islamic investment funds are concerned with a ‘morals and money 

paradigm’ predicated on the ‘avoidance’ principle (Rosly, 2005). Put simply, the 

38

According to Udovich (1970, p. 261): “Some of the institutions, practices and concepts already fully 

developed in the Islamic legal sources of the late eighth century did not emerge in Europe until several 

centuries later; the efficacy and vitality of these legal commercial institutions endured, I believe, for most 

of the Islamic Middle Ages”.

39

These prohibitions are common in Australian, New Zealand, South African and UK equity funds. The

proscription is meant to thwart asset encumbrances to the detriment of unit holders by asset fund managers. 

In so doing, each equity fund member possesses an undivided share of the funds’ assets free of any third 

party fiduciary claims. This scheme accords with the participatory musharakah principle argued by Wilson 

(1997).  
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principle merely says that all forms of investments “…are permissible unless there is a 

clear injunction to the contrary” (Kamali, 2002, p. 66). These principles are supported by 

legal rules determining what is halal (lawful) and haram (prohibited) concerning 

investment products, practices and financial transactions (al-Qaradawi, 1984). 

The fiqhi understanding of these principles dealt with by Kamali (2004); Nyazee 

(2003); Qaradawi (1984) and Doi (1984) suggests that even the proscribed categories are 

to be applied judiciously and not arbitrarily. Thus acts and practices containing these 

elements must be excluded judiciously in order to be shariah acceptable at first instance 

(pursuant to the boundaries outlined in the ‘principles’ panel B in Figure 2.2). On this 

basis, according to the legal dictums outlined in the SCM resolutions, some prohibited 

acts may fall into the maslahah category that may render them permissible (Securities 

Commission, 2006, p. 10). For example, in applying the gharar principle to share trading 

on the stock exchange, Tag el-Din and Hassan (2007) argue that the transactions are to be 

construed in the context of their intention and purpose. If this were not so, genuine 

transactions (such as ordinary share trades with delayed delivery) may unreasonably be 

construed as prohibited dealings. Conversely, short-selling, which is outlawed under

shariah rules
40

, must be judged to fall firmly within the proscribed parameters. In relation 

to maysir, for example, highly speculative transactions (short positions) are to be 

distinguished from ordinary transactions that contain inherent market risks before the 

prescriptive rules are applied (El-Din & Hassan, 2007). 

Riba on the other hand, is specifically outlawed in the Qur’anic verses 2:275–278. 

As such, its inclusion in any form cannot constitute part of any financial transaction –

although even here, some very restrictive latitude in shariah stock screening methodology 

40

Namely the rule that one cannot sell what has not come in one’s possession



52

is tolerated – albeit with great circumspection (Yaqubi, 2000). In general, the legal 

reasoning adopted by Islamic jurists in applying the ‘avoidance principles’ in investment 

dealings provide sufficient grounds for explaining the basis and objectives of the shariah 

on such matters on one hand, balanced by economic necessities and maqasid on the 

other.
41

 Between these parameters are economic processes that may be theorised and 

tested in empirical studies as Kahf (1978) suggested.   

2.4.2 Early contributions – ethics and doctrines of Islamic finance and investment

The early academic contribution in Islamic finance incorporates a wide spectrum of 

knowledge in law, ethics, banking, economics and finance. This knowledge pool can be 

broadly categorised into two periods. 

First, early classical works dealing predominantly with fiqh and their 

commentaries and secondly, contemporary works on Islamic economics commencing 

shortly after World War II and post-independence in many Islamic countries. In the latter 

period, El-Gamal (2002) identifies serious knowledge attention in the area of Islamic 

economics commencing with the works of Mawdudi (1963) in Pakistan; Sayyid Qutb 

(1948) in Egypt; Yusuf al-Qaradawi in Qatar; Baqir al-Sadr (1968) in Iran and Naqib al-

Attas in Malaysia. The early works of these scholars are however, predominantly slanted 

toward political economics with heavy emphasis on economic reconstruction and social 

welfare. Mawdudi’s (1963) treatise on riba is a follow-up on the early work of Qureshi 

(1947). Both works relate to riba from the fiqh perspective without explaining how it is to 

be applied in financial dealings. Al-Sadr (1968), however, was one of the few to theorise 

post-classical economic principles from primary sources and their application in the 

41

 Refer to the last panel at the bottom in Fig 2.2  
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Iranian economy (Wilson, 1998). An economic model of interest-free banking was 

theorised by Siddiqi (1970) followed by his contribution on the institutionalised 

application of his earlier model on Islamic banking and finance in 1981. 

Second, in Malaysia, the intellectual effort
42

 acquired a more academic focus with 

the “Islamisation of Knowledge” (IOK) academic endeavour (Haneef, 2005). He

maintains the IOK effort was a scholarly endeavour at re-appraising Islamic socio-

economic values from classical works spearheaded by leading academic institutions in 

the 1980s.
43

  However, a careful study of Haneef’s IOK appraisal of 43 academic works 

for the period 1978–2000 do not reveal any contributions in the field of Islamic 

economics and none in the field of ethical investments. There is also no reference in his 

review of early works on the Islamic concept of participatory equity financing 

(musharakah), although this was one of the earliest and most profound investment 

instruments in early Islamic finance (Wilson, 1997). Since the commencement of the IOK 

effort, important contributions in Islamic finance has been forthcoming through the 

efforts of the International Institute of Islamic Thought (IIIT) and the research 

endeavours of the Islamic Fiqh Council in Jeddah.   

2.4.3 Periods in Islamic finance

Siddiqi (1976) identified many periods of literary works on Islamic finance. What is 

important according to Moustafa (2004) in sifting through these works is that the 

development of fiqh muamalat was very thorough, especially that dealing with the 

principles of musharakah, mudarabah and murabahah in business and financial 

42

 Also referred to as ‘Iqtisad al- Islamy’ in the Arabic literature on Islamic economics.

43

 The leading academic protagonist in this effort were: the International Institute of Islamic Thought (IIIT), 

Herndon, Virginia USA; the International Islamic University Malaysia (IIUM); and the International 

Institute of Islamic Thought and Civilisation in Malaysia  (ISTAC) (Haneef, 2005) 
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transactions. The opinion of Kamali (2004), Usmani (2006) and Abdul Rahman
44

 is that 

with every new financial innovation not dealt with in fiqh muamalat, there arises juristic 

challenges to the objectives of the shariah to which the fuqaha (Islamic scholars) are 

required to respond relying on the science of al-ijma, al-qiyas and al-ijtihad. Kamali 

(2002) asserts that the combination of these sources and the inductive process of inferring 

general laws from particular (financial) instances provide the practical manifestation of 

the operation of shariah in contemporary Islamic finance. Hence, meeting the rapid 

challenges facing Islamic investment funds in modern finance raises questions of the 

legality of practices that are approached through the legal didactics of ibahah

(permissibility), the need for taysir (bringing ease) and raf-al-haraj (the removal of 

hardship) (Kamali, 2002, p. 66). Interpretive differences in juridical matters (also known 

as ikhtilaf) using these lines of reasoning, were dealt with by each of the famous fiqh

schools and it is not unusual to find differences of opinions on a number of juridical 

matters dealing with financial matters as Doi (1984) points out. 

The early literary works emanating from these schools also expound on the 

dimensions of halal and haram characteristics inherent in financial transactions and 

participatory musharakah schemes. However, since these were neither complicated in 

their form and content, nor by the dictates and complexities of the economic times, not 

much attention was paid to the shariah regulatory side of such schemes according to 

Moustapha (2004). This feature is particularly important in contemporary mutual fund 
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 Chairman of the Securities Commission Shari’ah Advisory Council (Securities Commission, 2006, p. 

vii–viii)
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practice in which prudential financial regulations within countries and globally now 

demand strict adherence to a range of ethical standards (AAOIFI, 2004, pp. viii–xiii).
45

Other early scholarly work identified by Ghazanfar and Islahi (1997) are the

classical discourses on trade and finance that rely on the multi-dimensional approach of

fiqh, applied economics and monetary theory. According to these authors, it is not 

unusual to find in the work al-Ghazali [1058-1111] for instance, a philosophical and an 

economic perspective on the use of gold (as coinage in commercial exchange) and its

potential abuse. Al-Ghazali argues that gold, used as a standard of exchange provides a 

tangible basis for establishing counter-value in commercial transactions in ‘spot’ 

dealings. Gold exchanged for other precious commodities can only be accomplished if 

equivalent counter-value prevails. Gold not in circulation he argues further, is useless in 

promoting economic activity since its removal is tantamount to hoarding – a process 

leading to disinvestment and harm to the community. Here, al-Ghazali’s approach is one 

of economic ‘value judgement’ concerning trade practices derived from revealed 

knowledge as Ghazanfar and Islahi (1997) point out.
46

 Under al-Ghazali, Islamic 

behavioural finance is expressed through its ethical concerns and equity in commercial 

transactions between people (Ghazanfar & Islahi, 1997, pp. 21–22). For Ghazali, there is 

not to be a relentless pursuit of wealth, but that individual prosperity is to be achieved 

through moral rectitude and uprighteousness that results in welfare to the individual and 

the community. 
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 It is interesting to note that al-Ghazali made important distinctions of economic concepts. For instance, 

he argued foodstuff may not be hoarded as it would drive up prices leading to inflation. On the contrary, 

medicine may be hoarded for its use is delayed to a time when its utility would be fully utilised.  
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Al-Ghazali’s intellectual influence is also evident in al-Shatibi’s [d.1388] work on 

the maqasid al-shariah (the higher objectives of the Lawgiver). Al-Shatibi however, is 

more interested in what the shariah law intends and the goals that underlie the shariah 

principles (Al-Raysuni, 2006). Much of the reasoning behind the legal principles and 

maxims outlined in panels A & B in Figure 2.2 are more fully comprehended in light of 

Al-Shatibi’s treatment of maqasid. His reasoning is that the Lawgiver has a ‘wise 

purpose’ in religious injunctions and that “…the true basis or reason is the intent and wise 

purpose which gave rise to the ruling, namely, to bring benefit and/or to avert harm” (Al-

Raysuni, 2006, p. xxiv). This is also the reasoning found in the shariah resolutions of the 

SCM and BNM (Bank Negara, 2007, p. 11).  In Al-Shatibi’s opinion, the illah (religious 

basis) of the Lawgiver’s rulings or precepts “…is the wise purposes and benefits 

associated with commands or rulings permitting this or that action, as well as the sources 

of harm or corruption associated with prohibitions” (Al-Raysuni, 2006, p. xxix). Both al-

Raysuni’s (2006) and Masud’s (2005) commentary of the maqasid is that al-Shatibi relies 

on the legality of the maslahah (public interest) principle for many of his legal rulings.  

Also, this maslahah methodology has been adopted as the judicial basis for many of the 

shariah rulings of the Malaysian SC on Islamic finance and the development of legal 

maxims (Yaqubi, 2000).

More to the point though, dealing specifically with financial transactions and the 

pursuit of wealth, is Ibn-Ashurs’ [1879-1973] treatise on the maqasid al shariah (El-

Mesawi, 2006). Ibn-Ashur argues that the higher aim of the shariah is the promotion of 

social order that includes the preservation of wealth which “…is one of the fundamental 

and universal principles of the shariah, falling into the daruri category” (El-Mesawi, 
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2006, p. 271). The categories of maslahah intended by Islamic law, in his opinion, 

include the preservation and increase of wealth. In it are the means of promoting 

personal welfare and social justice. For this to occur, another objective of the shariah is 

“…to regulate the management of wealth” (El-Mesawi, 2006, p. 271). As for wealth 

increase, this refers to positive fund performance and increase in the NAV value of units. 

Both strategies are dependent on sound fund management.

El-Mesawi (2006, p. 272) also states that Ibn-Ashur emphasises the importance of 

wealth through the spiritual dimension in which the shariah emphasises ‘psychological 

virtues and moral perfection’. The former, referring to people being content with God’s 

blessings by abstaining from wealth accumulated through prohibited means, and the latter 

alluding to the relentless pursuit of wealth in which moral values are compromised. The 

aim of the shariah, he argues, is “…to use the tools of desire and fear to persuade people 

to spend their money wisely and avoid misusing it” (El-Mesawi, 2006, p. 269). The 

bipolar behavioural norms of desire and fear are traits identified in behavioural finance –

the objective of maximising returns through rational behaviour and the fear of losing 

wealth through irrational actions. But here, Ibn-Ashur is alluding to the desire of 

achieving spiritual upliftment through moral conduct balanced by the fear of divine 

retribution through immoral conduct. This theme is repeated in al-Attas and Wan Daud’s 

(2007) work on Islamic leadership models supported by historical examples from the 

earliest caliphate to modern practice in Malaysia.

Vogel and Hayes (1998) contrary view of these scholarly contributions appear to 

take on a critique of the impact of religious scholars and their fiqh reasoning. Islamic 

scholars are seen as inconsistent in their judicial reasoning, displaying ignorance of 
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contemporary trade practices and preoccupied with doctrinal issues concerning mathahib

(schools of thought). As for fiqh, they argue that “…the norm is that fiqh rulings are 

uncertain and merely probable suppositions as to what God’s law truly is” (Vogel & 

Hayes, 1998, p. 32). They also observe considerable conjecture among scholars on 

important issues such as riba – notably the views of al-Daoualibi the Syrian scholar, al-

Sanhuri and Sheikh Tantawi, the two Egyptian scholars. This view is supported by Kuran 

(2004). However, Usmani (2006) in his legal judgement on riba rebuts these arguments 

on the basis that the criticisms are temporal – the higher purpose of the prohibitions may 

yet prove such arguments to be unsubstantiated over time.
47

 These and other western 

criticism of Islamic finance induced a new sense of revivalism of the classic literature 

suited to modern finance (Chapra, 1985). This appears firstly in the form of scholarly 

rebuttal of western critique of Islamic values and secondly, innovative reinterpretations 

through the process of “simplification and rationalism” and “change in the law” (Vogel & 

Hayes, 1998, pp. 44–47). 

2.4.4 Recent contributions to Islamic finance and its impact on Malaysian IEFs 

The revival of Islamic thought in the period immediately following World War II and the 

post-colonialist era revealed the dearth of modern economic thought in many Islamic 

countries (Henry & Wilson 2004; Vogel & Hayes 1998; Warde 2000). The Malaysian 

experience exemplified this gap and its effects on the domestic economy (Haneef, 1997; 

2005). In his work on Malaysian capitalism Searle (1999) confirms the lack of serious 

scholarly and academic debate. He argues that lack of economic thought, albeit even 

under colonial rule, was reflected in the parlous state of Malaysian academic institutes at 
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 Refer especially to the work of Hanna (cited  in DeLorenzo & McMillen, 2007, pp. 143-144)



59

the time of its independence in 1957 and in its economy.
48

 Recent academic contributions 

in Islamic finance must be seen against that backdrop. 

In the research on Malaysian Islamic funds, the fiqh discourse maslahah mursalah

(public interest) principle features prominently.
49

Applied to equity investment, the 

reason advanced by the SCM and BNM for the reformation of some shariah rules based 

on this principle, is that strict conformance would effectively screen-out a number of 

established financial practices as well as eliminating the majority of companies listed on 

the KLSE based on non-shariah compliance. Consequently, a small and restricted residual 

stock universe would not be in the public interest, as ethical investable funds would be 

diverted away from the capital market into other non-shariah compliant and risk-seeking 

alternatives. Nyazee (2003, p. 319) explains that applying the maslahah rule is 

necessitated because “…interests may keep on shifting with a change in circumstance and 

the law adjusts accordingly”. Further, a number of dimensions related to this “modern re-

interpretation” (Vogel & Hayes, 1998, p. 44) have attracted attention in terms of their 

application in Malaysian equity funds. 

The first is the reliance on the legal maxims codified in the Ottoman ‘Mejelle’
50

relating to issues on the permissibility of financial and investment practices. This includes 

for instance, investment in companies whose revenue comprises ‘mixed’ or ‘tainted’ 

income (e.g. riba; sale of haram goods) (Bank Negara, 2007, pp. 105–108). Some of the 

48

  Measures to ameliorate this imbalance included the adoption of the National Economic Program (NEP) 

launched after the Second Malaysia Plan (1971–75) economic plan. 
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 The publications on shariah resolutions compiled by the Securities Commission and Bank Negara have 

drawn much of their argument on this and other legal (overriding) principles.
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 Titled the ‘Majallah al-Ahkam al-Adliya’, it is popularly referred to in the literature as ‘The Mejelle’. It is 

a collection of Islamic legal doctrines and maxims derived from Hanafi jurisprudence. It is a complete code 

on Islamic civil law compiled during the Ottoman Caliphate for general application in civil administration 

in its territories. Although replaced by the Swiss civil code in Turkey in 1926, its principles are still widely 

in use today in Iraq, Palestine and Jordan. 
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legal dictums derived from the Mejelle and their legal import is demonstrated by 

DeLorenzo and McMillen (2007) in their analysis of the Islamic law of finance. In its 

application in complex legal contracts, McMillen (2001) demonstrated the interpolation 

of the Mejelle legal doctrines with laws straddling other non-Islamic jurisdictions. 

Relying on legal dictums in the Mejelle, McMillen was able to incorporate the 

contractual capacity of companies (as legal persona) in partnership agreements structured 

under Saudi Arabian law, using the musharakah legal concept with the assistance of fiqh

scholars in that country. 

The second dimension consists of research papers, studies and findings on 

contemporary finance issues undertaken by the Islamic Fiqh Academy in Jeddah (IFAJ). 

The academy draws extensively on the views of Islamic jurists globally before issuing 

fatwas that either embrace conventional finance ideas or eschew doubtful and contentious 

financial concepts and practices.
51

2.5 PRINCIPLES AND PRACTICES EMBRACED BY MALAYSIAN IEF’S

2.5.1 Influence of the Mejelle Code in Islamic investment issues 

The usefulness of the Mejelle code in Malaysia is demonstrated by its translation into 

Malay
52

 in 1913 and its application in shafi’i
53

 jurisprudence according to Bakar’s study 

(as cited in Tyser, Demetriades & Effendi, 2003, p. vi). The Mejelle’s relevance lies in its 

100 articles or legal maxims. These are “abstract rules” derived from comprehensive fiqh

studies (Kamali, 2004, p. 5). For instance in relation to risk/return expectations, the rule 

51

An example is the issue of Bay’ al-Dayn (sale of debt) contracts used in Malaysia. This practice although 

widespread in Malaysia, is considered unlawful in other Islamic countries (Rosly, 2005, pp. 435–39)
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 Also known as the Majallah Ahkam Johor
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One of the four Islamic school of jurisprudence
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in article 88
54

 states “…the burden is in proportion to the benefit, and the benefit is 

proportional to the burden”. This article is often referenced as ‘the benefit of a thing is a 

return of the liability for loss from that thing’. It refers to the reward (or loss) to the 

investor in assuming risk inherent in investment. Stated differently “…loss is burdened 

on those who have acquired profit” (Rosly, 2005, p. 39). The latter argues that an investor 

cannot expect to benefit without also accepting the probability of losses – a position 

shared in mutual fund investments. Accordingly, investment in equity funds may be 

categorised to fall into the ‘trade’ category contemplated in the Qur’anic verse 2:275. The 

operations of Malaysian Islamic equity funds through the nature of their operations 

endorse these characteristics – as evidenced by the large losses incurred during the Asian 

currency crises in 1997 and more recently, the positive trends in stock market 

profitability.    

In relation to gharar (uncertainty) in the manner defined in the SCM resolutions 

(Securities Commission, 2006, p. 100), securities of companies whose primary activities 

include major elements of uncertainty (for example, untested cancer drugs) are not 

considered halal (permissible) – the reason being the very large uncertain outcomes 

associated with the nature of the underlying activity. With equity investments, the general 

rule is the avoidance of uncertainty likely to result in loss and consequential diminution 

in NAV values. However, article 21 of the Mejelle states that “necessities (daruri) make 

forbidden things canonically acceptable”. This maxim provides justification for the public 

interest argument in which minor uncertainties are condoned (Bank Negara, 2007, p.107). 

With equity funds, risks and uncertainties are those inherent in equity portfolios, the asset 
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 References to ‘article numbers’ refer to numbered maxims set out in The Mejelle (Tyser, Demetriades & 

Effendi, Trans., 2003, pp. 3–15)  



62

class held and volatility in the equity markets. Since the application of article 21 is 

narrowly defined, its application is to be seen in the larger spectrum of uncertainties 

associated with equity trading (Securities Commission, 2006).     

2.5.2 Prohibited elements in Islamic investments

The fundamental rule in shariah-compliance is adherence to the rule of permissibility. 

According to Kamali (2002, p. 66) the principle of permissibility (ibahah) is that “...the 

shariah norm regarding commercial transactions and contracts is that they are permissible

unless there is a clear injunction to the contrary”. That being so, investment in any

financial/equity instrument may be construed permissible provided it does not contain 

any prohibited element. This way, theological ethics regulate and dictate the behaviour of 

investors in relation to proscribed elements in investment instruments (Abdel-Khaleq & 

Richardson, 2007). This implies there is no neutrality in decisions concerning prohibited 

elements. As Islamic unit trusts management fall within the wakala (investment agency) 

category, managers of these funds are also bound by the same principles that apply to 

individual investors. A discussion of the prohibited categories follows.  

2.5.3 Effects of the prohibition of riba (interest)

The literature on the prohibition of riba is extant. It deals extensively with jurisprudential 

and ethical issues and, according to El-Gamal (2002) and Saeed (1999), is perhaps the 

most studied topic related to Islamic finance. The prohibition of riba appears in three 

Qur’anic verses, but its financial import is unambiguously expressed in surah 2:275–278. 

In conventional portfolio management, investors have a choice of allocating wealth 

across a range of assets to maximise returns and minimise risk through risk-less 



63

instruments (fixed income securities) under which interest and capital repayments are 

guaranteed (Brailsford, Heaney & Bilson, 2004; Peirson et al. 1997). Such strategies are 

unavailable to Islamic investors as interest-bearing instruments are prohibited. On this 

basis, Islamic portfolios cannot be said to be fully optimised (Bodie et al., 2007; Peirson 

et al., 1997; Yip, 2005).

Conventional investment portfolio models based on the work of Markowitz 

(1959) theorise that rational investors prefer holding well-diversified portfolios to reduce 

unsystematic risk. In this strategy, fixed-income securities significantly mitigate risk 

while reducing portfolio returns. Fixed-income is also held as income protection while a 

combination of put/call options is meant to cover stock volatility (Brealy & Myers, 2003; 

Ross et al., 2006). A problem confronting Islamic investors is finding ways to reduce 

unsystematic risk through diversification without relying on fixed income securities. One 

suggestion by the Securities Commission (2004) is to diversify investable funds into a 

variety of style unit trusts. El-Gamal (2006), however, supports use of fixed-income 

securities arguing that distinctions between various interest-bearing instruments are 

conjectural. He accepts reasons advanced by Egyptian shariah scholars (notably Tantawi) 

who tacitly approves interest-bearing bank deposits as acceptable investment instruments 

(Mallat, 1996). This view however, is not shared among the majority of fiqh scholars 

(Abu Saud, 1976; Usmani, 2006).  

A somewhat similar argument by Rahman (1964) on the content of the Qur’anic

verse 3:130 is presented for the acceptance of interest. He argues that the prohibition only 

relates to the ‘doubling and multiplication’ aspect of interest and not the increment itself. 

Weaknesses in the traditional arguments on riba have also been raised by Farooq (2006) 
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who holds that scholars of Islamic fiqh have not presented a cohesive argument 

supporting the exploitative effects of riba.  These claims have been rebutted by Usmani 

(2006) in his judgement on riba as spurious misinterpretation of the scriptures and views 

not supported in any Qur’anic exegeses. The most plausible argument is that of Abu Saud 

(1976) who suggests that the alternative to riba is embodied in the concept of Qirad.  He 

argues that the concept dates back to the pre-Islamic era and involves sharing ‘profits’ in 

contracts where one party contributes capital and the other the commercial effort – an 

affirmation of the PLS
55

 principle theorised by Siddiqi in the 1970s. This concept and its 

variants remains the preferred model in Islamic finance and investments currently.  

Rosly (2005, pp. 30–31) uses the nexus between ‘profit’ (as a legitimate exchange 

of risk and liability) and ‘work effort’ argument to demonstrate how “equivalent counter-

value” or iwad may solve the riba paradox. This explication supplants the rationalisation 

of riba. In Rosly’s model, the equality of profit on one side is balanced by aggregate 

compensation for factors producing that profit on the other side – a sort of non-fixed sum 

game where value adding is equal to profit on sale with risk inherent. Rosly (2005, pp. 

20–21) also points out that there are two other broader dimensions of fiqh that completes 

the Islamic paradigm; namely aqidah (faith and belief) and akhlaq (ethics and morality).

These concepts constitute the qualitative non-financial underpinnings in the paradigm. On 

the contrary El-Gamal (2001, p.1) presents a different explanation of the behavioural 

implications of the Qur’anic verses related to riba. He concludes that individuals are 

“…known to exhibit dynamically inconsistent behaviour”. Consequently, it is difficult to 

differentiate between riba al-fadl and riba al-nasiah in actual financial dealings. The 
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current practice in Islamic finance in many jurisdictions is firmly centred on the 

avoidance of riba in contracts, financial transactions and investment instruments. 

2.5.4 Avoidance of gharar and maysir

The shariah does not allow highly speculative financial dealings bordering on gambling 

and uncertainty. The economic reason advanced by Tag el-Din and Hassan (2007, p. 240) 

is that the practice is “…harmful and non-productive use of society’s scarce resources”. 

Often occasioned by fraud, deception and manipulation, Shiller (2005, pp. 76–77) views 

highly speculative trading as one of the major causes of instability in the equity markets. 

When equity dealings are conducted on the basis of excessive uncertainty, such behaviour 

is deemed to fall within the Islamic ambit of gharar (Al-Dhareer, 1997). Rosly (2005, p. 

415) argues that stock investment involving uncertainty are prohibited as there are 

“…ambiguities in contracts involving contracting parties and the subject matter, which 

can lead to disputes and unjustified gain”. Kazmi (1994) is of the opinion that buyers and 

sellers should not transact where the outcome is highly uncertain. Islamic investors are 

however, exposed to some uncertainty and the same market risks as other investors. 

Since equity funds have sophisticated trading systems, trigger mechanisms, access 

to licensed market indexes and stock market research, much of the gharar elements and 

‘noise’ can be reduced or filtered away. For this reason, private investors may be better 

off investing in dedicated equity funds (Siddiqui, 2004). However, gharar assumes a 

much wider meaning in Islamic finance and equity dealings. This has to do with the 

juristic legitimacy of dealings and the nearness of those practices to gambling. There is an 

admission that some form of uncertainty does exist in such dealings. However, Tag el-Din 

and Hassan (2007, p. 241) argue that:
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But when deliberately embodied in the contract, gharar becomes sufficiently serious to warrant 

strict prohibition, as exemplified by the classical jurist cases of selling birds in the sky or fish in 

the sea (al-Dharir, 1967; Saati, 2003). Gambling is a special case of gharar.  

This analogical reasoning underlines inherent uncertainties in speculative transactions 

where the underlying commodities/assets in a contract are not in the possession of the 

seller/agent. As such, the seller/agent cannot stipulate any qualities associated with the 

contracted item thereby nullifying the contract. But Kamali (2002) holds that the same 

cannot be said about all share dealings since much is already known about the nature of 

the securities and what it represents – for example, where the character of the company 

and the products it manufactures or sells is patently known or obvious to investors. The 

problem though, is speculating (now) on ex post (future) stock values, in which there is 

considerable doubt and conjecture (Obaidullah, 2001; Yaqubi, 2000). 

This action effectively transforms short selling into a game of chance (maysir) in 

which the seller disposes of stocks (not in his possession) and bets on the probability of a 

fall in its value (al-Suwailem, 2002; Hull, 2002). Tag el-Din and Hassan (2007) express a 

number of positions in relation to equity investment. The first issue questions what the 

tolerable limits are in relation to dealing in equity investments as envisaged by the 

shariah – specifically, issues where dealings fall within the gharar or maysir categories. 

If the practice is viewed as an exchange of paper, then transactions may be construed as 

mere exchange of market information. Viewed as a tacit exchange of an undivided 

portion (or share) of the underlying net assets of a corporatised entity, the nature of the 

transaction is transformed to one involving the sale of proprietary rights (Naughton & 

Naughton, 2000). 
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From this, it can be inferred that unit trust holdings constitute partial possession

of a funds’ net assets. The tolerable limits in speculative dealing are prevalent when there 

is genuine intention of an investment and holding such investment in expectation of 

future benefits. In such cases there is a long-term investment, but no gaming intention. 

Nothing then stops investors from disposing of their equity in the holding period when 

there are genuine opportunities to realise capital gains. The speculative part occurs when 

the holdings are for very short periods and betting on its probable rise. In stock market 

dealings, this propensity increases as privileged information is manipulated for quick 

gains (Brailsford et al., 2004). Black (1986) ascribes some of this information asymmetry 

to “true” information which informed investors use for advantage while some can be 

attributed to “noise” or the speculative part.

The second gambling element occurs as a result of excessive noise – speculating 

on news not publicly disseminated to the market. In these circumstances, speculators take 

on a gambling position and bet on price disturbance. According to Kamali (2002, p. 151), 

such behaviour is tantamount to acts “…subverting moral order by allowing the gambler 

to dictate conduct”. Tag el-Din and Hassan (2007) distinguish speculators from hedgers –

while the former are chance players, the latter are practitioners that use derivatives to 

insure against uncertain future movements in equity portfolios. 

The Qur’anic prohibition of gambling is coupled with other social evils such as 

intoxicants in surah 5:90–91 stressing their emotional and psychological damage to 

players and society. Viewed as a whole-of-investment approach, the action of gamblers 

lead to pay-offs benefiting some, at the expense of many unsuspecting investors duped 

through immoral and unethical conduct. Not being one of the three recognised means of 
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acquiring property,
56

 gambling is viewed in Islam as unjust enrichment through haram

(unlawful) means.

2.5.5 The lawful (halal) and the prohibited (haram)

In current Islamic investment practice, the classification of halal/haram practices bans 

commercial, financial and investment dealings associated with prohibited and ‘sinful’ 

activities and those falling outside shariah tolerable limits.  Modern scholars of Islamic 

finance have relied on these precepts to establish the legitimacy of stock market 

investment (Yaqubi, 2000). Given the inherent uncertainty in pricing and trading (market 

volatility), they have set parameters to screen out gharar deals and the temptation to get 

involved in highly speculative transactions. Al-Qaradawi (1984, pp. 252-273) provides 

detailed explanations of financial and commercial acts falling within the prescribed limits 

as well as those falling in the doubtful or ‘grey areas’. According to al-Qaradawi, price 

manipulation in the market is tantamount to interference in the natural laws of supply and 

demand and therefore an injustice to society.  He quotes in support of this claim the 

hadith: 

“Allah is the One who fixes prices, who withholds, gives lavishly and provides”.
57

Furthermore, al-Qaradawi (1984) explains that interference in the free market by 

individuals or economic units (market players) manipulating privileged or confidential 

information (insider trading) goes against public interest and for this reason is outlawed
58

in the shariah. He states, however, that the shariah permits genuine brokerage where an 
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 The three legitimate means are – gift, inheritance and exchange of values (Kamali, 2002, p. 151). 
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 This hadith, numbered 679 appears in Bulugh al-Maram (Al-Asqalani, p. 284). The hadith is that 

narrated by Anas bin Malik.
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 See hadith 674 & 675 Bulugh al-Maram (Al-Asqalani, pp. 282-283). Al-Qardawi (1984, p. 258) explains 

from these sources that an intermediary should not lower the price to the seller by making use of privileged 

information. 
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intermediary or agent facilitates trade between buyers and sellers for profitable outcome 

(al-Qaradawi, 1984, p. 259). 

Scholars have also paid attention to the conflict between investment in interest-

bearing instruments (debt-leveraged bonds) and equity instruments. The principle in 

Islamic financing lies in participating primarily in the equity of such entities (Yaqubi, 

2000; Usmani, 1998). The conflict occurs when debt-financing is disguised as genuine 

equity participation and the debt is subsequently encumbered against the underlying 

business assets to stave off potential losses. In this way, musharakah owner/operator 

arrangements are subsumed by debtor/creditor relationships. The impact of such conflicts 

have weighed heavily on the conscience of Islamic scholars, involving as it does 

fundamental departures from traditional and established principles which they have had 

to contend with – namely the limited liability of equity holders.  Thus, at times when the 

line between halal and haram does not seem to be clearly delineated, jurists have resorted 

to qiyas to arrive at logical conclusions and have relied on the juristic maslahah principle 

to arrive at decisions (McMillen, 2001). This line of reasoning is applied extensively in 

qualitative screening of equities by the SCM.

2.6 ISLAMIC ETHICAL FUNDS – THEORIES AND ARGUMENTS

According to the Securities Commission (2006) the introduction of IEFs has added a new 

dimension to savings and investments in the Malaysian Islamic Capital Market (ICM). 

For some investors IEFs are akin to conventional SRI funds since they represent popular 

and conspicuous investment alternatives for investors concerned with ethical values and 

aspirations (Lewis & Cullis, 1990).
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2.6.1 Ethical investment theory and arguments 

In theory, the aim of ethical equity funds is to allow people and funds to invest in 

ethically screened companies listed on stock markets. The screening process excludes 

companies that do not subscribe to ethical criteria and concerns (Mackenzie, 1998). In 

explaining ethical investments, Domini & Kinder (1986) suggests that every stock or 

savings has an ethical dimension – it is then left to individuals to apply their own 

standards when evaluating stock investment or the type of savings to invest in. Another 

definition suggested by Sparkes (2002, p. 22) is that an ethical investment “…simply 

means an investment philosophy that combines ethical and environmental goals with 

financial ones”. 

A more comprehensive explanation offered by Cowton (1999, p. 60) is that 

ethical investments are “…a set of approaches which include social or ethical goals or 

constraints as well as more conventional financial criteria in decisions over whether to 

acquire, hold or dispose of a particular investment”. Cowton (1994) also argues that 

ethical investors are not only concerned with investment decisions based on financial 

returns, but also the nature of the goods and services produced by the companies and the 

manner in which they conduct their affairs. Melton & Keenan (1994) prefer an economic 

approach proposing a ‘socially responsive portfolio’ – that is, one that has no specific 

ethical dimension but where the portfolio is an aggregation of a number of ethical 

subsets. However, financial return is one key factor distinguishing socially responsible 

investments from other investments – for example charitable donations (Sparkes, 1998). 

It is also argued that the conventional approach to ethical investment is based on 



71

philosophical theories that do not necessarily employ religious criteria but rely on rational 

criteria to separate out ethical issues in investment (Mackenzie, 1997).

A different line of ethical argument by MacIntyre (1984; 1988) favours the 

interpretation of ethics through community ethical practices and beliefs. Societal values 

are studied as opposed to philosophical theories in order to discern ethical traits. Thus 

communal and religious values are as much a reflection of individual behaviour as they 

are of religious beliefs (Mackenzie, 1997). MacIntyres’ interpretive approach may hold 

out a method of determining what constitutes a community’s expectation of (say), ethical 

investment criteria, through a process of ‘shared understanding’. This shared 

understanding represents societal values, norms and customs. Al-Attas and Wan Daud 

(2007) argue that the development of Islamic leadership models follow the same line of 

reasoning. According to these authors, the ethical dimension of leadership and 

competency in Islam is to be found in communal expectations of behaviour consistent 

with religious doctrines and beliefs.     

2.6.2 Problems with the notion of ethicality 

One theory advanced by Sparkes (2005, p. 25) is that SRIs are not designed to advance 

‘ethical consumerism’ – they are positive steps in creating financial systems responsive to 

“…changing societal values and expectations”. He states that the main drivers of SRIs are 

now more inclined towards public concern over non-religious issues (e.g. environmental 

issues). 

There are also weaknesses in ethical arguments as many of the claims made are 

contestable (Mackenzie, 1997).  One reason for this weakness is that ethical investors 

have established practices at times not conforming to their own underlying investment 
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philosophies (Schwartz, 2003). There is also considerable debate on the ‘ethicality’ of 

ethical funds. Hoggett and Nahan (2002, p. 2) argue that “ethical funds are a self-

identifying group which have appropriated the mantle without objective test”. Elsewhere, 

they make the point that information on ethical funds is biased and information provided 

by many promoters is unreliable.
59

Another ethical paradigm facing investors is that while pursuing ethical returns, 

firms often do not share those values, preferring instead profit maximisation that are at 

odds with investors’ ethical wishes (Cowton, 1999). The ethicality of ethical funds has 

also been found to be ill-defined on the basis that they have merely tagged on an ‘ethical’ 

label out of self-righteousness and they do not even deserve to be called ‘ethical funds’ 

(Anderson et al., 1996). Such divergence of opinion on ethical values promoted by 

mutual funds in different jurisdictions has led Schwartz (2003) to challenge the behaviour 

of ethical funds. Since ethical values are largely subjective, he concludes that ethicality is 

sometimes driven by risk/return expedience with little semblance to their underlying

ethical values. But Hancock (1999) contends that ethical funds are characterised by 

including in their investment criteria the active pursuit of investment goals founded on 

beliefs, ideals and matters of conscience on a variety of moral issues. 

According to Statman (2005b), the debate is further complicated when religious 

values and dogmas constitute the raison d’être for investment. This debate has now 

transcended into a debate on the ‘economics of religion’. Iannaccone (1998) distinguishes 

the latter from ‘religious economics’. The ‘economics of religion’ description relates to 
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 A report by Perdersen-McKinnon in the Sun Herald (October 17, 2004, p. 8) reveals the inconsistent and 

highly speculative claims made by senior executives of leading ethical investment houses in Australia.
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the behaviour of religious groups themselves engaged in finance.
60

 Iannaccone (1998) 

theorises that the greater the attachment to membership, the more likely it is that such 

members will revert to ethical practices. Religious economics refer to the upholding of 

values and beliefs in economic conduct.  

While both arguments rely on the religious consciousness of investors in decision-

making, Lewis and Cullis (1990) consider such values as ‘exogenous’ or outside the 

boundaries of economics. Pure economic preferences such as risk/return are considered 

‘endogenous’ in their economic model. Such arguments are disputed by Kahneman and 

Tversky (1979) and a number of researchers in their behavioural finance research. They 

contend that dichotomous psychological behaviour exhibited by investors when buying or 

selling are decisions driven by a number of financial and non-financial reasons. These act 

in concert, in ways opposite to strict rational and utility maximisation approaches that are 

not always explained in financial theory. Etzioni (1988) sees this debate as a rebuttal of 

the economics of ‘rational man’ and the introduction of a moral dimension in economics 

with important repercussions on the behaviour of investors. 

2.6.3 Ethical doctrines underlying Islamic investments

In contrast to conventional conceptualisation, Islamic ethical investment
61

concepts are

meant as an economic ethos that embraces religious norms based on the ‘avoidance’ 

60

Iannaccone (1998) here distinguishes wealth accumulated by church groups and methods used to entice 

membership.

61

 The AAIOFI (2004/5b, pp. 422) does not define Islamic ethical investments per se preferring instead a 

detailed explanation of the juristic rules for investment funds. The Malaysian Securities Commission (2004, 

fn.3 p. 245) distinguishes between conventional ethical investment premised on screening, humanity and 

social values while “Islamic investment is based on religious values”.   
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principles
62

grounded in shariah law. This principle follows directly from the hadith of 

the Prophet Muhammad: 

“What I have forbidden to you, avoid; what I have ordered you to do. Do as much of it as 

you can”. (Related by al-Bukhari and Muslim).
63

This advice reasoned from a religious perspective, means Islam has added religious codes 

and practices incorporating ‘moral values’ to ethical finance (DeLorenzo, 2004). The 

moral dimensions are construed as shariah imperative by Kahf (1999) and Saeed (1999). 

The methodology used to ensure such compliance termed “negative exclusion” by 

Sparkes (2005, p. 6) is not unique to Islam finance as the practice was used extensively 

by churches in the UK since the 1760’s. Theoretically, applying the ‘avoidance’ criteria 

to stocks listed on the exchange implies permissibility of the remainder after undesirable 

stocks have been excluded. However, even here subjectivity applies, especially in relation 

to stocks of companies falling in the ‘grey areas’.
64

 That is, companies whose trading 

activities contain both permissible (halal) and prohibited (haram) elements (Yaqubi, 

2000). The Shariah Advisory Committee (SAC) of the Malaysian Securities Commission 

(SCM) has overcome this problem by adopting detailed procedural rules in defining the 

status of compliant, non-compliant and mixed companies (Securities Commission, 2006). 

62

 According to Sparkes (2002), the ‘avoidance’ principles were already in vogue in the 1760 Wesleyian 

ethical investment model. Put simply, that principle was reflective of the church’s desire to rid itself of 

investments considered abhorrent under it religious tenets. Sparkes alludes to divergent ethical positions 

adopted by other concerned groups emanating from the South African Apartheid sanctions experience 

(Sparkes, 2002, pp. 52–58). That experience effectively re-characterised ethical investments as ‘socially 

responsible investment’ since the ethical stance was strictly no longer representative of any religious 

doctrinaire. This is also the position adopted by the US Social Investment Forum in its classification of 

ethical funds (Social Investment Forum, 2005, pp. iv–v)
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 Hadith number 9 in An-Nawawi’s Forty Hadith (Ibrahim & Johnson-Davies, 1977, p. 48).

64

Doi (1984, p. 407) has argued that the lawful and unlawful has been clearly declared in the Qur’an and 

Sunnah. What lies between these parameters are issues considered conjectural and has, in contemporary 

finance, been left to scholars of fiqh to give judgement on.  
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This basis differs from contemporary SCMF
65

 funds in which a comprehensive 

definition of ‘ethical investments’ based on the avoidance principles has become a 

perennial issue in conventional finance (Taylor, 2001). This dilemma is partly associated 

with the idiosyncratic application of ‘ethics’ in different conventional economic settings 

(Schwartz, 2003; Hogget & Nahan, 2002). Nevertheless, despite this identity problem, 

research by the Social Investment Forum (2005) show that SCMF funds incorporating 

many of the avoidance principles have been the fastest growing segment of Socially 

Responsible Investments (SRI) in the USA during the period 1995/2005.

Objectively, the ‘avoidance’ concept, according to the Malaysian Securities 

Commission (2006)
66

 and the Malaysian stock exchange (Bursa Malaysia, n.d.) means 

shunning investments in companies whose core business or activities involves riba; 

gambling and gaming; manufacturing or trading in impermissible (haram) products and 

activities; conventional insurance; non-permissible entertainment; tobacco and related 

products; stockbroking or share trading in shariah non-compliant securities and other 

non-permissible activities. Subjectively, ‘permissibility’ means investors may invest in 

any ethically screened company or investment instrument not falling in the prohibited 

categories (Bank Negara, 2007, p. 2). 

Kahf (1976; 1978) argues that when the Islamic ethical criteria are firmly 

entrenched in practice, such criteria are regarded as a priori in the economic behaviour of 

its agents. Applying Kahf’s theory of consumption to investment, in a well-defined 

Islamic investment function, returns are a function of permissible screened stocks, 

65

 ‘Socially Screened Mutual Funds’ as categorised by the Social Investment Forum, USA.

66

 The Securities Commission uses objective criteria to classify companies based on the avoidance 

principles. It periodically includes/excludes companies whose qualifying status has undergone change. The 

SCM compliance lists are published twice yearly – see http//: www.sc.com.my 
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disposable income, tastes and other behavioural variables.
67

 This view is also held by 

Hasan (2006). In a regulatory perspective, the SCM sets out investment criteria 

mandatory for all investment funds providing alternatives to Islamic investors.
68

However, according to Wilson (2004b), an ethical predisposition by Islamic 

investors for shariah compliant investments mean that Islamic investors should also 

subscribe to rational investment behaviour. Another view is that the Islamic position is 

simply, that it adds value judgement to investment theory by introducing the notion of 

faith-based ethics (Rosly, 2005). The effect, according to DeLorenzo (2004a) is not to 

place effective deterrents through proscriptive fiqh rules on the act of investment per se, 

but rather the regulation of investment behaviour within prescribed parameters. There are 

however, no definitive theories in Islamic economics and finance where this position is 

formally expressed (Pollard & Samers, 2007) and some scholars like Hasan (2006, p. vii) 

consider this as a gap in Islamic economic thought. Hence, there is heavy reliance on 

conventional finance theories to examine Islamic financial behaviour (Dar & Presley, 

1999). 

It is also argued by Kahf (2004) that the inclination towards Islamic ethical funds 

raises the necessity for a deeper understanding of Islamic finance itself. For this reason

the AAOIFI
69

 in its standardisation efforts has undertaken considerable research to close 

gaps in theoretical foundations. However, theories on Islamic finance have been difficult 

to implement in practice according to Presley and Sessions (1994) because of its relative 

newness in financial markets. One explanation advanced by Dar and Presley (1999, p. 9) 

67

 Strictly, Kahf (1978, pp. 21–25) argued this position in his theory of consumption and the concept of 

wealth.

68

 The regulatory aspect of this requirement is set out in Chapter 6 of the ‘Guidelines on Unit Trust Funds’ 

issued by the Malaysian Securities Commission. 

69

 The Accounting and Auditing Organisation for Islamic Financial Institutions (AAOIFI)
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supporting this argument is that Islamic finance theories are premised on prescriptive 

behaviour – that is, how participants are expected to behave although in practice they do 

not behave that way “…though they may be increasingly persuaded to do so”. 

Taking a more normative approach in terms of conventional finance theory, 

Pollard and Samers (2007) argue that Islamic finance is “under-theorised”. They hold that 

there is not sufficient empirical evidence to support Islamic theoretical claims in 

financing models and alternatives to riba-based alternatives. Theories remain untested 

because of novelty factors and short time-series data. One method of overcoming such 

problems suggested by Dar and Prestley (1999) is the adoption of western empiricism in 

conventional investment theories as a basis for developing Islamic investment theories. 

Iqbal and Mirakhor (2004), arguing the case in relation to the development of a 

secondary liquidity enhancing market, support this approach. A different approach 

suggested by Iqbal, Z (1999, pp. 541-560) entails the use of two novel financial 

engineering methods prevalent in conventional finance; that of “reverse engineering” and 

“innovation”. The first approach involves taking a conventional instrument, then 

decomposing its constituents to find its closest substitute in Islamic religious tenets. The 

second is a “de novo” approach proposed by Iqbal and Mirakhor (2004, p. 58) under 

which products are designed anew from a set of fundamental Islamic principles and then 

applied in contemporary finance. There is no evidence in the literature where such

theories have been tested. Moreover, early Islamic investment funds relying on such

innovative methodologies have often failed in their operations.
70

 The SCM has adopted 

both approaches in formulating its shariah screening methodologies (Securities 

Commission, 2006). 

70

 This relates to the failure of the Islamic unit trust set up by Kleinwort Benson in 1986. 
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The absence of Islamic financial theory arguments has been challenged by Hoque 

and Choudhury (2003) in their rejoinder to Dar and Presley (1999). They argue that the 

foundations of Islamic finance have not been fully understood because of the failure to 

understand the “…epistemological origins of an ontological construction of theory and 

application” (Hoque & Choudhury, 2003, p. 1). Hence they hold, the development of 

normative theories has not been fully expressed because of the lack of economic thought. 

Further, conventional theories do not by themselves fully explain human behaviour and it 

is often left to religion to fill that vacuum.

A final consideration is that Islamic finance, in the theoretical sense, did not 

develop to the extent of its conventional counterparts although, according to Wilson 

(1997a). The only innovative Islamic financial instrument was the musharakah equity 

participating structure. While its essential character as a partnership instrument remains 

intact, it failed to morph into a corporatised instrument capable of use in mutual funds 

and to adapt to some of the innovative ideas of the early SRI portfolio funds. One method 

adopted in the early 1990s by Islamic financial institutions to distinguish IEFs from 

traditional SRIs was ‘product differentiation’ through ethical screening incorporating 

shariah precepts. In this differentiation process, re-engineering the musharakah concept 

made it possible to accommodate shareholding in corporations, unit trusts and mutual 

funds and the tradability of such securities. 

Among Malaysian investors, Gan (2007) states that topical discussions centre on 

the performance aspects of unit trusts compared to returns from the KLSE. Choice is 

often driven by persuasive marketing and expectations of superior returns and not so 

much by religion. Further, the actions of investors are influenced by the regulatory 
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interference of strong oversight bodies such as the shariah advisory boards of the 

Malaysian Securities Commission (MSC), Bursa Malaysia and Bank Negara according to 

Nik Ruslin (personal interview April 16, 2007). 

2.7 CHAPTER SUMMARY

This chapter reviews the theological foundations of IEFs.  It indicates that IEF 

progression in Malaysia has been methodical notwithstanding doctrinal differences exist 

in its conceptualisation.

Second, the legal foundations of Islamic investments funds have been 

conceptualised diagrammatically. This method presents a concise overview of the manner 

in which IEFs are conceived. The developmental stages, character and legal framework 

of IEFs ethical funds is also explained in order to contextualise their significance. At each 

stage of the review, the principles on which Malaysian Islamic investment funds are 

premised are discussed to highlight the fundamentals underlying their operations.

This review finds a paucity of empirical evidence related to the behavioural 

examination of ethical investment issues, both from investors and fund management 

perspectives. While the fiqh literature is very detailed on the prescriptive aspects of 

investment behaviour, it does not reveal how these laws are played out in contemporary 

equity markets. Previous studies on IEFs show a preference for research on the industry’s 

financial and risk/return performance. A problem with this approach is their tacit 

acceptance of the ‘ethicality’ of IEFs without adequately explaining its shariah 

foundations. Examining ethical differentiation in operating methodologies between IEFs 
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and other funds may explain why the behaviour of its investors and managers needs to be 

examined. 

Further, while the weight of legal evidence indicates the necessity for compliance, 

it does not answer questions as to why IEFs are the preferred model for ethical 

investments; why they may be construed preferential to conventional funds by Islamic 

investors; and, whether there is religious bias that underpins their existence.  

Examining the religio-ethical nature of investment is one method that may explain 

why some and not others consider divestiture of conventional funds by Islamic investors 

necessary. Moreover, even though Malaysian IEFs may be premised on the same 

principles as other Islamic funds, they differ substantially in the quantitative aspects of 

equity screening and in their more liberal shariah compliance criteria of companies listed 

on the KLSE main and secondary boards. This practice is designed to result in a more 

broad-based stock universe from which the KLSE-Shayriah Index is computed.
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CHAPTER THREE

3 INVESTMENT BEHAVIOUR AND EQUITY FUND PERFORMANCE:

       THEORIES AND EVIDENCE

3.1 INTRODUCTION

This chapter is concerned with reviewing theories, previous studies and empirical 

findings in behavioural finance, ethical investment and equity fund performance

evaluation. These subjects build the theoretical foundations supporting the research 

questions outlined in Chapter one. The literature review separates out what has been 

researched and areas where empirical study is lacking.  The objective is to identify issues, 

methodologies and analytical techniques used in other research relevant to this study. 

The literature in conventional behavioural finance is considerable. On the other 

hand, there is a paucity of research related to Islamic behavioural finance as observed in 

studies by Dar and Presley (1999); Haron, Ahmad and Planisek (1994); Kahf (1978) and 

Pollard and Samers (2007). This research relies on theory and empirical findings from 

both Islamic and conventional sources. The research literature on socially responsible 

investments (SRIs) provides a rich source of empirical material relevant to IEIs and IEFs.   

Section 3.2 reviews theories and evidence in behavioural finance, economics and 

psychology with respect to personal investor profiles and demographics, rational 

investment behaviour, and factors influencing decision-making. Second 3.3 focuses on 

studies on personal attitudes and perceptions related to Islamic finance and equity funds. 

Section 3.4 examines the literature on portfolio and investment theories. Section 3.5 

reviews studies on the performance of Malaysian equity funds. A chapter summary is 

presented in section 3.6. 
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3.2 BEHAVIOURAL FINANCE – THEORY AND EVIDENCE

Various approaches may be taken in studying investment behaviour. Some of these are 

identified by Mackenzie (1997, pp. 9-10) in relation to ethical investments. The first is a 

philosophical or ‘applied ethics’ approach in which ethical theories are put forward to 

support a particular ethical stance. This approach looks at what constitutes a society’s 

understanding of ethical investments such as societal concerns (Bollen & Cohen, 2006). 

The second approach is an ‘interpretive’ or a ‘shared communitarian approach’ also 

referred to as the ‘distributive justice’ approach by Walzer (Teuber, 1984) in which the 

shaping of individual behaviour emanates through community roles. Shared 

understanding of common issues (e.g., environmental degradation) gives rise to different 

ethical stances in different societies.  For instance, riba may be a significant issue in some 

societies but other people and societies may perceive it differently (Hamid, Craig & 

Clark, 1993). The third approach is the ‘common beliefs’ approach espoused by Schwartz 

(2003) that acknowledges commonalities in beliefs and ethics by different faiths and 

ideologies regarding the same object. For instance, what is regarded as morally repugnant 

in Judaism may equally be found in Islamic and Christian teachings. 

However, this chapter draws on all three approaches and focuses on the practical 

manifestations of theory through individual, societal and institutional behaviour.   

3.2.1 Individual behaviour

3.2.1.1 Rational self-interest

Neo-classical economic theory relies on strict behavioural assumptions of rational choice, 

utility maximisation and consumption equilibrium. The theory is concerned with the 

behaviour of individuals (homo economicus) or ‘economic man’ who is always assumed 
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to be rational and who always acts in his own self-interest (Hasan, 2006; Lambert, 2006; 

Sen, 1987; Webber, 1958). Rational behaviour is premised on selfishness – namely, that 

individuals will pursue their own welfare with little consideration for that of others (Sen, 

1987; Zarqa, 1976). Adam Smith [1776] (cited in Koutsoyiannis, 1979) advocated that 

society would be better off if everyone pursued their own self-interest. Each individual in 

a competitive market will ensure resources are used efficiently – the market will find an 

equilibrium led by the workings of an ‘invisible hand’. In this rational state argued Smith, 

individuals are assumed to make the best choices to advance their economic 

circumstances (Bishop, 2004). But the theory is often at odds with the concept of altruism 

since motives are often led by unselfishness and other times by greed (Zarqa, 1976). 

Even the capital asset pricing model (CAPM) assumes that investors are rational 

and have the ability to solve complex return expectations problems from stock risk 

profiles (betas) and expected returns. Here too, these arguments are rebutted by Malkiel’s 

(2003) early random walk theory.  Research by Thaler (1993), Schleifer (2000) and 

Shefrin (2002) indicate that individuals are less than rational. Behavioural economics 

point to departures from this theory and proposes that people may, for instance, act in 

terms of their own ethical values thus cancelling out any perceived advantage created 

through rational individualism. Behaviourist use decision-making models borrowed from 

psychology to show disproportionate behaviour among individuals (investors). They use 

psychological insights as a means to explain how people make choice under uncertainty 

(Hastie & Dawes, 2001).   
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3.2.1.2 Challenges to classical behavioural theories

Bishop (2004) explains that in utility theory people tend to make separate decisions in the 

overall context of their affairs. He argues that psychologist view this mental 

‘compartmentalisation’ of decisions as indicative of disjointed reasoning in which 

decisions in one situation has implications in another. Behavioural economics use 

dimensions of cognitive psychology to explain such choice behaviour (Camerer & 

Loewenstein, 2002). These authors hold that cognitive models applied in evaluating risk 

and uncertainty explain how investors acquire, process, accumulate and use information 

intuitively and the mental processes used to solve problems. Moreover, this branch of 

economics shares the positivist view namely: that what is postulated must result in 

accuracy of predictions.  

Early classical economic theory related to individual behaviour did recognise 

psychological influences in decision-making. Neo-classical theory abandoned this 

approach, preferring instead explanations in terms of the nature of economic agents 

(Camerer & Loewenstein, 2002). However, use of behavioural psychology in generalised 

expected utility theory emerged following Kahneman and Tversky’s (1979) seminal work 

on the psychology of behavioural finance. Their ‘prospect theory’ used cognitive 

psychology to explain anomalies in economic decision-making involving risk and 

uncertainty. According to Hastie and Dawes (2001), theories based on cognitive 

psychology rely on experimental observations and surveys although in recent time real-

world data (stock market) is increasingly used in developing greater theoretical 

understandings. Behavioural economic methodology uses market information to explain 
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broad-based behaviour while laboratory, focus group and targeted experiments provide 

plausible explanatory power focusing on narrow behavioural traits.   

According to Camerer, Loewenstein and Rabin (2003) and Diamond and 

Vartiainen (2007) behavioural economics is considered an objective discipline. The 

theories do not rely purely on mathematical models but incorporate behavioural 

psychology to explain decision outcomes. Intuitively, decision models incorporating 

quantitative variables have the ability to produce linear predictive outcomes but do not 

entertain for instance, relationships with qualitative variables. Incorporating non-metric 

variables (e.g., education, occupation) in quadratic models recognises behavioural factors 

but also alters rationality assumptions. The fundamental departure from standard 

economic theories is the irrationality argument – the assertion that human behaviour is

unpredictable and non-rational. People can and do behave instinctively for no explanatory 

reason. This inherent assumption cannot explain, for instance, why people would be 

unwilling to dispose of their shares when prices are high and prefer disposing in a 

declining market knowingly accepting losses (Bowman & Buchanan, 1995; Shefrin, 

1985).        

Behavioural finance theory may be able to explain the motives and decision-

making behaviour of ethical investors (Mackenzie, 1997). In changed investment 

environments such as that unfolding in Malaysia, departure from conventional investment 

practices (occasioned through Islamic finance) involves changes in human decision-

making. Much of the micro economic explications of changed investment habits may be 

studied from a position of ‘rational choice’, ‘profit maximisation’ and ‘consumption 

choice’ theories developed in modern economics (Hasan, 2006). Moreover, non-
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monetary factors such as personal profiles, attitudes and perceptions, customs and 

religious behaviour that feature in behaviour decision theory, are perceived as better 

explanatory variables in the investment function that seriously challenge standard 

investment theory (Statman, 2005a). 

Conventional investment theory relies heavily on Markowitz’s (1959) portfolio 

theory and its variants. Markowitz assumes that investors are always risk-averse (Peirson 

et al., 1997, pp. 143–168). The strict assumption under this theory asserts that returns 

from investments are normally distributed and investors seeking to maximise returns will 

act rationally and in their own self-interest (Van Der Sar, 2004). But Peirson et al., (1997) 

point out the anomaly of expected returns based on subjective utility. Since expected 

returns and standard deviation under normal distribution are the only parameters in the 

model, other behavioural factors are excluded. Hence, investment functions 

encompassing qualitative variables are excluded under portfolio theory (Anand & 

Cowton, 1993). Many scholars challenged these assumptions. For instance, Tversky and 

Kahneman (1986) assert that human beings are capable of making irrational assumptions 

and these, studied from a psychological angle may be found to be illogical. 

The research literature also shows that investment decisions are influenced by 

investors’ demographic profiles. Studies conducted by Karlsson (2003) show that older 

investors are more risk-averse while Powell and Ansic (1997) show in their study that 

female students are more risk-averse. Bajtelsmit and Bernasek (1996), Graham, 

Stendardi, Myers and Graham (2002) and Barber and Odean (2001) all argue that 

investment behaviour is influenced by gender differences and that women in general, are 

more risk-averse than men. Studies conducted by Masud (2002) and Masud and Fazli 
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(2005) on the financial behaviour of Malaysian women indicate that the financial well-

being of women increases with their level of education.

3.2.2 Behavioural Finance

In stock market operations, informational market inefficiencies often cause gyrations in 

stock prices allowing market players to take temporary advantage of such conditions. 

However, these fluctuations are often caused by market players themselves (Brailsford et 

al., 2004). One issue dealt with in behavioural finance is exploring the reason why 

investors and fund managers make systematic errors (Brown & Goetzman, 1997). In 

standard asset pricing models, investors are assumed to be concerned only about asset 

risks if they are perceived to affect the marginal utility of consumption. Further, efficient 

market hypotheses (EMH) theory assumes that publicly available information is fully 

reflected in market prices and is instantly factored into investors’ decision-making 

criteria. As a result, the market price is a fair reflection of price they are willing to pay 

(Brailsford et al., 2004, p. 400). 

However, Camerer and Loewenstein (2002) argue there are anomalies with these 

theories on the basis that investors display limited rational behaviour. For instance, the 

assumption that investors are always risk-averse has been discredited in studies by 

Tversky and Kahneman (1986). They also find information processing is irrational 

leading people to resort to heuristic simplifications to solve complex problems. This way 

heuristics biases are applied to overcome mental decision-making. Problems with 

standard finance theories have been expressed by Fromlet (2001, p. 64) who 

acknowledges that the contribution of behavioural finance:
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      …is to examine the importance of relaxing unrealistic behavioural assumptions embedded in the homo 

economicus tradition and thus extend modern portfolio theory and make it more realistic.     

It is also argued by Van Der Sar (2004, p. 432) that:

…normative choice theories have been tested on their validity as a decision criterion for observed 

individual behaviour; but again and again the underlying assumptions as well as the predictive value 

appear to be descriptively false.

Departure from unrealistic rationalist assumptions is also reflected in historical stock 

market data according to Shiller (1981). He argues that highly volatile stock price swings 

do not fully support EMH theory on the basis that if the market fully reflected all 

information, it was not possible to have wild gyrations in prices. Shiller (2003; 2005) 

argued this was caused by speculative behaviour driven by greed and fear. Later DeBont 

and Thaler (1985) produced evidence showing this phenomenon was the result of 

overreaction on the part of investors.  

Aspects of irrational behaviour explained in behavioural finance include: loss 

aversion; regret, and status quo bias. Loss aversion appears when investors are unwilling 

to dispose of losers for fear of being forced to accept nominal losses (Shleifer, 2000). 

Regret refers to circumstances whereby investors forego potential benefits by selling 

stocks now to avoid regret later. Status quo bias arises when people take bigger risks or 

gambles to maintain their status quo even when this is not necessary (Camerer, 

Loewenstein & Rabin, 2003; Kahneman & Tversky, 1979; Tversky & Kahneman, 1981; 

1986). 

Another weakness of standard finance theory is recognised by Mehra and Prescott 

(1985) who raised the inexplicability of the ‘equity premium’ puzzle.
71

 Bernatzi and 
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 The equity premium is the difference in returns between stocks and a risk-free asset. 
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Thaler (1995) attempted an explanation for this puzzle using two behavioural concepts: 

mental accounting and loss aversion. They attributed this to a combination of two 

decisions made in isolation – investors use a 1-year horizon to determine returns (market 

returns) but are also loss-averse (preferring fixed-return instruments). But they could not 

test their hypothesis formally. Later, Thaler, Tversky, Kahneman and Schwartz (1997) 

provided plausible explanations for this puzzle in their 1997 study on myopia and loss 

aversion using experimental tests. 

3.2.2.1 Theory of choice and the expected utility hypotheses

In economic theory, rational choice means individuals (investors in this case) will choose 

the best combination of investment alternatives that maximises returns subject to certain 

constraints (e.g., investable funds) and preferential asset rankings (Arrow, 1987). 

Rational choice does not always reflect actual reality (Kahneman & Tversky, 1979; Sen, 

1987) but rational choice models do provide testable basis for describing individuals’ 

preferences. How investors make choices under conditions of uncertainty has to do with 

the objects of choice and the method of choice (Copeland & Weston, 1992). They argue 

that both conditions entail return expectations and risks that incorporate utility theory. 

Classical economics recognises utility arising from risk/return payoffs and expresses 

investor’s choice using indifference curves. Choice may be between different baskets of 

goods or between saving (investing) now for consumption later (Ando & Modigliani, 

1957). 

Investment choice may also be between stock returns and risk. The first 

dimension involves certainty since the amount saved or invested is known for certain. 
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The second dimension involves uncertainty since expected returns can only be surmised 

in terms of probabilities and risk differs between asset classes. Both concepts are capable 

of understanding behaviour using statistical mean (for returns) and standard deviation (for 

risk).

Economic theory asserts that investors will always try to maximise the expected 

utility (returns) of their wealth. More wealth is preferred to less – expressed in terms of 

utility, the marginal utility of wealth is positive – MU(W) > 0  (Copelan & Weston, 1992, 

p. 85). Behaviour can be explained by investors ranking risky alternatives (preferences) 

and their propensity to accumulate more wealth (greed). Preferences can be represented 

by expressing different utility functions on indifference curves – as in Figure 3.1. 

Figure 3.1 Typical wealth utility function

In this explication, risk is defined purely in terms of expected utility. Theoretically, an 
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a wealth utility function u(W), a risk-seekers’ utility function will slope upwards to the 

left while a risk-averse function will slope down, to the right and be concave at any level 

of wealth addition. 

The expectation of wealth appreciation in an assumed coin toss game is set out in 

Figure 3.1. A probable win increases wealth by 100 and increases expected utility to U3 

whereas a probable loss reduces it by 100 to U1. Probabilities can be traced off on the 

utility function. The main theoretical assumption from this game is the concavity of risk-

aversion displayed in the utility function. Markowitz (1959) portfolio theory assumes that 

investors are risk-averse but Peirson et al. (1997, p. 140) argues an investors’ risk averse 

position as meaning the “…investor regards risk as something undesirable, but which 

may be worth tolerating if the expected return is sufficient to compensate for the risk”.  

Reasoned in terms of risks attached to expected returns, the position may be explained in 

Figure 3.2.

Figure 3.2 Indifference curves for a risk-averse investor
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Indifference curves set out all risk/return combinations at varying levels of expected 

utility. Combination B is preferred as it produces higher returns at lower risk than A and 

C. The investor is indifferent between A and C since they both return the same utility but 

at different levels of risk. At B, the investor displays a positive attitude towards expected 

return and a negative attitude towards risk. 

The criticism of these theories is that they use utility functions to rationalise 

preferences. But utility maximisation theories have been seriously criticised by Etzioni 

(1988); Hausman and McPherson (1993); Thaler (1994) and Lewis and Cullis (1990). 

One reason according to Lewis and Cullis (1990) that defies this economic reasoning is 

that, from an ethical perspective, investors may be prepared to sacrifice financial gain to 

uphold ethical values. For this reason investors in ethical funds are considered not to 

always maximise utility.

3.2.2.2 Prospect theory and behavioural biases

Prospect theory postulated by Kahneman and Tversky (1979) offers alternatives to the 

neo-classical expected utility argument and documented violations of expected utility to 

explain risk and decision-making under uncertainty (Dorsey, 2003). Their cognitive 

theory challenges descriptive models of expected utility expressed in neo-classical 

economics, since these theories and their implications are not tested empirically 

(Copeland & Weston, 1992). Based on experimental observations of peoples’ behaviour, 

Kahneman and Tversky (1979) find that risk perceptions are often at odds with rational 

behaviour; people may buy a lottery ticket and take out insurance at the same time. This 

displays a contradiction of risk-seeking and risk-aversion behaviour. 
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At its most basic, prospect theory asserts that people are unlikely to gamble with 

profits than losses. Retaining the classical theory of diminishing returns, Hastie and 

Dawes (2001, p. 216) argue that the theory “applies to good and bad quantitative 

consequences of decisions”. According to Thaler (1985) the purpose of prospect theory is 

to present a descriptive alternative of behaviour and not a deterministic theory of choice 

propounded in standard economic theory.   

Kahneman and Tversky (1979, p. 263) use empirical evidence from responses to 

choice problems to show how decision-behaviour operates in decisions between 

alternatives. They identify a tendency called the “certainty effect” whereby choice 

involving sure gains contributes to risk-aversion while sure losses contribute to risk-

seeking.  Montier (2002) holds that cognitive psychological techniques are able to 

describe how for example, investors decide between stock alternatives based on riskiness 

by assigning values instead of probabilities to expected gains and losses. In Kahneman 

and Tversky’s model, if values are conceived in terms of decision weights, it is possible 

to construct value functions tracing decision outcomes such as that depicted in Figure 3.3. 

Prospect theory incorporates both mathematical and psychological elements and explains 

how decision-making is actually arrived at as opposed to how decisions should be arrived 

at (Montier, 2002). 

From Figures 3.3 commencing from a “reference point” of an individuals’ 

(investors’) status quo (assumed zero), the value function is determined with respect to 

deviations from this point. The reference point refers to some ‘natural’ reference point 

rather than a level of wealth that defines the value function across gains and losses 

(Thaler, 1985). Prospect theory proposes that outcomes from prospects are ranked in 
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decreasing order. Positive outcomes are ranked as gains while negative outcomes are 

losses. From Figures 3.1 and 3.3, the gain concavity function implies risk aversion while 

the loss convexity function implies risk-seeking. The loss function is much steeper as 

indicated in the bottom left segment. The steepness in the gradient implies that all types 

of risks are not equal.

Figure 3.3 Kahneman & Tversky value function

 Source: Kahneman & Tversky (1979, p. 279).
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If a shariah/non-shariah equity game is assumed, the starting point would be a 

reference point in the two-valued dimension shown in Figure 3.3 defining gains and

losses. Their experimental evidence reveals that “changes of reference point often lead to 

reversal of preferences” (p. 1039). Thus trade-offs in the shariah/non-shariah game are 

revealed in preference reversals. This phenomenon according to Camerer and 

Loewenstein (2002) can be conceived as a kink in the indifference curve depending on 

the location of the endowment point.

Evidence of this behaviour is provided by Knetch (1992) in which experimental 

subjects were randomly ‘endowed’ – some with mugs and others with pens. Switching 

goods between members of both groups was allowed. Only 22% of subjects resorted to 

trading. The implication of this behaviour, according to the researchers, is that subjects 

valued their endowments more; they disliked losing something (say mugs) from their 

consumption goods more than they liked gaining pens.     

What all this implies is that people tend to care more about potential losses; they 

will not sell (or hold onto) losers now (Shefrin, 1985). On the other hand, they place more 

concerns on actual gains and will sell winners now. Thus there is less concern on actual 

losses in the final outcomes on their assets (Montier, 2002). 

Part of the reason for this behaviour is ascribed to the ‘framing’ and ‘loss 

aversion’ phenomena. It proposes that peoples’ decisions are influenced by ‘framing’ 

before making an economic decision – in other words decisions are made depending how 

the gain/loss prospect is actually phrased or conveyed. For instance, investors will adopt 

some form of arbitrary mental accounting regarding their stock dealing decisions leaving 

aside strict rational options – a position denied in ‘rationalist’ investment theory (Hastie 
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& Dawes, 2001). Proponents of behavioural finance hold that investors’ psychological 

‘state of mind’ better explains how they interpret and act on information in making their 

decisions (Camerer & Loewenstein, 2002). 

3.2.2.3 Mental illusions and accounting 

Keynes in his General Theory (1936) refers to “money illusions” or the tendency to make 

decisions based on nominal values instead of factoring in the rate of inflation to arrive at 

“real” values. Although strictly related to the study of national savings and consumption 

in macroeconomics, Keynes recognised that real transactions actually take place ‘behind 

the veil of money’ and that “money plays a part of its own and affects motives and 

decisions” (Keynes, 1973, pp. 408–409). But Dorsey (2003) argues that Keynes focused 

on the motives and decisions of consumers at the macro economic level although he was 

aware of microeconomic individual behavioural factors affecting the market. Dorsey 

notes that Keynes lost a fortune in the 1929 crash but made a fortune thereafter through 

speculation by observing the psychology and not the rationality of the market (Dorsey, 

2003).

 Mental illusions (not the Keynesian type) are prevalent in mundane as well as 

complex financial situations through cognitive illusions (Camerer & Loewenstein, 2002; 

Goldberg & von Nitzsch, 2001). For instance, in investment research, cognitive 

psychology finds its way in the manner investors make decisions in stock dealings in 

managing portfolios. From a normative perspective, it looks at rational choice across 

asset classes, each with different risk/return outcomes. Cognitive psychology explains 
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how people often behave under illusions when making decisions that turn out later to be 

irrational.

 Cognitive illusions include psychological nuances such as anchoring, gamblers 

fallacy, mental accounting and representativeness. Brabazon et al. (2004, p. 22) explain 

that anchoring occurs when “…a value scale is fixed or anchored by recent observations”. 

An example includes a case where a share has recently suffered a substantial fall in price. 

An investor may be tempted to evaluate the worth of the share by reference to the old 

trading range. Gamblers fallacy is a process where people expect a certain outcome from 

a previously unsatisfactory outcome. For example, three tosses of a coin landed on heads 

– therefore the next toss must be a tail.  It is typically displayed when an investor assumes 

that the price trend on a certain stock(s) will not continue – that is, it will be reversed. 

The process of ‘mental accounting’ has been theorised by Thaler (1985) and 

refers to practices in which decision makers compartmentalise prospects into different 

accounts and then apply decision rules to each prospect separately without reference to 

others. Thaler (1985, p. 213) find that people ‘code’ gains and losses meaning that 

choices are influenced by the most recent gains or losses. Hence, such recent coding 

influences subsequent choices. Brabazon et al., (2004, p. 22) provide an example of 

mental accounting as “an individual may borrow at a high interest rate to purchase a 

consumer item, whilst simultaneously saving at lower interest rates for a child’s college 

fund”. There is no evidence in studies to suggest whether this behaviour is prevalent 

among Islamic investors. 
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3.2.2.4 Representative heuristics

Rational decisions are not always feasible because that is not how people formulate and 

solve problems. ‘Bounded rationality’ lead people to find shortcuts or easy solvable 

solutions through the use of heuristics (Shefrin, 2002). Heuristics in investments refer to 

problem solving looking at simplifications as a guide. Often conceived as simplification of 

complexities, heuristics may take the form of easily understood rules of thumb, educated 

guesses or intuitive judgments (Tversky & Kahneman, 1974). They argue, that such 

behaviour leads to subjective assessments and ‘systematic errors’ – especially in relation 

to physical assessment such as distance and size. Also, representative heuristics is a 

perceived tendency whereby people evaluate the probability of one act by the degree to 

which it resembles another act.    

A number of choice processes involving the use of heuristics have been identified 

by Payne, Bettmen and Johnson (1992). Under ‘equal weight heuristic’, value attributions

are examined for each alternative. This process effectively rules out the relative 

importance or probability of each attribute vis-à-vis over others. Under the ‘satisficing’ 

heuristics, alternatives are “considered one at a time, in the order they occur in the set” (p. 

26). After values for each alternative are assessed against a cut-off level, the remaining 

alternatives are then re-evaluated. Other heuristics include ‘frequency of good and bad 

features’ that involves evaluating alternatives on a count of good or bad features. The 

simplest heuristic identified is the ‘habitual’ heuristic. This rule simply says to choose 

what was chosen the last time.   

In cognitive psychology, heuristic mechanisms used to elicit judgemental 

responses may violate sampling principles such as response biases. These techniques 
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sometimes lead to judgemental problems such as ‘hindsight biases caused by previously 

occurred events that impact on present responses (Camerer & Lowenstein, 2002).  

Representative heuristics is another example of problems in probability judgement. Thus 

in Islamic finance people may judge perceived dichotomous relationships (e.g., interest 

and profit) as being representative of societal norms while they do not in fact, agree 

personally with such paradigms. 

Another problem associated with representativeness may occur with what is known 

as the ‘law of small numbers’ (Camerer & Lowenstein, 2002). Small samples are assumed 

to display expected outcomes based on population probabilities. For example, investors 

may judge one fund manager to display better skills than others even if such conditions do 

not exist. Thus if some equity funds do well over a certain period, it may mistakenly be 

concluded that their management must be better than the rest of the fund industry. 

The inclination towards representativeness heuristics by mutual fund investors in 

their purchasing habits has been argued by Barber, Odean and Zheng (2000). They argue 

that recent fund performance is representative of future prospects. The result is that 

investors rely on past performance as proxy for future outcomes.  

3.2.2.5 The concept of ‘framing’ and ‘anchoring’

In standard economics, Samuelson’s revealed preference axiom assumes that the 

consumer, by choosing a certain combination of goods in one budget situation reveals his 

preference for that combination. This combination is preferred over others and this 

collection of goods axiomatically implies the maximisation of utility from such 

combination. In their research, Tversky and Kahneman (1986) show that framing effects 
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can affect the outcome of choice and that such behaviour contradicts the classical axioms 

of choice and hence many economic assumptions of consumer behaviour are violated. 

People will reveal different preferences depending on how choices are ‘framed’.  

According to Payne, Bettman and Johnson (1992), studies based on Tversky and 

Kahneman’s framing effect has been repeated in many other research studies (Huber, 

Neale & Northcraft 1987). These studies conclude that “framing effects violate the 

normative principle of descriptive invariance” (p. 65).  The changed preferential 

conditions have much to do with mental assessments of changed utility expectations 

resulting in ‘preference reversals’ (Tversky, Slovic & Kahneman, 1990). Hsee and 

Leclerc (1998) find evidence of this practice – people will price A more than B when 

offered separately but will value B more when offered simultaneously. 

According to Camerer and Loewenstein (2002) the tendency to abandon rational 

choices shows that preferences are constructed. This is because preferences are flexible 

and not strictly defined. They argue (p. 15) that “nevertheless, when required to make an 

economic decision – to choose a brand of toothpaste, a car, a job, or how to invest –

people do make some kind of decision”. Behavioural economists refer to the process by 

which people make choices with ill-defined preferences as "constructing preferences" 

(Payne, Bettman & Johnson, 1992). 

A further aspect of violations of standard economic theory is attributed to the 

‘anchoring’ condition whereby respondents perceive changes in events by ‘anchoring’ 

their judgements on a specific outcome and then making adjustments to their perceptions 

later (Tversky & Kahneman, 1974). In equity market dealing, this translates to a position 
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in which investors are focussed on the performance of a narrow band of stocks, expecting 

the rest of the market conditions to mimic such performance.   

There are also ‘context effects’ referring to situations that, when people are 

presented with choosing between options, they will generally choose the dominant option 

in the options set (Camerer and Loewenstein, 2002). But while acknowledging the 

failings of traditional economic theory to sufficiently explain choice of preferences, 

Camerer and Loewenstein (2002, p. 15) are cautious in admitting that “a list of a theory’s 

failings is not an alternative theory. So far, a parsimonious alternative theory has not 

emerged to deal with all of these challenges to utility maximization”. 

3.2.2.6 The ‘endowment effect’ and the concept of ‘loss aversion’

The term ‘endowment effect’ (coined by Thaler, 1980) refers to the phenomenon in 

which “…people often demand much more to give up an object than they would be 

willing to pay to acquire it” (Kahneman, Knetsch, Thaler, 1991, p. 193). The theory is 

based on the notion that people attach more value to say, their shareholdings as beneficial 

owners than what it is actually worth when not possessing them. This behaviour is also 

known as ‘status quo bias’. Kahneman et al. (1991) contend that this defies indifference 

curve theory which asserts that people’s willingness to pay for goods is equal to the 

compensation payable for giving up the goods. This phenomenon, according to the 

authors, is attributable to a condition called ‘loss aversion’.  

Loss aversion refers to the situation where people dislike losses instead of gains. 

Loss aversion theory is “…more realistic than the standard continuous, concave, utility 

function over wealth” according to Camerer and Loewenstein (2002, p. 3). As such, it can 
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be theorised as the ratio of; marginal disutility of a loss/marginal utility of a gain. In a 

standard economic model, the ‘loss-aversion coefficient’ would be one. 

3.2.2.7 Regret Theory

Another explanation in behavioural finance is regret theory proposed by Loomes and 

Sugden (1982) as an alternate to prospect theory. Their theory proposes that people will 

make decisions or choices now to cope with expected regret later. Finance-wise, it means 

selling a stock now in anticipation of adverse movements later. They retain the choice 

under the uncertainty argument addressed by Kahneman and Tversky (1979) but instead 

introduce the classical utility argument of ‘pleasure’ resulting from the satisfaction of 

desire. They offer the following example of regret occasioned by exercising choice in two 

prospects. Person A will experience more pain inspired through ‘regret’ if he has to loose 

£100 on a horse race than losing £100 in additional taxes. On the other hand, he would 

find it more pleasurable gaining £100 in tax reduction than winning £100 from a bet. 

Thus person A experienced an outcome without having chosen it – that is, experienced a 

“choiceless utility” (p. 807). This choiceless utility is incorporated in a modified utility 

function that maximises pleasure and reduces pain – a concept that accords with 

indifference curve assumptions. This makes regret theory more plausible and consistent 

with empirical evidence than prospect theory.

Evidence to support their theory they assert, is to be found in the ‘preference 

reversal’ theory discussed by Lindman (1971) and Lichtenstein and Slovic (1971) which 

occurs when people reverse their choice under different pair-wise settings. Thus faced 

between gambles A and B, an individual may choose A. However when offered 

separately, prospect B is chosen. This preference reversal phenomenon is better
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understood in terms of the pleasure/regret paradigm. Choice A, even though better that B, 

was rejected based on anticipated feelings of regret and pleasure. Hence choiceless utility 

and regret theory together have better explanatory power to choice under uncertainty and 

for this reason they hold that the ‘reference’ point in prospect theory “deserve further 

consideration” (Loomes & Sugden, 1982, p. 819).

3.2.2.8 Cognitive dissonance

Cognitive dissonance can be conceived as the pain and adversity people experience when 

confronted with evidence that their reasoning, beliefs or assumptions have been wrong.  

Prospect theory shows that investors behave differently when confronted with loss/gain 

prospects as a result of ‘bounded rationality’ or the inability to process complex financial 

problems (Simon, 1997). That is, most individuals’ processing capacity is constrained by

the large volume of information confronting them when making decisions so that gains 

and losses are evaluated differently (Camerer and Loewenstein, 2002). This leads to the 

cognitive dissonance behavioural paradigm. The latter phenomenon relates to conflicting 

behaviour in which investors’ hold onto their own beliefs to be true while the true 

circumstances may be something else. 

3.2.2.9 Redefining rational decisions

Violations of neo-classical rationality assumptions forced a rethink of rational decision 

making under uncertainty prompted by prospect theory (Brown, 2005). Decision makers’ 

rationale according to Brown (2005) is to advance their own welfare based on their 

knowledge and feelings. Hastie and Dawes (2001) have summed the criteria for rational 
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decisions. Firstly, decisions are based on peoples’ current assets that include physical, 

monetary and other assets. Decision makers then consider the consequences of their 

choice. Second, if the consequences are uncertain, they will rationalise in terms of the 

probability of outcomes. The new decision function includes a multitude of personal 

attributes such as the decision makers’ psychological state, feelings as well as rationality.

Both Hsee (1999) and Hastie and Dawes (2001) argue that faced with making a 

choice, the decision makers’ utility is predicated on the benefits that the choice (option) 

will deliver. As in classical economics, the decision maker will choose the option that 

delivers the greatest utility. But Payne, Bettman and Johnson (1992) present another point 

of view in relation to how people deal with decision-making problems. They hold that 

people will use information processing strategies when faced with more than one choice 

or alternative. They will be willing to trade-off less of one valued attribute to more of 

another. However, when people are faced with more complex choice problems and 

alternatives, they will often use heuristic strategies to reduce problems to more selective 

use of information. 

Payne et al. (1992, p. 68) also present the argument that “decision making is a 

highly contingent form of information processing”. They hold that behaviour is sensitive 

to factors such as the number of alternatives and the similarity of options in a choice set. 

3.2.2.10 Overconfidence 

Barber and Odean (2001) use data collected from 35 000 households to analyse stock 

market trading habits of men and women. They find overconfidence is partly self 

delusional and arises when people overestimate their knowledge, ability and expectations 
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of the market. They hold that overconfidence causes investors to trade excessively – for 

instance single men trade 67% more than single women. People tend to invest more when 

they perceive the value of their securities to exceed that of others and the market and this 

leads them to hold unrealistic expectations. This behaviour leads to lower expected 

utility. Further, overconfident investors hold riskier portfolios than rational investors. 

Barberis, Shleifer and Vishny (1998) extrapolate investors’ overconfidence in 

terms of earnings over and under-reactions. Investors are confident (mistakenly) that 

positive earnings momentum in some sectors will be repeated in other sectors. If the 

market reacts as expected for a while (assuming earnings follow a random walk), 

investors will be confident this trend will continue and over-react. However, this 

overconfidence is overshadowed by market pessimism that earnings momentum will not 

persist that is, the market expects mean-reversion. Investors will under-react before they 

perceive this reaction.       

3.2.2.11 The ‘disposition effect’

This investment behaviour is associated with the work of Shefrin and Statman (1985) and 

refers to the tendency by investors to sell winners quickly and hold onto losers unusually 

long. Barber, Odean and Zheng (2000) hold that this behaviour is prevalent in the sale 

decision of mutual fund investors. On average, US households own shares in five mutual 

funds chosen from a large fund universe. Taking fund purchases as a reference point, 

prospect theory suggests that investors will sell their winners sooner than their losers. 

When deciding to sell, the small investment holding allow investors to ‘frame’ their 

decisions based on losses from some of their holdings. However, Barber, Odean and 
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Zheng (2000) also argue that investors may hold fund managers ‘responsible’ for poor 

performance (based on an ‘agency’ frame) and for selling losers. The empirical evidence 

suggests that investors are more prone towards the disposition effect in their behaviour.

3.2.3 Personal and demographic factors influencing investment behaviour

3.2.3.1 Human capital theory

Put simply, the theory postulates that there is a cost in educating and training a person. 

The process contributes to productive skills and technical proficiency among workers in 

the economy. Adam Smith conceived this as the fixed capital a person is prepared to 

invest in himself/herself, akin to the cost of investment in capital assets. This cost is to be 

treated as an investment since that would lead to perceived increases in personal income. 

In economic theory, higher skilled persons will therefore be in smaller supply and 

therefore attract better wage outcomes.

Accordingly, Bajtelsmit and Bernasek (1996) use human capital theory to explain 

difference in investment behaviour between genders. They argue that females rationally 

choose to invest less in education, skills and training. One reason advanced for this 

tendency is the additional domestic responsibilities imposed on females to look after the 

household. For this reason, they are unable to earn as much as males. This factor in turn, 

affects the way that they make investment decisions.   

3.2.3.2 Gender influence in investment

Studies by Miller and Hoffmann (1995) confirm that females are more religiously 

inclined than males. They propose that strong religious affinity make females more risk-
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averse. On the contrary, non-religious behaviour tends towards risk-seeking. Importantly, 

they suggest that gender risk preferences may be determined from the religious profiles of 

men and women. Jianakoplos and Bernasek (1998) and Bajtelsmit and Bernasek (1996) 

find that women are more risk-averse than men. Conservative investment policies mean 

less income in retirement. Women need to contribute more towards retirement plans. 

They also argue that other factors affecting gender difference in investment habits 

include: difference in personal wealth; difference in income; difference in employment 

and choices. 

Graham et al. (2002) find strong differences between genders in relation to 

investment confidence. In relation to asset preferences, they refer to other studies 

showing that women prefer to hold fixed income securities (65% women vs. 52% men) as 

opposed to preference for equities (28% women vs. 45% men). An important observation 

by Graham et al. (2002) is that much of the risk tolerance of females is a result of them 

being less confident in their financial decision-making. A similar finding is made by 

Estes and Hosseini (1988). However, females are found to be more pedantic in relation to 

financial detail and more comprehensive in their assessment of such matters.      

 Lewellen, Lease and Schlarbaum (1977) find that gender influence is the third 

most important determinant of investing and that women are more conservative in their 

financial dealings. They hold that gender differences in investment raises important 

public policy issues in relation to retirement benefits by governments. As a result, social 

security policies need to be addressed differently in terms of gender importance. This 

tendency is supported in studies conducted on behalf of Merrill Lynch who find that 

women save less than men for retirement (Schumell, 1996). 
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Powell and Ansic (1997) examine gender differences in financial decision-

making among 64 male and 62 female university students. They find that females are 

more risk-averse and that both genders use differing financial strategies. But the study by 

Graham et al. (2002) indicates that there is little understanding of differing investment 

strategies between genders which they ascribe to differences in information processing. 

Part of the reason is that males tend to oversimplify judgements using heuristic devices 

that often ignore significant financial detail. 

According to Barber and Odean (2001) men are more overconfident than women. 

Feelings of success from previous trades allow men to overemphasise their talents 

creating feelings of confidence in their judgement, in turn leading to overconfidence. The 

authors regard the overconfidence phenomena as a deviation from standard financing 

behavioural models. They conclude that despite high stock trade turnover, mutual fund 

and other investors earn lower returns. 

3.2.3.3 Age and generational influences 

In their study on gender influence in investing, Graham et al. (2002) argue that longer life 

expectancy for females (in the USA) implies that they will take more care of financial 

affairs in later years. This finding confirms estimates by Kover (1999) that nine in ten 

women will assume control of family financial matters at some point in time. Greater 

longevity among women combined with conservative investment strategy means they 

will experience lower income growth and return on investment in retirement (Bajtelsmit 

& Bernasek, 1996).    
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Based on response from 9,495 respondents in the 51–61 age groups who were 

asked to make risky choices in financial matters, Barskey, Juster, Kimball and Shapiro 

(1995) find that males are more risk tolerant. They attribute this to maturity and the fact 

that in old age, people are not impulsive to allow themselves to be exposed to large 

losses. 

Studies by Clark-Murphy and Gerrans (2004) in Australia show that people in 

their mid-forties are likely to switch to other investments with higher return histories. 

This tendency is associated with impending old age that prompts investors to look for 

options returning higher returns. However, a study by Summers, Duxbury, Hudson and 

Keasy (2006) concludes that peoples’ portfolios become more risk-seeking as they age.

This finding is supported in recent research by Basu and Drew (2006). The Summers et 

al. (2006) study finds that people dispose of equity stocks in their portfolio as they 

progress towards retirement. They find no significant relationship between risk attitude 

and age. There is also evidence that there is a negative relationship between age and the 

proportion of equities held in an investor’s overall portfolio (Bodie & Crane, 1997).

3.2.3.4 Culture and Customs

Hofstede (1980) studied the influence of culture and traditions to explain societal 

differences and similarities between nations. In Hofstedes’ model, cultural behaviour is 

positioned in societal value dimensions. In his ‘individualism vs. collectivism’ paradigm, 

individuals are assumed to look after their own as well as their immediate families’ 

interest. That is, individuals will always act in their own ‘self-interest’ as ‘rational 

person(s)’ – ideas proposed by Adam Smith and the classical economic school. On the 
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other hand, ‘collectivism’ is the cultural value that binds groups into social networks that 

portray common cultural norms and habits. These two dimensions represent the ‘I’ 

(individualism) and ‘we’ (collectivism) of peoples’ behavioural habits (Deegan, 2001).  

 Hofstedes’ cultural paradigms have been applied to explain behaviour in many 

disciplines. Hamid, Craig and Clarke (1993) for instance use this dimension of 

Hofstedes’ theory to explain why Western finance theories may not apply in Islamic 

societies. They argue for example, that the CAPM model would not find acceptance in 

Islamic finance theory since it relies on interest dependent variables. A different 

perspective of social influence proposed by Tetlock (1985) is that people do not make 

decisions in a social vacuum. They will consider factors such as accountability to family, 

superiors and others (such as social groups, cultural organisations and business 

affiliations).  

Association with race and nationality also seem to influence risk preferences and 

investment behaviour. Weber and Hsee (1998) conduct studies to evaluate risk 

preferences between Chinese, American, Polish and German university students. They 

find American students to be most risk-averse; then German, Polish and Chinese students 

– in that order. Differences are ascribed to cultural perceptions of financial options. 

Weber and Hsee’s (1998) explanation for this phenomenon follows that found in 

Hofstede’s ‘individualism vs. collectivism’ paradigm – namely that American students

will individually accept risky decisions while Chinese students will lean on collective 

family support for more risky decisions. In a follow-up to their earlier research, Weber 

and Hsee (1998) find that Chinese students are more risk-seeking than their American 

counterparts.       
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3.2.3.5 Education

A report by the Australian Stock Exchange (2005) shows share ownership increasing 

with higher levels of education. Prominent among the shareholders are those with trade 

certificates and holders of degrees. The influence of education is also found to be relevant 

by Bajtelsmit and Bernasek (1996) as well as Graham et al. (2002).

3.2.3.6 Herd behaviour

Investors often make decisions to mimic those taken by others. This often happens in 

closely-knit societies that have a strong influence on the behaviour of individuals. Hence, 

individual decisions that are often at odds with those of the ‘herd’ (or society) are 

abandoned in favour of those expressed by the majority. This behaviour arises from the 

perception that group judgement must be right for everyone else to follow. If group 

decisions turn out wrong, feelings of regret are not that painful (Shiller & Pound, 1989).

It is also argued that ‘word-of-mouth’ stirs herd mentality. People trust the 

judgement of their friends or society. As news filter on investment opportunities, 

speculative positions are taken, sometimes against conventional wisdom (Shiller, 2003). 

He argues that herd behaviour spreads through society and this quickly starts the 

speculative bubble.    

3.2.3.7 Stakeholder Theory

There is a perception that ethical investors have a right to use their power through 

shareholder engagement at AGMs to persuade company management to adopt ethical 
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practices, according to Deegan (2001). But such arguments have been held to be 

counterproductive by Sternberg (1992, p. 26).

3.3 STUDIES ON ATTITUDES AND PERCEPTIONS OF ISLAMIC FINANCE 

AND EQUITY INVESTMENTS

3.3.1 Customer selection criteria  

Studies on Islamic finance include surveys focusing on attitudes and perceptions toward 

Islamic banking and finance in predominantly Muslim countries. These include studies in 

Jordan by (Erol & El-Bdour, 1989; Erol, Kaynak & El-Bdour, 1990; Naser, Jamal & Al-

Khatib, 1999); in Kuwait by Almahmeed and Edris (1997); in Malaysia by (Hamid & 

Nordin, 2001; Haron, Ahmad & Planisek, 1994); in Turkey by Kaynak, Kucukemiroglu 

and Odabasi (1991); in the UK by (Dar, 2004; Omer, 1992) and in South Africa by 

Loonat (2004). Other similar studies in countries where Muslims are in the minority 

include Singapore by Gerrard and Cunningham (1997); and in Australia by (Nathie, 

2004; Tahir, 2004). 

These studies focus essentially on elements of Islamic banking but they include 

important observations on Islamic financial behaviour. Research by Tahir (2004) 

provides important observations on stock pickings and stock preference habits of 

respondents. He finds Islamic investors to be risk-averse and very conscious of ethical 

values – though not many respondents understood the technical aspects and concepts of 

shariah compliant investing. The study by Naser et al. (1999) documents research 

findings on investment products offered by Jordan Islamic Bank. Their research, although 

conducted among bank customers, reveal that 96% of respondents did not own any shares 

while 99% did not have any investments in bonds. Another significant finding is that 47%
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of respondents were totally unaware of simple bank products such as leasing while 70% 

stated the importance of religion as an important selection factor.  However, the study by 

Erol and El-Bdour (1989) also conducted in Jordan, find that if respondents had 

additional funds they would prefer to invest it in profit earning (musharakah)

investments. 

Research by Metawa and Almossawi (1998) investigated the banking behaviour 

of Islamic bank customers in the state of Bahrain. This research is an in-house survey of 

products offered by the Bahrain Islamic Bank and the Faisal Islamic Bank and attempts to 

identify the profile and banking habits of bank customers. Their findings show very high 

awareness among bank customers of term investment products but very low awareness of 

other investment products. This lack of awareness could perhaps be ascribed to the 

collapse of the Kuwait stock exchange and the currency crisis of 1997/8. 

Research by Gerrard and Cunningham (1997) is particularly important in relation 

to product awareness and education. Their research deals with perceptions and attitudes 

of Islamic banking and finance in Singapore where Muslims are in the minority. They 

identify a number of natural and legal barriers to Islamic banking and investment in that 

country. Most significant is their finding that only 21% of respondents were aware of 

what riba meant while only 31% knew what is meant by the term ‘shariah’. This lack of 

awareness means that savings are trapped in bank interest-bearing deposits with very 

little committed to other investments. They also find a serious lack of basic knowledge of 

Islamic financial products, terminology and services. Their research also reveals that 

there is no significant relationship between religion and finance among Singaporean 

Muslims. 
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Haron et al. (1994) conduct research in three non-metropolitan Malaysian towns 

that include both Muslim and non-Muslim respondents, providing a different perspective 

to studies that focused only on Muslim respondents. They find that cross-cultural factors 

have no influence on bank selection, finance products and services. This study made no 

observations on customer perceptions and attitudes on investment and investment 

products. They detect low product awareness, knowledge and indifference to Islamic 

financing among respondents. Hamid and Nordin (2001) survey bank customers in 

Malaysia and find a lack of knowledge of Islamic finance products and poor perceptions 

of distinctions between Islamic and conventional finance.

A study by Loonat (2004) on consumer awareness, usage and attitudes towards 

Islamic banking in South Africa provide some evidence on investment preferences and 

expectations of Muslim investors. He finds that 82% of respondents will invest a year’s 

income in interest-free investments. The decomposed investment preferences are: 51%

will select property; 17% will select an equity fund investment and 14% will opt to start a 

new business.

Early studies in the UK by Omer (1992) show high levels of ignorance of Islamic 

financing principles among the Muslim community. Dar (2004) argues that people who 

decided to switch to Islamic financial institutions were persuaded by the ethicality of 

these institutions and awareness of products they offered. He also finds significant 

associations between the demographic factors of education, occupation, location and 

income to be significant determinants of demand for Islamic finance.      
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3.3.2 Islamic behavioural investment studies

An important empirical study on the determinants of Islamic equity investment behaviour 

is that conducted by Tahir (2004) in Australia. He finds no significant difference in risk 

and return preferences between Muslim and non-Muslim respondents. There are also 

positive relationships between age, education, income and risk/return preferences. 

Further, Muslim investors are found to be risk-averse. Investors not very religiously 

inclined are found to display similar stock selection preferences of non-Muslim investors. 

Evidence of Islamic investment preferences emerges in research conducted by Nathie 

(2004). This research reveals interesting observations on shariah compliance and 

investment attitudes. Stock exchange dealing is low with only 21% respondents owning 

any shares while 90% considered moving their superannuation funds to shariah compliant 

investment if these were available. Interestingly, knowledge of Islamic investment 

products, familiarity with and importance of shariah concepts is low among respondents.

3.4 PORTFOLIO AND MUTUAL FUND THEORIES 

3.4.1 Arguments and assumptions

Equity funds are premised on a number of ideas. Firstly, they hold they can minimise 

unsystematic risks through efficient diversification across many equity classes (Copeland 

& Weston, 1992; Brailsford et al., 2004). Secondly, pooled investment schemes claim 

lower transactions costs and predictable returns (Elton, Gruber, Brown & Goetzman,

2003). However the Cornell and Roll (1981) and Grossman (1980) studies (as cited in 

Copeland & Weston, 1992, p. 385) suggests that investors who make use of costly 

information will earn higher gross returns compared to less well-informed investors.  
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Thirdly, they argue that through professional expertise, investors are able to earn 

‘abnormal’ returns that may not be possible through direct stock trading (Gitman & 

Joehnk, 2005a; Peirson et al., 1997; Ross et al., 2006).

However, Copeland and Weston (1992) question the third claim arguing that it is 

contradictory to Fama’s semi-strong capital market efficiency. If that claim is true, it 

implies fund managers are in possession of superior information not available in the 

market. But fund managers’ performance is judged based on risk-adjusted benchmark 

returns. The risk-adjusted criteria according to Yip (2005, p. 131) conform firstly to 

Markowitz and the CAPM assumption that investors are “rational risk-averse mean-

variance optimisers”. Secondly, it conforms to the single index model in which individual 

investors can easily outperform an index by constructing a portfolio with betas >1. 

A further consideration with equity funds is the question of performance 

consistency. Funds adopting passive investment strategies are assumed to mimic market 

performance, provided portfolios are rebalanced regularly. Thus future performance is 

tied to expected market conditions with appropriate systematic risks. The performance of 

active funds however can be judged largely on past performance, “…the amount of funds 

available, the size and sophistication of the investment management group” (Brailsford et 

al., 2004, p. 61). Hence claims of superior returns may be either fortuitous or consistent 

depending on management style and funds under control. Thus Yip (2005) argues that it 

is inappropriate to base returns on year-end figures. The appropriate method would be to 

judge performance benchmarked against an accumulation index where distributions 

(dividends and capital gains) are assumed to be reinvested.     
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3.4.2 Portfolio and investment theories

3.4.2.1 Portfolio theories

The portfolio theory postulated by Markowitz (1959) explains the rationale behind 

diversification as a means of reducing unsystematic risk. The theory suggests a method 

for ranking and constructing a portfolio of securities. Asset classes that may constitute a 

portfolio include cash deposits, bonds, equities and real estate. The theory assumes that 

investors are risk-averse, meaning that investors would like to maximise returns for least 

levels of risk – using portfolio analysis techniques (Ross et al. 2006; Yip, 2005).

Portfolio analysis involves computing portfolio risk and expected returns. But 

selecting a portfolio requires different techniques. One method used is the mean-variance

approach. In a matrix of risk/return combinations, portfolios with the highest return and 

lowest risk are preferred. Plotting these different outcomes produces an efficient frontier 

curve. Only combinations on this frontier produce an efficient portfolio – those below are 

considered less than optimal. Mean variance, however, cannot select one dominant 

portfolio over other portfolios. Thus portfolio theory relies on indifference curves to 

select the portfolio that give the highest utility, known as the optimal risky portfolio (Yip, 

2005).
72
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 Superimposing an efficient frontier on indifference curves in Figure 3.2, the point of tangency between 

the highest utility function and the efficient frontier gives the choice of portfolio risky assets (Peirson et al., 

1997, p. 151; Yip, 2005, p. 75). Adding risk-free assets (e.g., sukuks) enlarges the list of achievable 

portfolios. Combining risk-free with other risk/return assets in different proportions, the outcomes from 

various combinations can be shown along the capital allocation line (CAL in figure 3.2). The slope of the 

CAL line shows the excess returns for the corresponding risky portfolios defined in the relationship; (E(R
p
) 

– r
f
) /σ

p . 
Applying this equation to Figure 3.2 the more risk-averse investor will select the portfolio 

combination OBP
MRA

while the risk-seeking investor will select portfolio OBP
LRA

. 
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3.4.2.2 Charges associated with investment funds

Apart from considering past performance and management styles Bodie et al. (2007) 

identify a number of costs an investor faces when selecting an equity fund. Many funds 

impose front-end (entrance) or back-end charges (exit) related to subscription and 

redemption of units. No-load funds do not have any front-end charges designed to attract 

investors. There are also operating expenses incurred by mutual funds and these expenses 

are usually expressed as a percentage of total assets (management expense ratio – MER). 

The MER usually ranges between 0.2% and 2% according to Bodie et al. (2007, p. 107). 

Such fees are usually deducted from the NAVs on a daily basis when determining the 

NAV of the funds for that day. Most MER are calculated on a six monthly basis.

A report by William Mercer (2001) indicates there is a relationship between fund 

size and MER. As fund size increases fixed expenses are absorbed over a larger asset 

base, resulting in a lower MER.  As a result, there is an inverse relationship between 

MER and fund performance.

Formally, according to Bodie et al. (2007, p. 108):

Fund rate of return = 

0

01 onsdistributigain capitalandIncome

NAV

NAVNAV +−

  (1)

They argue that as MER increases, the cumulative proceeds from investment decreases. 

Equation (1) represents gross return from which must be deducted MER. The resultant 

return is significantly affected depending on the MER ratio. 
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3.4.2.3 Benchmarking as a tool for evaluating performance

The performance of fund managers are also judged by how well their fund has performed 

measured against a portfolio benchmark on a risk – adjusted basis. Choice of the most 

appropriate benchmarking criteria can pose problems. Actively managed funds may be 

benchmarked against the performance of index funds and not against overall market 

indexes. Performance is also susceptible to management style and skills. Research by 

Goetzman and Ibbotson (1994) on performance persistence shows that management skills 

are part of a funds’ total performance function. Top performers in one period continue to 

outperform in subsequent periods. This finding is also confirmed in studies by Grinblatt 

and Titman (1992). If this is so, it means that performance persistence of top performers 

may be useful in predicting future returns (Brailsford et al., 2004). But research by 

Malkiel (1995) suggests this is not necessarily so in that past performance is not 

persistent in subsequent periods. 

In Australia, fund performance studies often use the All Ordinaries Accumulation 

index as a proxy for fund evaluation. The latter index grows faster than the All Ordinaries 

Index since dividends are assumed to be reinvested (Brailsford et al., 2004). In the US, 

the Wilshire 5000 Index is often used in portfolio evaluation of managed funds (Bodie et 

al., 2007). By contrast, in Malaysia the KLCI composite index, the Syariah index and 

other narrower sectoral indexes are often used as proxy benchmarks in performance 

analyses of Islamic and conventional funds. The Syariah index only tracks shariah 

compliant stocks. Furthermore, the adoption of a new series of equity indices by Bursa-

FTSE complicates intra-index comparative studies. Adoption of the FTSE Bursa 
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Malaysia EMAS Shariah Index as the new benchmark index has not been widely used in 

previous studies. Thus performance evaluation studies using one or other index as 

benchmark are not consistent in their treatment. Also, comparing average arithmetic 

returns across equity funds and market benchmarks over multiple periods is not 

consistent with performance measurement theories in the literature (Ross et al., 2006). 

3.4.2.4 Index funds

A ‘passive’ management strategy means holding a portfolio in exactly the same 

proportion as the market such that portfolio returns mirror images market index 

movements. Tracking an index requires selecting an index as a benchmark and 

rebalancing the portfolio to mimic index changes (Brailsford et al., 2004). However, an 

Islamic fund manager cannot hold the entire market portfolio for reasons of shariah 

selection constraints.

In a passive shariah index fund, the manager merely hugs onto the shariah index 

to earn normal index returns. This return differs from the market portfolio returns 

(Yaksik, Warrick & Siddiqui, 2003). Managers often follow an ‘active’ strategy where a 

portfolio is constructed from the shariah index that closely follows the market portfolio. 

The basic idea is to minimise tracking error while reducing transactions costs. In doing so 

however, IEFs are conscious of shariah breaches of gharar and maysir.

3.4.2.5 Risk-adjusted returns

Mutual funds and unit trusts rely on portfolio returns from various asset classes. Returns 

from equity stocks may offer higher/lower returns than fixed income securities. Higher 
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returns are associated with higher betas and greater non-diversifiable risks. In all 

instances, fund managers will seek to outperform a benchmark or index by seeking higher 

returns for incurring additional risks (Ross et. al., 2006). The Sharpe, Treynor and Jensen 

performance evaluation and active portfolio management measures all rely on risk-

adjusted returns.

3.4.3 Fund flow performance studies

Performance evaluation studies rely on OLS regression techniques that assume linear 

association between variables (Harris & Kalev, 2006). They argue that OLS regression do 

not always reflect non-linear relationships such as correlations between fund size, age, 

fees, and style. A more convenient evaluation method incorporating such variables is the 

subscription/redemption (cash inflow/outflow) method. Bollen and Cohen (2006) use this 

method and find that SRI funds display a lower propensity of cash flow volatility. They 

ascribe this behaviour to non-financial utility behaviour by investors. They argue high 

inflows to total funds represent satisfaction with fund performance while high outflows 

are indicative of poor management and return expectations.

Research by Lynch and Musto (2003) indicate that funds experiencing poor 

performance are likely to change managers and that expectation of poor performance 

result in negative net flows.  Also, Gruber (1996) argues that poorly performing funds are 

unable to offer more investment opportunities thereby limiting their performance. One 

reason for this is the effect of size on performance. Small funds in the US are found to 

perform better than large funds. But Grinblatt and Titman (1992) as well as Gallagher and 

Martin (2005) find no relationship between size and performance. But Harris and Kalev 
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(2006) citing a number of mutual fund studies point out that funds with higher returns 

experience higher inflow of funds.  

3.4.4 Studies on SRI ethical screening issues

Kurtz (1997) argues that some of the most widely used screening criteria employed by 

ethical (SRI) funds have been the ones least researched. Table 3.1 sets out studies 

relevant to screening issues.

Table 3.1 Studies on ethical screening issues

Screen Ethical Relevance Representative Studies

Alcohol Very high Luck & Tigrani (1994); Ali & Gold (2002)

Schwartz (2003).

Tobacco High Luck & Tigrani (1994)

Gambling Very high Luck & Tigrani (1994).

There are no representative studies in Islamic finance in which the ethical relevance of 

shariah compliant investment behaviour has been researched. This will be evident from 

Table 3.2 which summarises studies related to Malaysian Islamic equity funds. 

3.5 STUDIES ON THE PERFORMANCE OF MALAYSIAN ISLAMIC EQUITY 

FUNDS 

3.5.1 Performance studies

Performance studies on mutual funds and unit trusts have attracted a lot of attention in 

finance theory. Issues concerning fund managers’ performance in terms of market timing 

and selectivity dominate the literature. The core issue in these studies point to fund 

managers’ inability to outperform the market (Jensen, 1968; Sharpe, 1966; Carlson, 

1970). These studies support Fama’s (1970) semi-strong EMH hypotheses.  
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Other findings in performance evaluation studies indicate poor market timing 

(Hendriksson & Merton, 1981; Merton, 1981; Veit & Cheney, 1982).  A similar finding 

is made more recently by Rao (2000).  Evidence of negative market timing among mutual 

funds is also found by Grinblatt and Titman (1989) although Lee and Rahman (1990) find 

that some funds do exhibit superior market timing abilities. 

3.5.2 Risk characterisations

Behavioural norms constitute an important element in the Islamic financial system 

contrary to the neo-classical theory which ignores the role of norms (Kuran, 1983). 

Norms include “moral codes, religious injunctions and ideologies” (Kuran, 1983, p. 354). 

However, the research of investment behaviour is dominated by studies on investor’s risk 

characterisation. The preference for investing depends on the attitude of the investors to 

risk and returns (Peirson, Bird, Brown & Howard, 1997). They maintain that:

Risk aversion does not mean that an investor will refuse to bear any risk at all. Rather it means that 

an investor regards risk as something undesirable, but which may be worth tolerating if the 

expected return is sufficient to compensate for the risk. (p. 140)  

It remains to be examined how this relationship applies to Malaysian investors, especially 

those preferring the unit trust route and whether they can be characterised as risk-averse. 

Some factors that may provide answers to this paradigm are: the appeal of shariah 

compliance in which returns are commensurate with risks (Norman, 2004);  assets under 

management; criteria that filter out non-compliant stocks (Elgari, 2004); accessing equity 

markets by small investors through global equity trusts tied to leading market indexes 

(Siddiqui, 2004); and ‘aggressive’ portfolio diversification strategies (Wilson, 2004c). 
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More importantly, for Malaysian Islamic investors the importance of Islamic equity funds 

lie in their integration in the broader Islamic Capital Market (ICM) and their ability to 

compete against more mature conventional equity funds (Abdul Kadir, 2000). These 

ideals underlie the pursuit of wealth and return maximisation (financial outcomes) by 

investors with the desire to simultaneously discharge the mandatory welfare obligation 

(zakat) and compliance obligations (Vogel and Hayes, 1998). If Islamic investors are 

assumed to rank investment preferences rationally, then they would be indifferent to a 

mixture of asset classes since they would be concerned only with maximising utility 

without concerns of ethical diversity between assets.

3.5.3 Malaysian Islamic equity fund studies

For ease of referencing, studies related to the performance of Islamic equity funds are 

summarised in table 3.2.

3.6 CHAPTER SUMMARY

This chapter reviewed findings in previous studies. Neo-classical theories only 

hypothesise on how people should behave as opposed to how they actually behave. None 

of these observations have been tested for relevance in the Malaysian investment set-up. 

The second area of research interest concerns the lack of empirical evidence on the 

effects of personal attributes on investment behaviour related to the study of Malaysian 

equity funds. Also lacking in the research is the influence of beliefs, ethics and norms.  

Although well researched in conventional studies, this area has attracted very few Islamic 

finance studies. 
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Studies on personal attitudes and perceptions of Islamic finance have only been 

researched in relation to bank selection and bank product/services. Not much attention is 

focused on examining attitudes and perceptions toward Islamic unit trusts. The risk/return 

profiles of Islamic investors is not well researched although, as shown in Table 3.2, many 

studies looked at the issue from the perspective of equity funds instead of individuals.  

There are also no Malaysian studies dedicated to examining factors that influence 

investment decision-making among individuals. In particular, no study rates the impact of 

domestic and global factors on peoples’ investment decisions. Moreover, there is no 

evidence (at least in Malaysian investment studies) that link decision-making to gender, 

age, education, occupation and income. Another area that is under-researched in Islamic 

finance is the study of asset preferences among individuals. The entry of Islamic equity 

funds has expanded investment choice for people. The literature review shows there are 

no studies where this aspect has been examined empirically.  

In relation to fund performance studies, the studies listed in Table 3.2 show that 

research is concentrated predominantly in evaluating risk, returns, management efficiency 

and comparing conventional and Islamic fund performance. The fund flow method of 

evaluation does not appear in these studies. Finally, no Islamic equity fund studies have 

employed structural equation modelling to test a hypothesised model of Islamic 

investment behaviour.



126

Table 3.2 Summary of Islamic equity fund research findings

Researchers 

& year

Study focus Purpose Country Datasets & Survey 

instruments 

Control Variables Methodology Findings

Abdul Rashid, 

Azillia

2006

Whether Islamic 

screening affect 

unit trust 

performance

Islamic Screening –

Performance of 

Islamic vs.

Conventional funds

Malaysia Monthly returns for 84 

trust funds. Period 2002 

to 2005

Risk-adjusted and non 

risk-adjusted average 

monthly returns

Risk-adjusted Adjusted 

Sharpe Index and the 

CAPM-based Jensen’s alpha 

measure

Islamic funds do under-perform 

conventional funds - but the 

difference is only statistically 

significant for the Adjusted 

Sharpe Index.

Reason – conventional funds 

carry more unsystematic risks.

Ahmad, 

Osman 

Babikir

1997

Role of equity 

funds in resource 

mobilisation 

Examine the 

characteristics of Saudi 

Islamic funds

Explication of fiqh 

position of funds

IDB 

Saudi 

Arabia

A wide variety of funds 

examined. 

Period 1987 –– 2000.

Broad-based 

comparisons of fund 

performance

Historical performance of 

funds presented

Outlined role of funds, type of 

activities, source of funds, 

portfolio diversification and 

historical performance.

Atta, Hajara

2000

Examination of 

Islamic screening

Effects of shariah

screening over 

unconstrained index

Global Examines DJIM index 

performance over 

Datastream Global Index

DGI – proxy for market 

portfolio

US T Bill – risk-free rate 

Performance of DJ 

Global Islamic index 

measured against 

Unscreened 

benchmark 

Performance measures used

Sharpe

Treynor

Jensen

DJGII outperforms the 

unconstrained benchmark using 

all performance measures

Elfakhani, 

Said;

Hassan, Kabir 

2005

Fund Performance Performance of a 

selection of global 

funds

Global Sample of 46 Islamic 

funds classified into eight 

sector-based categories

Sample period Jan 1997 

to August 2002

Sample separated for;

Boom period 1997-2000

Recession period 2000-02

Sectoral performance 

decomposed into 

regional exposure

FTSE and DJIM used 

to compare $US 

dominated funds

Monthly returns used 

Performance of each fund 

and category – measured and 

compared to performance of 

Islamic index and 

conventional index

ANOVA used to test means 

equality 

Best performers – Emerging 

market funds

Worst performers – Asian 

funds

ANOVA shows no significant 

difference in fund performance 

compared to indices

Main finding: Islamic funds do 

not differ from conventional 

funds

Fikriyah, 

Abdullah;

Hassan, 

Taufiq;

Mohamad, 

Shamsher

2007

Investigating 

performance of 

Malaysian Islamic 

unit trust funds

Examine differences in 

performance between 

Islamic and 

conventional funds.

Focused on equity-

based unit trusts

Malaysia 65 Funds examined

Period 1992-2001

Monthly returns

KLCI –  benchmark

3-month T Bill – risk free 

rate

14 Islamic funds

51 Other funds

Monthly returns 

adjusted for:

Bonus issues

Dividends

Adjusted Sharpe Index

Jensen’s alpha

M
2 

model used 

Islamic funds perform better in 

bearish market.

Conventional funds perform 

better during bullish economic 

times.

Both funds not able to achieve 

50% market diversification.

Girard, Eric;

Hassan, M K

2005

Performance of 

DJIM Indices 

Compare DJIM family 

indexes with 

conventional indices

Global 118 data points

Period 1998 – 2003

Monthly data on seven 

DJIM indices and 

corresponding MSCI 

indices

Data from Reuters & 

Datastream

Sample data 

controlled for two 

periods 

Jan 1996 – Nov 2000

Dec 2000 – Nov 2005

Jensen & Fama selectivity 

Carhart four factor pricing 

model

Co-integration 

DJIM index outperforms in 

first period.

DJIM index under-performs in 

second period
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Table 3.2 Continued…

Researchers & 

year

Study focus Purpose Country Datasets & Survey 

instruments 

Control Variables Methodology Findings

Hayat, Raphie

2006

Islamic ethical 

fund (IEF) returns

Assess the performance of 

IEF’s

Global 59 Islamic funds 

examined

Period Aug 2001- Aug 

2006

Weekly data used

DJIM – benchmark

Risk-free rate differ for 

each country.

Global Islamic funds 

used

Majority of funds 

located in Asia –

mainly from Malaysia

Raw data converted to 

USD

Malaysian data held in 

RM 

Performance based on:

Jensen

Sharpe

Treynor

MM information ratio

IEF’s do not significantly under 

or outperform conventional 

counterparts.

Hakim, Sam;

Rashidian, 

Manocher

2004

Risk & return of 

Islamic market 

indexes

Examine if constrained

stock universe from 

Wilshire 5000 affected 

DJIM returns

USA DJIM and W5000 data 

Daily returns 

calculated

3 month T Bill – risk-

free rate

Wilshire 5000 index

DJIM index used as 

market proxies 

Maximum likelihood 

techniques with 

Cointegration time series 

analysis 

Stochastic behaviour of 

each stock index 

examined

DJIMI not significantly 

correlated with broader DJ 

index. Correlation is temporary 

and spurious

Performance of constrained 

Islamic index not adversely 

affected compared to broad 

market performance

Hussein, 

Khaled;

Omran, M

2005

DJ Islamic indexes Impact of ethical 

screening on the 

performance of DJIM 

indexes

USA Behaviour of 13 

Islamic indexes 

examined

Period Dec 1995 –

June 2003

Monthly data

Performance evaluated 

for two periods:

Bull market

Bear market

Performance measures 

used

Jensen

Sharpe 

Treynor

Performance:

Significant returns for overall 

period

Significant returns for bull 

market

No positive return during bear 

market 

Hussein, 

Khaled A

2005

DJ Islamic indexes Impact of Islamic 

investments – using DJ 

and FTSE indices

IDB

Saudi 

Arabia

DJIMI and FTSE 

Global Islamic index 

data

Period Jan 1996 – Dec 

2004

Monthly data

MSWI – market 

portfolio

1 month US T Bill –

risk-free rate

Three periods analysed:

Bull Dec 1993 – Dec 

2000

Bear Dec 2000 – Sep 

2002

Bull Sep 2002 – Dec 

2004

t-stat parametric 

Wilcoxon sign rank non-

parametric tests to 

measure abnormal 

returns

Jensen model used to 

calculate LR returns

Shariah screens do not have 

adverse effect on index 

performance

Performance in;

Bull market – statistically 

significant

Bear market – underperforms 

DWI & FTSE

Ismail, Abd. 

Ghafar;

Shakrani, 

Mohd. 

Saharudin

2003

Investigate 

relationship 

between Return 

and Beta

Islamic Unit Trusts Malaysia 12 Islamic funds 

examined

Period May 1999 - July 

2001

Weekly data used 

BNM I month inter-

bank rate – risk-free 

rate

Differentiating between 

positive and negative 

excess returns

OLS conditional and 

unconditional 

Regression analysis

Higher Beta in a down-market 

than in an up-market.
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Table 3.2 Continued…

Researchers 

& year

Study focus Purpose Country Datasets & Survey 

instruments 

Control Variables Methodology Findings

Lian, Kok 

Kim;

Leng, Goh 

Kim;

Chen, Wong 

Yoke

2004

Measuring unit trust 

performance 

Examine market timing and 

selectivity

Performance evaluation 

focused on  three periods:

Pre-1997 crisis

In crisis

Post-crisis

Malaysia 36 Malaysian Unit Trusts

Selection based on:

4 Management companies

16 Balanced funds

18 Growth funds

2 Income funds

Data points; weekly 

closing prices Jan 1995 –

Jan 2001

Weekly returns adjusted 

for:

Bonus issues

Dividends 

Hendriksson & Merton 

(1981)

Dual-beta market model 

used.

Market timing modelled 

as GARCH (1,1)

No or perverse market 

timing ability in all tree 

periods.

Selectivity performance 

in pre and post crisis 

periods.

Low, Soo-

Wah;

Ghazali, N A

2005

Performance of 

MUTF’s

Sensitivity of selectivity & 

timing to benchmarks

Performance during Up and 

Down market conditions

Malaysia 40 Funds examined

Monthly data

Period Jan 1996-Dec 2000

KLCI & EMAS 

benchmarks

3 month T Bill – risk-free 

25 Income funds

10 Growth funds

4 Balanced funds

Selectivity & timing 

tested against KLCI and 

EMAS indexes

Performance tests:

Jensen for overall fund 

performance

Henriksson & Merton 

for selectivity & timing

Negative overall

performance in both

indexes.

Poor market timing.

No variation in 

selectivity & timing 

between both indexes.

Low, Soo-

Wah;

Ghazali, N A

2007

Price linkages between 

KLCI and Malaysian 

unit trusts

Examine linkages between 

Malaysian funds & KLCI 

index

Malaysia 35 Funds examined

Period Jan 1996-Dec 2000

Monthly data 

KLCI – benchmark

Cointegration analyses 

– links between funds & 

KLCI

Causality tests for SR 

price linkages

LR fund price 

performance differ 

significantly from KLCI

KLCI Granger 

funds 

Shamsher, M;

Annuar, M N

1995

Performance of 

MUTF’s

Examine risk-adjusted 

performance, selection 

skills & market timing

Malaysia 54 Funds examined

Monthly data

Period 1988-1992

Performance tests:

Sharpe

Jensen

Treynor & Mazuy

Funds unable to beat

market.

Funds’ performance was 

below market folio.

Shamsher, M

1997

Performance of 

MUTF’s

Examine selectivity &  

market timing performance

Malaysia 31 Funds examined

Monthly data

Period July 1990-Aug 

1995

Performance tests:

Treynor & Mazuy

Funds unable to beat 

market.

Positive selectivity.

Negative market timing.

Expected diversification 

not achieved.

Mueller, 

Samuel A

1994

The cost of subscribing 

to Islamic mutual fund 

Deviation from ethical 

standards can be costly

USA Annual returns data for 

Amana Income Fund

1987-1994.

Amana’s return adjusted 

for risk

Vanguard Index 500 

Fund used as 

benchmark.

Betas compared

Vanguard

After risk adjustments

Amana return increase 

0.6

Vanguard return 

increases by 3.6

Thus there is a cost to 

discipleship.
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Table 3.2 Continued…

Researchers & 

year

Study focus Purpose Country Datasets & 

Survey 

instruments 

Control Variables Methodology Findings

Rozali, 

Mohammad Badri

Abdullah, Fikriyah

2006

Performance of 

growth, income 

& balance funds

Examine risk-adjusted 

performance, selection skills 

& market timing

Malaysia 102 Funds 

examined

Jan 1994 – Dec 

2004

Monthly data

KLCI – benchmark

3 month T Bill –

risk-free

Funds examined:

69 Growth funds

4 Income funds

29 Balanced funds

Performance tests:

Jensen

Treynor & Mazuy

No significant return difference 

between fund types.

Jensen’s alpha positive but not 

significant.

Negative selection skills 

displayed.

Market timing for all fund 

types were negative.

Diversification of funds low 

and below expectation.

Shanmuganathan, 

Suresh M 

2006

Create profile of 

Malaysian 

personal  investor

Classify investors into risk 

tolerance categories.

Also whether demographic, 

socioeconomic and 

psychological factors can be 

used to predict individual 

financial risk tolerance

Malaysia Sample of 287 

respondents

Demographic, 

socioeconomic and 

psychological 

factors

Regression models Preferred investments are:

Fixed deposits; unit trusts.

Gender, employment status, 

economic expectation, having 

liquid assets and ethnic 

backgrounds are determinants 

of risk behaviour.

Education and income are not 

significant determinants of risk.

Siddiqui, Rushdi

2007

Shariah

compliance  and 

performance

Dow Jones Market Indexes Global DJIM screening 

methodologies and 

implications

Shariah compliance 

issues

Descriptive statistics Stakeholder approach needed 

to reach small investors.

Positive screens now required 

to advance equity investing.

Taib, Fauziah 

Mohammed;

Isa, Mansor

2007

Malaysian unit 

trust aggregate 

performance

Examine performance over 

full economic cycles 

Malaysia 110 Funds 

examined

Period Jan 1991-

Dec 2001

KLIBOR – risk-

free rate

KLCI – benchmark

Funds < 1 year 

excluded - 23

All other funds 

included to avoid 

survivorship bias

Seven different performance 

measures used

Funds performed below market 

portfolio and risk-free returns.

Monthly variance < market 

variance

No performance persistence

Bond funds show superior 

returns

Wilson, Rodney

2002

The economics of 

Islamic mutual 

funds

Examine the characteristics of 

Islamic mutual funds

UK Examined a 

number of global 

funds. 

Data for 1999. 

Broad-based 

comparisons of fund 

performance 

Used Sharpe and Treynor 

ratios

Showed viability of Islamic 

funds

Yaksick, Rudy;

Warrick, Sandy;

Siddiqui, Rushdie

2003

Index Tracking Tracking Error study

Islamic Global Index Fund vs. 

DJIM benchmark

How returns from Islamic 

index fund performed against 

other benchmarks 

Global Index tracker: 

DJIM Titans 100  

Benchmark 

tracker:

DJ Islamic Market 

Index

1416 stocks

Use historical 

returns

Use historical index 

weights 

Use Factor model to 

predict monthly 

risks 

Compared returns from an 

Islamic global index fund 

against returns from the 

DJIM and a conventional 

benchmark. 

Tracking error reduced by;

Optimising portfolio

Enhancing Index Fund

Using Islamic hedge funds
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CHAPTER FOUR

4 ROLE OF IEFs IN THE MALAYSIAN CAPITAL MARKET 

4.1 INTRODUCTION

The economic importance of the Malaysian Islamic equity investment market is better 

appreciated in the context of its role within the broader Islamic Capital Market (ICM). 

The enactment of the Malaysian Islamic Banking Act (1983)
73

provided the legal 

stimulus for the development of the ICM. Its aim, according to the Capital Market 

Masterplan (2001), is to provide the domestic capital market with capital raising 

instruments. For investors, IEFs are is meant to provide choice of shariah compliant 

investment instruments (Mahmood, 1996). The lead role for the establishment of a 

dedicated Islamic equity market was assigned to Bank Negara and the Securities 

Commission in 1994. 

This chapter reviews the Malaysian unit trust industry and its key components 

and  focuses on the role of Islamic Equity Funds (IEFs). It provides background 

understanding for the conceptualised model in Figure 5.1 (Panel A). It reviews the 

emergence and growth of Islamic equity funds from its inception to December 2006. 

Section 4.2 presents a brief historical background of Malaysian Islamic funds, 

its emergence and development. Section 4.3 reviews the Malaysian Islamic capital 

market. Section 4.4 discusses the issues and challenges facing IEFs. Section 4.5 

reviews the influence of the Malaysian IEFs. Section 4.6 covers the stock screening 

methodologies employed by the Securities Commission. A chapter summary is 

provided in section 4.7. 

73

And the subsequent Takaful Act (1984)
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4.2 BACKGROUND

A few developments characterises the emergence of the Malaysian Islamic equity 

fund markets.

4.2.1 Early developments 

The first trend assumes an ethical dimension. Ethical savings and deposits are not 

unfamiliar in the Malaysian capital market. The process of mobilising savings 

amongst Muslims commenced with the creation of ‘Lembaga Tabung Haji’ (the 

Pilgrims and Management Fund Board) established by statute in August 1969. The 

Tabung Haji institution fundamentally remains a social value orientated entity and 

strictly cannot be characterised as an equity fund institution.
74

 However, it manages 

deposit savings of individuals desirous of performing the annual pilgrimage to 

Makkah. The funds so accumulated are then invested on behalf of members in 

approved securities.
75

The second trend concerns early endeavours in stimulating interest in Islamic 

equity funds. The first Malaysian unit trust was registered in 1959 (the Malayan Unit 

Trusts Limited) followed in 1968 by a significant unit trust managed by the Majlis 

Amanah Rakyat (MARA) Unit Trust Limited.
76

In Malaysia, the capital market 

activity was given a new dimension with the establishment of the first Islamic unit 

trust following the launching of the ‘Asia Unit Trust Amanah Bakti Fund’ in 1971. 

However, lack of enthusiasm during a long period of gestation ensued until 1993 

when two further trusts were established. Following their popularity in the market, 

equity funds grew to 15 by June 2001.
77

The growing public awareness and 

74

Reference to the Tabung Haji experience merely emphasises the Malaysian experience with Islamic 

societal value ideals and should not be confused with the institutionalisation of public shareholding through 

equity funds.  

75

See http://www.gov.my/MyGov/BI/Directory/Citizen/Property/PilgrimsFundBoard/

76

 Renamed; Amanah Saham MARA

77

 Statistics published by The Edge, July 2001.
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marketing induced the desire for indirect equity ownership among small investors 

(Gan, 2007; Securities Commission, 2004). This awareness resulted in the 

establishment in 1993 of the Tabung Ittikal Fund launched by the Arab-Malaysian 

Unit Trust.
78

The third trend is associated with government initiatives. An early initiative 

was the promotion of corporate ownership among Bumiputeras through Permodal 

Nasional Bhd (PNB) (Searle, 1999).
79

Prior to this development, the Malaysian 

government sponsored the unit trust schemes of Amanah Saham National (ASN) and 

Amanah Saham Bumiputra in 1981 and 1990 respectively. Government interference 

in the market was occasioned by the need to improve the economic status of 

indigenous Malays (Taib & Isa, 2007). Another motivation for state interference is

the findings of Chua (1985) and Tan (1995) that government sponsored funds 

performed better than private funds (cited in Taib & Isa, 2007, p. 103).  According to 

Searle (1999), the attractiveness of ASN to investors was promoted by its (ASN) 

purchasing assets from PNB
80

 at cost and on-selling these to Malay investors. Searle 

(1999, p. 63) contends: “…the attractiveness of the scheme was enhanced by a 

guaranteed minimum of a 10% return on investments”. Otherwise, he argues, the 

scheme lacked popular support since the majority of subscribers were investors who 

owned only 500 units on average.

4.2.2 Current development and challenges 

The current popularity of global Islamic and Malaysian unit trusts is an area attracting 

attention given the unpredictability and volatility in global stock markets.
81

 Among 

78

 Although strictly, the first Islamic unit trust fund was the AUTB Dana Bakti Fund launched on

 May 14, 1971. 

79

 Searle (1999, pp. 58–66) for a more comprehensive discussion of Malay equity ownership through state-

owned enterprises of which PNB still remains one of the most significant player in the equity market.   

80

 Permodal National Berhad 

81

Upholding Both Islam and a Good Portfolio. New York Times, (October 6, 2002, p. 3.23).
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reasons supporting this observation is the rising trend in religiosity and the need for 

directing uncommitted funds to Islamic financial institutions (Archer & Karim, 2004). 

Other reasons include the need to steer away from riba-based conventional banking 

institutions following the end of colonialisation and subsequent independence – much 

of the enthusiasm arising from emancipation of super power hegemony (Warde, 

2004). Increased oil revenues and the desire for self-sufficiency have also been 

identified by Vogel and Hayes (1998) as another reason. The plethora of new 

investment products canvassed by equity funds through their in-house and external 

agency network has also impacted the demand for Islamic investment products 

(Alshubaily, 2004; Wilson, 2004c). 

Rosly (2005) argues that some important reasons for Malaysian investors 

turning to unit trusts are those associated with portfolio diversification, risk 

mitigation, predictable returns, future income streams and wealth maximisation. On 

the other hand, Iqbal and Mirakhor (2004) argue that the challenges and prospects 

facing Malaysian Islamic investment funds is the need to characterise and promote 

their ‘ethical’ status in terms of shariah compliance. Usmani (2002) contends that the 

concern to investors is the need to find genuine alternatives to riba-based investment 

products. 

These objectives pose challenges to scholars, ethicists, economists and 

financial institutions (Yaqubi, 2000). DeLorenzo (2004a, p. 13) terms this challenge 

to religious scholars and ethicists as a process of “juristic renewal” – that is, the 

process of re-characterising and remodelling classical shariah financial practices to 

suit contemporary needs. In terms of investment instruments (musharakah

participatory schemes), Wilson (1997) argues that the classical Islamic instruments 

require a more articulate approach in their application in terms of integration with 
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conventional financial instruments. Iqbal (1999) suggests this is achievable by 

applying “financial engineering”, or alternatively, “reverse engineering” conventional 

products for shariah compliance. He asserts that innovation should not be achieved 

through forced adaptation to contemporary practices and services but rather through 

genuine shariah compliant ideas. 

Presently, government actively collaborates with financial institutions in the 

orderly promotion of Islamic equity funds (Securities Commission, 2004). Marketed 

as ‘Shariah-based Unit Trust Funds’,
82

 investors are reminded of the importance of 

unit trusts as safe investment destinations and convenient retirement alternatives 

(Gan, 2007). Further, financial authorities recognise Islamic equity funds as one of 

the primary sources in raising equity in the Malaysian capital market (Securities 

Commission, 2004).

According to Siddiqui (2004, p. 48) serious attention for the establishment of 

shariah compliant investments commenced in July 1987 following the fatwa issued 

by Usmani, Tug and Najjar.
83

  These scholars tacitly approved the legality of Islamic 

equity funds conditional upon the following criteria: proper ethical screening of 

stocks; monitoring the underlying nature and activities of compliant companies; 

approving the products they deal in; and, ensuring the need to submit to prescribed 

financial ratio thresholds. Notwithstanding these issues, the growth in Islamic equity 

activity has posed other legal and juristic challenges – namely the scrutiny of fund 

management, fund performance and product marketing (Yacob, 2002). These 

considerations have important implications for investor expectations, confidence and 

market efficiency as investors are assumed to be wealth maximisers. As such, 

82

 Bursa Malaysia The Islamic Capital Market. (n.d.) p. 10.  Retrieved March 25, 2007, from 

http://www.klse.com.my/website/bm/products_and_services/information_services/downloads/bm2ICM.pdf  

83

 Leading jurists from Pakistan, Turkey and Egypt respectively 
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expected returns, management expense ratios and management style are factors that 

may significantly influence investment behaviour. 

4.3 THE ISLAMIC FINANCIAL MARKET

The Islamic financial market comprises a number of subsets within the Islamic capital 

market. Table 4.1 sets out the structure of the Malaysian ICM. The financial 

structures operate within the dual financial system supported through the Islamic 

Banking Act 1983 for Islamic banks and the Banking and Financial Institutions Act 

1989 for SPI
84

banking institutions.

Table 4.1 Malaysian Islamic Capital Market

Market Segment Instruments Participants

Islamic Money market Islamic papers Islamic banks

Mudarabah inter-bank investment SPI banks, finance houses

Islamic clearing & settlement system All banks

Islamic Accepted Bills

Islamic Debt Securities (bonds & Institutions & banks

commercial paper)

Islamic Negotiable Instruments

Islamic Capital Market

Primary Securities Islamic Government papers – GII* Institutions

Market Corporate Securities (IPO’s) General public & Institutions

* Non-interest bearing

Secondary market Islamic Government papers – GII Institutions

Islamic Corporate Securities General public & Institutions

Equity market General public & Institutions

Unit trusts General public & Institutions

Islamic Debt Securities Bai Bathamal Ajil (BBA) instruments General public, banks

Medium-term Islamic Sukuks Institutions

Short-term Islamic commercial paper Institutions, banks

Islamic Equity Market Islamic Unit Trusts General public

Stock-broking Licensed dealers 

Islamic Indexes KLSE/FTSE

Shariah compliant stocks Securities Commission

Source: Compiled from publications by: Bank Negara, the Malaysian Securities Commission and Bursa Malaysia

84

 Skim Perbankan Islam (SPI) – a scheme allowing Islamic and conventional banking
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The ICM is supported by strong influence from Bank Negara and the Securities 

Commission through legislation. These include the Securities Commission Act 1993, 

the Securities Industries Act 1983 and the Companies Act 1949. Regulation of the 

Unit Trust market is established through the SCM under the Guidelines on Unit Trust 

Funds 1997 rules. There is also a strong shariah regulatory compliance mechanism 

within the SCM – the Shariah Advisory Council (SAC). Apart from providing legal 

guidance on fiqh matters, the SAC is instrumental in compiling and maintaining the 

list of shariah compliant securities which, in turn, is used as the basis for developing 

the Bursa Malaysia Shariah Index (established in April 1999). 

4.4 CHALLENGES FACING ISLAMIC EQUITY FUNDS 

The growth of IEFs within the ICM raises challenges in understanding issues of 

changed investment habits occasioned by preferences and ethics. On the demand side, 

investors are faced with the choice of embracing new ethically-based investment 

products, re-adjusting portfolios, strategies and accepting/resisting changes to 

customary and established investment habits. The supply side is dominated by fund 

management desire to satisfy investors’ expectations through: innovative shariah 

compliant products; developing new asset class and style funds; and, ensuring 

competitive performance relative to acceptable market benchmarks to maintain 

market share (Abdullah, Hassan & Mohamad, 2007). Both market forces are further 

influenced by legislative and regulatory interference within the dual Malaysian capital 

and equity funds market.

Prior to the advent of Islamic banking, the absence of competitive Islamic 

investment alternatives and choice was perceived as a form of market failure in the 

sense that ‘ethical savings’ were excluded from the equity market by virtue of non-
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existent ethical funds (Rosly, 2005). The emergence of IEFs however, presented 

investors with new and different decision-making opportunities and challenges. 

Economic rationalist argue that such challenges are self-imposed since, adopting an 

ethical stance itself constitutes a constraint on utility maximisation through lack of 

choice (Hoggett & Nahan, 2002; Schwartz, 2003). The contrary argument is that new

entrants in the market introduce depth to the industry through increased competition 

and innovation (Anand & Cowton, 1993; Lewis & Cullis, 1990; Michelson, Wailes, 

Van Der Laan & Frost, 2004). Allowing the market to expand through greater 

competition presents new opportunities to investors through reduced transaction 

costs, thereby increasing market efficiency (Iqbal, M., 2004). 

To the extent to which these economic imperatives prevail, the Malaysian 

regulators have encouraged the entry of other shariah compliant style trusts (e.g.

Islamic Money Market and Protected Islamic funds).
85

 The justification for such 

innovative initiatives relies on a number of contemporary fiqh maxims approved by 

the SAC of the SCM (Securities Commission, 2006).
86

Adopting different approaches 

in the development of IEFs, Wilson (1997a) argues that IEF entry is constrained by 

non-behavioural challenges – such as lack of standards, unregulated disclosure and 

investor protection. He suggests that Islamic funds be treated identically to 

conventional funds when evaluating IEF market progress. Using this approach it is 

argued, provides a better basis for comparison and appreciation of the complexities of 

Islamic investor behaviour and fund performance (Al-Rafai, 2005). However, this 

methodology has not been used in previous studies with respect to the influence of 

85

 As categorised in the Lipper Fund; Table of Islamic Unit Trusts published by The Edge Malaysia in 

association with the Federation of Malaysian Unit Trust Managers (FMUTM). 

86

 The fiqh maxims and dictums are dealt with comprehensively in the Resolutions of the Securities 

Commission Shariah Advisory Council (2006) published by the SCM. These resolutions are 

complemented in the Shariah Standards (2004/5a) publication of AAOIFI. A further source are the 

resolutions of the Fiqh Academy (Jeddah) and the paper by Yaqubi (1998; 2000)  
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religious consciousness and beliefs on investors’ preference for Islamic funds (Mohd 

Ibrahim, Abd Rashid, Ali & Wahid, 2006).  

Faced with a multitude of different equity funds presents problems to 

investors as well. Given choice in the market, does religion, personal attributes, 

knowledge and familiarity of investment concepts affect/alter investors’ behaviour? 

Do investors attach importance to ethical issues? Such questions have not been tested 

empirically.

It is also argued that transition from conventional investment instruments to 

Islamic alternatives present new paradigm shifts for economic agents in financial 

markets. For instance, the need for capital guaranteed products and the need to 

rebalance portfolios. This is prompted by assessing risks/return strategies more often 

given a reduced equity-compliant universe and the absence of insuring downside risk 

through derivatives (INCEIF, 2006, pp. 86–150). Equally, investors themselves need 

to rebalance their own portfolios more regularly. Changes in investment strategies are 

also necessitated when competing (non-Islamic) opportunities are perceived to return 

better financial outcomes. Hence, Malaysian fund managers have reorientated their 

products, their investment criteria and the composition of asset classes to meet the 

demand and expectations of new classes of ethical investors, according to Abdullah, 

Hassan and Mohamad (2007). 

Another perceived impediment to market entry not common in conventional 

SRI funds is the presence of shariah advisory councils (SACs).
87

These bodies are 

designed to ensure ethical compliance and stimulate direct equity participation

through equity screening. Adding another layer of corporate governance through 

SACs is construed necessary by some (AAOIFI, 2004/5b) but also as unnecessary by 

87

 These are self-regulatory bodies existing within large financial institutions that provide continuous legal 

advice on contentious fiqh issues, product development and innovation.
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Nienhaus (2007) and a drag on profitability through the high cost of scholarship 

(Kahf, 2006). 

A further challenge facing Malaysian IEFs is that, being relatively new in 

financial markets, IEFs require new evidence on investor attitudes and perceptions 

(Mohd Ibrahim et al. 2006). In Malaysia, the management of the first significant unit 

trust by Majlis Amanah Rakyat presented a test case of such changes. This idea did 

not immediately resonate with small investors (Securities Commission, 2004). 

However, the subsequent establishment in 1969 of the Bumiputra Stock Exchange 

(BSE) heralded the beginning of the democratisation of corporate ownership
88

 for 

Bumiputeras
89

 (Ramsamy & Yeung, 2003) – the majority of whom profess the 

Islamic faith (Securities Commission of Malaysia, 2004). With subdued trading and 

competition from the more liquid Kuala Lumpur Stock Exchange (KLSE), investors’ 

attention shifted away from the BSE, preferring instead the more diversified sectors 

on the broader KLSE main and second boards. With the entry of IEFs, demand from 

small to medium retail investors led to the management and distribution of other 

collective investment schemes (Nik Mahmood, 1996). For Islamic investors,
90

 the 

equity fund route allowed greater diversification, risk mitigation and wealth 

management.  

The ethical attractiveness of IEFs continue to influence the supply side of new 

funds, the depth of the Islamic capital market and foreign capital flows to Malaysia 

that are apparent in key financial indicators (Seng, 2003).

88

Outlined in Malaysia’s ‘New Economic Policy’ (Securities Commission, 2006)

89

 The indigenous people of Malaysia

90

 The term ‘Islamic investor’ is used instead of ‘Muslim investor’. There are significant non-Muslim 

investors in the Malaysian Islamic equity market. Thus the ‘Islamic investor’ connotation in this thesis refers 

to investors subscribing to shariah compliant ethical standards. This term is sometimes used in the literature 

– especially in print matter, speeches and addresses by officials of the Malaysian Securities Commission.     
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4.5 MARKET INFLUENCE

The popularity of Malaysian Islamic funds
91

 since 1993 is evidenced by the growth in 

the number of new fund launches. Commencing with two funds in 1993 (300 million 

units offered) the IEF presence extended to ten funds in 1997 (1.4 billion units in 

circulation) and 478 funds in July 2007 (181.8 billion units in circulation).
92

 Table 4.2 

presents the progress of the unit trust fund industry. There is no notable trend in 

investment preferences occasioned by transitory migration of investable funds from 

the relatively ‘safe’
93

 government regulated Employees Provident Fund (EPF)
94

 to the 

more risk-prone equity market funds. Fund managers are loath to disclose fund 

movements in and out of funds under their control. If large net fund flows are 

discernable, that will provide compelling evidence of changed investment behaviour 

(Bollen & Cohen, 2006). A mitigating factor though, is that while retirement funds in 

the EPF enjoy relatively consistent returns with low risk exposure, it is questionable 

why people will abandon the EPF for more volatile open market alternatives.
95

A careful study of Table 4.2 reveals a low but steadily improving market 

penetration level for shariah-based funds in terms of NAVs. From a modest 7.8% in 

1999, market share only increased to 15.3% over a nine year period. For the same 

period, conventional funds increased fourfold (from 94 to 387). Furthermore, the 

91

 And other ‘collective investment schemes’

92

 Securities Commission (2004, p. 102); Securities Commission (2007, July) Data & Statistics. Retrieved 

October 20, 2007, from http//www.sc.com.my/eng/html/resources/stats/statsummary.html

93

 Under the EPF co-contributions scheme, employees contribute 11% of their wages while the employers 

contribute 12%. The safety net for beneficiaries lies in the preserved benefit components ensuring restricted 

access to accumulated savings until retirement. The protections afforded to members are those associated 

with prudent investment management and strategies adopted by the EFP. Members cannot elect to diversify 

the unpreserved portion into direct stock market equities but are allowed to diversify into approved managed 

funds. In so doing, they are fully responsible for all risks associated with their decisions.

94

 This liberalisation allows employees to withdraw the excess above RM55 000 from their retirement 

accounts to be invested in approved managed funds (Securities Commission, 2004, p. 82) 

95

 There is some dispute regarding losses suffered by members withdrawing funds form the EPF. A 

report in the Malay daily paper Utusan Malaysia (August 6 & 7, 2006) claimed members suffered 

RM600 million in losses resulting from this behaviour.
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NAV share of shariah funds to total industry funds show small annual increases. This 

trend suggests stickiness in demand for IUTs that requires further examination. 

  A more detailed breakdown of fund dispersion across capital market sectors 

in terms of NAVs is provided in Table 4.3. As in table 4.2, the data shows a gradual 

increase in market share for Islamic funds that is relatively inelastic. The most notable 

observation in Table 4.3 is that investments are trending away from equity funds into 

relatively more ‘safer’ or less risky alternatives. This confirms observations by Seng 

(2003) who notes that Malaysian investors have a penchant for fixed deposits and 

savings. He argues that this behaviour is more reflective of ‘savers’ than ‘investors’. 

In other words, savings are merely redistributed into ‘savings-like’ funds and 

indicative of myopic behaviour. The ‘barbell’ effect indicates weights gradually 

lessening from direct equity investment and effectively being re-distributed in more 

risk-free instruments and equity funds (Seng, 2003).

Thus, from a market share of 74.7% in 1999, direct equity fund investment

has more than halved to 35.3% by 2007. Taken together with other ‘liquid’ funds, the 

trend suggests greater risk mitigation – investors’ becoming more risk-averse. It 

reflects investors’ preference for short-term and near long-term investment 

instruments.

A further consideration in the emergence of IEFs is Malaysia’s geopolitical 

influence and its robust economic performance vis-à-vis other Islamic countries. 

Within the OIC,
96

 Malaysia has been the lead nation in the development of Islamic 

capital markets, taking the initiative in the early 1970s with the establishment of the 

first Islamic equity unit trust and the establishment of the first fully fledged Islamic 

bank in 1983. Initially, being an untested but evolving concept, the embryonic rise of 

96

 The Organisation of Islamic Countries
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IEFs in general and Islamic finance in particular, assuaged the emulation of the 

Malaysian IEF model by the Dubai Financial Services Authority (DFSA).
97

 The 

greater depth of the equity funds market expanded the global reach of the Malaysian 

IEFs.

4.5.1 Addressing challenges

The early Malaysian normative model is considered a practical rebuttal of sceptical 

mentality (Meera, 2004) pervasive in western literature
98

 namely, that Islamic finance 

is more doctrinal and less efficient (Vogel & Hayes, 1998). It is argued that Islamic 

finance ignores the influence of interest (riba) in money markets and monetary policy 

and incorporates less profit motivating values because of its high attachments to 

Islamic tenets (Kuran, 2004). The opposite view held by Chapra (2002); DeLorenzo 

(2004a; 2004b) and Warde (2000) have countered these arguments on the basis that 

institutionalised Islamic finance is a recent phenomenon whereas classical Islamic 

finance has been in existence for centuries. Other arguments proclaim shariah 

compliant investments arose from Islamic revivalism (Wilson 2004a); reformulation 

of Islamic economics (Farooq, 2006); scholastic enquiry and academic research 

(Siddiqi, 1976) and the influence of Middle Eastern oil revenue (Iqbal & Mirakhor, 

2004; Warde, 2000). 
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 Agreement facilitating movement of cross-border funds.  See Mutual Recognition Initiative – MOU 

signed between Securities Commission Malaysia and DFSA March 27, 2007. Accessed April 20, 2007 

from:  http://www.sc.com.my/ENG/html/resources/speech/sp_20070327.html 

98

 See especially the arguments of Kuran, T. (1997). The Genesis of Islamic Economics: A Chapter in 

the Politics of Muslim Identity. Social Research, 64(2), summer. See also Useem, Jerry. (2002, June 

10). Banking on Allah. Fortune Magazine, New York
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Table 4.2 Summary of the Malaysian Unit Trust industry

Overall Status of Unit Trust Industry 1999 2000 2001 2002 2003 2004 2005 2006 2007

Number of funds approved 107 127 164 188 226 291 340 416 521

Conventional 94 110 132 144 171 220 257 316 387

Shariah based 13 17 32 44 55 71 83 100 134

Total approved fund size (billion units) 74.35 90.35 110.02 134.96 174.84 218.05 267.33 339.88 473.94

Conventional n/a n/a 99.82 117.96 149.94 180.05 216.83 275.58 371.34

Shariah-based n/a n/a 10.20 17.00 24.90 38.00 50.50 64.30 102.60

Units in circulation (billion units) 52.63 63.85 71.39 84.54 97.39 118.63 139.39 154.07 208.34

Conventional 50.52 60.72 67.13 78.78 88.80 105.47 120.77 135.53 171.94

Shariah-based 2.11 3.13 4.26 5.76 8.59 13.16 18.62 18.54 36.40

Number of accounts (million) 8,910,000 9,580,000 9,990,000 10,180,000 10,303,586 10,425,317 10,860,675 11,163,901 12,274,908

Conventional 8,702,721 9,343,617 9,723,083 9,877,210 9,957,434 9,998,317 10,221,136 n/a n/a

Shariah-based 207,279 236,383 266,917 302,790 346,152 427,000 639,539 n/a n/a

Total NAV 43.26 43.30 47.34 53.70 70.08 87.39 98.49 121.77 169.41

Conventional (RM billion) 41.87 41.62 44.92 50.50 65.33 80.63 90.00 112.60 152.55

Shariah-based (RM billion) 1.39 1.68 2.42 3.20 4.75 6.76 8.49 9.17 16.86

% Shariah to total industry 3.21% 3.88% 5.11% 5.96% 6.78% 7.74% 8.62% 7.53% 9.95%

% NAV to Bursa Malaysia market capitalisation 7.83% 9.74% 10.18% 11.15% 10.95% 12.10% 14.17% 14.35% 15.32%

Source: Securities Commission of Malaysia Annual Reports 2000/2007. Statists denoted n/a means these figures are no longer publicly available. 

Table 4.3 Net asset value of Public sector funds - by fund type (RM million)

Fund type 1999 2000 2001 2002 2003 2004 2005 2006 2007

Equity 8,722.67 8,774.04 10,350.26 11,444.82 14,386.34 16,944.82 16,520.88 19,850.40 25,739.08

Bond 319.28 1,356.79 1,960.12 3,392.86 5,027.66 6,745.82 8,466.57 7,804.91 7,245.72

Money Market 162.95 157.39 287.95 606.42 939.35 3,316.91 5,005.06 6,796.66 10,655.45

Mixed Assets 1,459.24 1,744.30 2,162.22 2,732.85 3,845.46 4,137.27 4,466.34 5,284.49 8,015.46

Islamic 1,009.15 1,409.60 2,116.12 2,880.23 4,297.77 6,008.09 7,758.10 7,309.08 16,554.86

Guaranteed/Protected 74.69 375.92 844.48 1,350.17 3,161.64 4,118.69

EFT - Bond & Equity 564.90 515.57 527.62

Total Sector 11,673.29 13,442.12 16,876.67 21,131.87 28,872.50 37,997.39 44,132.02 50,722.75 72,856.88

% Islamic funds to Total Sector
8.6% 10.5% 12.5% 13.6% 14.9% 15.8% 17.6% 14.4% 22.7%

% Equity funds to Total Sector

74.7% 65.3% 61.3% 54.2% 49.8% 44.6% 37.4% 39.1%         35.3%

Source: Lipper Asia accessed from FMUTM Annual Reports 2000 - 2007
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It is argued by Henry and Wilson (2004), Warde (2004) and Vogel and Hayes 

(1998) that disenchantment with western financial values accentuated capital flight 

from Western to Islamic investment institutions in which Malaysian banking and 

finance benefited as one of the major recipients. For this reason and the general 

attractiveness of the Malaysian ICM, foreign direct investment in the Malaysian stock 

market remains an influential participant even in the Malaysian fund industry
99

 and is 

the reason for the pro-active role of the Securities Commission of Malaysia in both 

markets (Abdul Kadir, 2000). The latter contends that demand for new investment 

products is not entirely attributable to domestic factors, but due in large measure, to 

the broadening of products to foreign investors. The broadening of demand is 

confirmed by the KLSE:
100

…interest to invest in Syariah-approved securities has been registered from all quarters 

(including) local and foreign investors; funds from Islamic countries; Muslim investors and 

investors of different faiths.  

 At the same time, Malaysia has been dependent on foreign purchases of its domestic 

assets (via the equity markets) to partly finance budget deficits.
101

 This follows Bank 

Negara’s liberalisation of its foreign exchange rules allowing greater private domestic 

assets purchases by foreign nationals (Bank Negara Annual Report 2006, pp. 116–

118).

4.5.1 Other market factors associated with Malaysian IEFs

Farooq (2006) notes a distinct behavioural difference between neoclassical and 

Islamic conceptualisation of ‘economic man’ in demand-side economics. For 

instance, there is a serious departure from the neoclassical argument that investors are 

perfectly informed decision-makers – observations confirmed in the works of 

99

 Securities Commission, 2004, p. 245

100

KLSE Press Release, September 19, 1999 (cited in Securities Commission, Malaysia. (2004). Capital 

Market Development in Malaysia: History and Perspectives, p. 243.

101

Economic Planning Unit of the Ministry of Finance; Department of Statistics, Bank Negara Malaysia 

retrieved February 20, 2008 from http://www.epu.jpm.my/New%20Folder/Figures2007/chapt6.pdf
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Tversky and Kahneman (1986). In contrast, ‘Islamic man’ is not risk-seeking and 

shuns demand for highly speculative instruments (Asaria, 2002). Compelling 

evidence of this changed behaviour relate to the 1997 Asian debt contagion. In that 

period, the total NAV of the Malaysian unit trust industry declined by 44.1% from 

RM59.9b (1996) to RM33.5b (1997) compared to the drop in the KLSE market 

capitalisation of 53.4% (Abdul Kadir, 2000; Farooq, 2006). Despite the downturn, 

total units in circulation increased by 2% compared with an increase of 25 % during 

the period 1995–1996. In this market bull-run unit trusts underperformed the KLSE 

by 7%. 

Unit trusts are considered risk-averse (Bodie et al., 2007; Brailsford et al., 

2004). Notwithstanding this fact, in the period following the 1997 crisis, the unit trust 

industry growth was relatively slow suggesting investors’ preferred more direct 

equity investments to recover past losses. Whether stock market volatility precipitates 

transition to equity funds in Malaysia is a moot point. Gan (2007) believes this is so. 

Bodie et al. (2007) argue that USA mutual funds continue to attract investment funds 

even in bull markets despite the fact that they have consistently been unable to 

outperform the market. A significant aspect of this anomalous situation is explicable 

in terms of irrational behaviour – of the type Tversky and Kahneman (1986), Shefrin 

(2002) and Shiller (2005) allude to.       

The second factor relates to economic strategies employed by fund managers 

consistent with behaviour creating artificial barriers for new equity funds wishing to 

enter the market. This behaviour is best understood in terms of the logic of game 

theory. Dominant fund managers pre-empt strategies of rivals. They then introduce 

new products, lower fees, offer cross-product incentives, increase product awareness 

through aggressive and saturation marketing and finally, deter access to distributive 
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networks by controlling fund brokers and agents in order to maintain market 

dominance (Besanko, Dranove, Shanley & Schaefer 2004; Koutsoyannis, 1979; 

Securities Commission 2004, p. 245). Such predatory practices lead to market 

imbalances. This aspect, dealing with market concentration, will be examined more 

closely in Chapter 7. 

However, regulatory intervention led to the introduction of the Institutional 

Unit Trust Agents (IUTA) registration as well as the adoption of a Code of Conduct 

by the FMUTM in September 2001 designed to thwart monopolistic behaviour.
102

 Its 

other aim was to ensure ‘best practice’ in the industry. To ensure compliance, the 

SCM issued its Guidelines on Marketing and Distribution of Unit Trust Funds in 

2003 making it mandatory for agents and marketers to comply with industry 

standards.
103

 Concerns expressed over market instability following the 1997 Asian 

currency crises is another reason for broadening and deepening the Islamic Capital 

Market (ICM) and a means of attracting foreign capital to finance business activities 

and infra-structure development (Mahathir, 2002).
104

 This required strengthening the 

ICM according to Abdul Kadir (2000, p. 2) who argues that to meet the challenges, 

Islamic finance needed to focus on three aspects: “Establishing the necessary 

infrastructure; increasing the universe of Islamic market instruments and; enhancing 

awareness, knowledge and skills”. These considerations were given practical 

relevance in numerous initiatives by Bank Negara Malaysia (BNM) and the 

102

 The code regulating conduct of agents and brokers are set out in Part B of the Code of Ethics and 

Standards of Professional Conduct of the FMUTM. See  

http://www.fmutm.com.my/PDF%20File/code%20of%20ethics.pdf
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 See especially Chapter 6 of the guidelines that leaves the agency structure open to less 

competitiveness. 

http://www.sc.com.my/ENG/HTML/resources/guidelines/guideline_utmktdistribute.pdf 
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 Mahathir, M (2002). Keynote address: The Kuala Lumpur International Islamic Capital Market 

Conference, Kuala Lumpur. March 26–27, 2002.
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Malaysian Securities Commission (SCM) acting in concert with other government 

agencies.  

A third influential factor is the parallel or dual financial market infrastructure 

confronting Islamic finance. This necessitates expertise in Islamic financial practices 

and engineering, modernising the banking structure, strong academic support, a large 

Muslim population and a large pool of English-speaking professionals, bankers and 

practitioners (Securities Commission, 2004). The combined influence of these factors 

does precipitate changes in individual investment behaviour and changes in personal 

investment habits according to Shanmuganathan (2006).

4.5.2 Progress of the Islamic Capital Market

Table 4.4 presents the position of the Islamic unit trust market within the broader 

Islamic capital market.  Apart from banking institutions, corporate and the EFP, the 

unit trust industry remains the biggest attractor of private investment funds. At the end 

of 2007 their combined share of funds under management totalled RM183.31 billion 

(80.5%) of total industry funds of RM227.55 billion. The unit trust industry alone 

accounted for 74.4% of total funds under management. In terms of market 

capitalisation, at end 2007 the net asset value (NAV) of shariah-based unit trusts 

accounted for RM16.86 billion (15.3%) of the NAV of the unit trust industry of 

RM169.41 billion.
105

A few observations may be made from Table 4.4 Panel B. The share of direct 

equity investments relative to other asset classes is gradually trending downwards. 

The slack is picked up in fixed income securities and cash managed funds – indicating 

greater preference for liquid assets. This trend is apparent in Tables 4.2 and 4.3 

confirming the negative direction of direct equity investment by private investors.

105

 Securities Commission Annual Report, 2007. See Table 4.2
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Table 4.4 Total assets under management at 31 December (RM million)

Year 1999 2000 2001 2002 2003 2004 2005 2006 2007

Panel A

Charitable Bodies 163.92 183.82 225.90 288.25 369.87 366.23 298.13 218.97 391.42

Corporate Bodies 2,843.89 3,088.01 4,050.35 5,628.52 6,217.84 6,127.95 6,427.44 7,550.77 14,559.20

EFP 1,066.07 1,294.73 2,129.52 4,232.65 5,452.15 6,385.16 7,790.57 12,319.08 21,564.01

Government Agencies/bodies 432.04 852.98 885.47 1,280.34 1,683.79 3,455.73 3,341.97 146.79 1,156.28

Individual Funds 650.37 833.82 673.22 1,724.91 1,445.19 1,727.76 1,498.70 1,880.12 3,510.95

Insurance companies 289.60 546.10 529.16 857.72 1,074.14 901.71 1,556.24 1,675.54 1,607.57

Private pension funds 866.32 859.38 899.05 959.79 1,269.86 1,056.61 955.53 1,155.67 1,450.91

Unit trust funds 32,479.12 33,491.01 36,774.36 42,534.28 54,979.09 70,757.08 98,484.89 121,773.16 169,414.26

Other funds 1,416.26 1,626.66 2,755.67 3,748.59 3,230.45 2,960.12 3,809.16 10,270.73 13,894.17

Islamic unit trust funds 531.48 628.43 664.72

40,739.07 43,404.94 49,587.42 61,255.05 75,722.38 93,738.35 124,162.63 156,990.83 227,548.77

Panel B

Asset Allocation  - %

Fixed income 8.58 11.37 18.66 13.10 11.90 11.00 16.44 18.22 17.08

Equities 72.32 67.33 62.94 63.80 67.00 65.80 66.22 56.98 59.50

Cash 16.41 18.13 15.80 19.60 17.90 19.50 13.76 19.14 17.03

Other 2.69 3.17 2.60 3.50 3.20 3.70 3.58 5.66 6.39

100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00

Source: Securities Commission of Malaysia
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4.5.3 Details of the Islamic Investment Market (IIM)

Table 4.5 provides details of the Malaysian IIM and complements details in Table 4.1. 

It details developments in the Islamic equity funds industry. Commencing with the 

formal introduction of Islamic banking in 1983, Table 4.5 traces the progress of the 

IIM sector. 

A number of market segments are identified in Table 4.5. Malaysian Islamic 

Treasury Bills (MITB) is a recent treasury instrument now acceptable as capital 

raising instruments. MITBs are issued on a weekly basis with maturities of 1 year, 

offered on a tender basis and tradeable in the secondary market. The allotments are 

based on the highest price tendered (Bank Negara, 2006, p. 6). The longer tenor issues

(3 to 10 years) consist of GII issues. These instruments together with corporate sukuks 

constitute part of the asset spread of Islamic money market funds and capital 

guarantee funds. 

The next market sector identified is the Islamic equity market. As can be 

observed, all equity activities are included. However, the Islamic derivatives market is 

not fully established, notably because of a number of unresolved juristic issues and 

untested ideas (Rosly, 2005). The most significant ICM development is the Islamic 

bond (sukuk) market (Abdul Ghani & Hussein, 2007; Grewal, 2007; Wilson, 2007). 

According to these authors, sukuk issuance remains the most significant debt raising 

instrument in the ICM.

The Islamic Unit Trust (IUT) market constitutes a major sector of the market 

as will be observed from Tables 4.2. To promote the market, the SCM has facilitated 

the registration of Islamic stockbroking. Of all the other ICM sectors the IUT market 

is the most mature having commenced in 1975. Judging by the number of new equity 
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Table 4.5 Malaysian Islamic Capital Market & developments

Market segments, selected developments & activities

Government Securities – marketed via Bank Negara

§ Malaysian Islamic Treasury Bills (MITB) – based on Bai al-Inah. Tradable in secondary markets

§ Government Investment Issues (GII) – Bai al-Inah

Islamic Equity Market

§ RHB Islamic Index launched May, 1996

§ List of compliant securities 1
st

 list June 18, 1997 comprising 371 companies

§ List updated April, October each year

§ Compliant securities extended to include – warrants; transferable subscription rights

§ KLSE Syariah Index launched April 17, 1999

§ All Shariah compliant securities included in KLSE Syariah Index

Islamic Bond (Sukuk) Market – selected activities

§ 1980’s promoted government bonds

§ 1990’s promoted corporate bonds – Cagamas Mudharabah Bonds (May, 1993)

§ 1997 Khazanah Nasional Murabahah zero-coupon bonds

§ 2001 Use of asset-backed securities in broadening Islamic bond issuance

Islamic Unit Trust (IUT) Market

§ Tabung Ittikal – 1
st

 Islamic unit trust January 12, 1993

§ 10 Islamic funds by 1997

§ 1975 formation of Informal Committee for Unit Trust to regulate the industry

§ 1981 PNB launches first unit trust Skim Amanah Saham Nasional 

§ 1991 SCM takes over regulation from Capital Issues Committee 

§ Awareness of unit trusts promoted via government-sponsored schemes

o 1981  Amanah Saham Nasional 

o 1990  Amanah Saham Bumiputra 

§ 1993 creation of FMUTM to promote ethical standards & best practice in industry

§ Launch of state-sponsored unit trusts – Amanah Saham Johor; Amanah Saham Sarawak; Amanah 

Saham Selangor; Amanah Saham Darul Iman; Amanah Saham Sabah 

§ June 1995, liberalisation of EFP funds – contributors with > RM50 000 in retirement funds allowed to 

withdraw 20% of excess for investment in approved funds.

§ First Islamic Bond fund launched August, 2000 by RHB Unit Trust Management

Islamic Stockbroking

§ 1998 four Islamic stockbroking windows set up in conventional firms

§ 1999 BIMB Securities sets up first Islamic stockbroking firm 

Other developments

§ 1951 Establishment of the Employees Provident Fund (EPF) – provide retirement benefits  

§ 1991 development of standard setting body – AAOIFI

§ May 2002, Creation of IOSCO – promote security market regulation

§ November 2002, establishment of Islamic Financial Services Board

§ 2006  Establishment of MIFC – streamlining legal & public service delivery channels to promote 

Islamic finance in Malaysia 

Regulatory Initiatives

§ Single regulatory body created Companies Act 1965 and the Securities Commission (Unit Trust 

Scheme) Regulations 1996

§ Guidelines on Loan Financing in the Sale of Unit Trusts 1995 to regulate errant loan

§ Guidelines on Unit Trust Funds – April 1997, to regulate industry and to meet changed market 

conditions and compliance standards.  Guidelines updated September 2003.

§ Guidelines on Compliance functions for Fund Managers

Source: Own compilation from publicly available information on web, brochures, reports and government publications 
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funds approved by the SCM from Table 4.2 the extent of the appeal of equity funds 

within the Malaysian managed fund market may be appreciated.

As an active member of the International Organisation of Securities Commissions 

(IOSCO), the SCM has taken the initiative to introduce many new features to its 

functions. This is an ongoing process, and according to the SCM 2007 annual report, the 

aim is to establishing a separate Islamic regulatory authority in the future.

4.6 THE SCM AND SHARIAH SCREENING

Shariah compliance requires that Islamic equity fund portfolios consist of ‘halal’

(compliant) stocks. The Securities Commission through its Shariah Advisory Council 

applies a number of qualitative screens and quantitative criteria in its stock compliance 

methodology. To maintain objectivity and to ensure companies meet the strict selection 

criteria for inclusion in its compliance process, the SCM releases its screening rules 

simultaneously with the release of the compliance list in April and October each year. A 

complete discussion of the screening logic and its fiqh basis is to be found in its 

publication Resolutions of the Securities Commission Shariah Advisory Council (2006, 

pp. 144–170)    

The screening process constitutes two broad-based methods – a sector screening 

and a financial screening method.

4.6.1 Sector screening – evaluation of industry, product and activities  

Sectoral screening involves two qualitative criteria:

4.6.1.1 Company activities

The first focuses on the activities of companies listed on the Bursa Malaysia main board, 

second board and MESDAQ. Companies whose core activities fall within the following 

categories are screened out: the sale, manufacture and distribution of alcohol, tobacco, 
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pork and pork-related products; riba and related financial products and services; 

conventional insurance; entertainment activities (hotels, casinos/gambling, cinema, 

pornography, music and related industries). 

4.6.1.2 Qualitative measures

The second set of qualitative measures is a refinement of the tests in 4.6.1.1. It extends 

to circumstances in which companies are engaged in multiple industries in which 

associated entities and subsidiaries are engaged in both permissible and non-permissible 

activities. The refinements include the following criteria (Securities Commission, 2006, 

pp. 150–151):

§ The core activities of these entities do not contravene shariah principles in 4.6.1.1;

§ The ‘haram’ non-permissible element must be very small in comparison to the main 

activities when construed under the ‘umum bulwa’ (common plight) and ‘urf’

(custom) fiqh rules; 

§ The public perception of the image of the company must be good;

§ The core activities must have importance under the maslahah doctrine.

4.6.2 Financial (quantitative) screening – application of financial ratios 

The financial ratios relate to tolerable levels of contributions from permissible and non-

permissible activities. Three benchmark criteria are applied:

4.6.2.1 The 5-per cent benchmark

This benchmark limits contributions from categories outlined in 4.6.1.1 above. 

4.6.2.2 The 10-per cent benchmark

This benchmark is applied to mixed income contributions, such as interest and tobacco 

and the partial exemptions construed under the umum bulwa rule in 4.6.1.2. The 

reasoning underlying this benchmark is that most corporate conglomerates are engaged 

in some form of mixed activities in which mixed income is difficult to avoid. 
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4.6.2.3 The 25-per cent benchmark 

This benchmark takes a more liberal approach in its screening methodology under the 

maslahah (public interest) rule. In circumstances where the permissible elements 

outweigh the non-permissible portion, the public interest rule is to be applied to assess 

the status of such companies. Under this benchmark, contributions from activities such 

as share trading and income from hotel or resort operations will be deemed acceptable.

4.6.3 Implications of the shariah screening process

According to the SCM the screening process is meant to inform investors of the shariah 

status of companies whose stocks are listed on the KLSE. The second reason for is to 

provide the capital market with objective criteria with which to determine the 

compliance status of companies. The third implication is to widen the investment 

universe for Islamic equity funds to engage in domestic stock investment. A total of 371 

companies were considered compliant when the Securities Commission released its 

inaugural list in June 1997. By the end of 2007 the list totalled 853 or 86% of all listed 

equities.   

4.7 CHAPTER SUMMARY

This chapter set out the role of the Islamic unit trust industry within the Malaysian ICM. 

The statistical tables show the various constituents of the Malaysian ICM. A number of 

features stand out from these tables that are relevant in empirical data testing.

Although the number of Islamic equity funds show consistent growth, the actual 

uptake is not as significant as that related to conventional unit trusts. As discussed in 

section 4.4, this implies stickiness in actual IEF subscriptions (based on units in 
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circulation). From this it may be inferred that the domestic investor base for IEFs is 

small but gradually developing as awareness increases. There may also be some cross-

migration between funds – but this is not evident from the industry data. What is of 

interest to this study is examining reasons for changed equity investment preferences

given the choice of Islamic and conventional equity funds. No study has paid attention 

to why this is so or factors associated with this trend. This lack of attention is examined

in the present study by looking at respondents’ actual and preferred asset make-up and 

preferences. 

The second observation from the sectoral composition of public sector funds and 

assets under management is the strong preference for liquid asset holdings. This 

observation is not new according to Seng (2003) but it remains to be determined whether 

this behaviour is prevalent among Islamic investors as well. 

The third aspect worthy of further examination is the effect of shariah screening 

on the performance of Islamic funds given the limited stock selection universe available 

to IUTs. This aspect was addressed by Wilson (2002) in a non-Malaysian mutual fund 

setting. No discernable trends emerge from Wilson’s study given the limited time series 

data I that study. Furthermore, there is no evidence whether this phenomenon has any 

influence on individuals’ attitudes and perceptions toward IUTs. 

The fourth aspect to consider is whether personal portfolio constructions are

supported by market evidence in Tables 4.2 and 4.3. To address this aspect, the survey 

instrument includes a question (namely B15), whereby respondents are asked to 

construct a hypothetical asset portfolio. 

The fifth aspect that has not been examined in the literature is the effect of 

market concentration exerted by fund managers acting as oligopolist. The size of the 

Malaysian equity fund market is relatively small in relation to the US, UK and 



155

Australian markets but significant in relation to other Islamic countries. Yet there exists 

considerable competition within these markets that has significance in relation to 

transaction costs, agency problems, operational efficiency and investment choice
106

. 

Thus for Malaysia as an emerging equity fund market, it would be interesting to study 

whether market concentration by a small number of major fund managers exert any 

influence over individual investment behaviour. This study examines market 

participants’ behaviour as one perspective in addressing this issue.

The final aspect emanating from the statistical data is whether choice of funds 

may be discernable from fund flow (net subscription/redemption) evidence. This aspect 

is dealt with at length by way of empirical tests in Chapter 7. 

106

Elton, Gruber, Brown and Goetzman (2003) dwell on this subject at considerable length. Their study 

finds mutual fund growth is positively related to MER ratios, especially front and back-end charges levied 

by major fund managers. 



156

CHAPTER FIVE

5 MODELS, HYPOTHESIS AND DATA

5.1 INTRODUCTION

This chapter discusses the methodology for addressing research questions and testing 

hypothesis. It focuses on the behaviour and motivations of individuals as decision-

makers who shape the direction, performance and future of Islamic equity funds in the 

Malaysian capital market. The rationale for a multi-faceted methodology stems from the 

necessity to adopt a broad approach to the behavioural understandings of IEIs and the 

IEFs and its market players.

Key elements of the research methodology in this study includes: the 

development of a Theoretical Model (TM); hypothesis development; datasets for testing 

the hypothesis; and, statistical procedures and techniques for use in hypothesis testing. 

The TM assumes the format of a general multivariate model. This is discussed in depth 

in section 5.2. Section 5.3 explains model conceptualisation – in particular, hypothesised 

relationships between three major behavioural constructs. Section 5.4 discusses research 

objectives, design and hypothesis development.   

Section 5.5 deals with research methodology associated with objectives A1, A2, 

A3 and A4 – that examines the influence of personal attributes, demographics and equity 

market knowledge and familiarity on investment behaviour. Section 5.6 deals with the 

methodology for examining the influence of fund size and performance on investment 

behaviour. Sections 5.7 and 5.8 explain the structural equation modelling procedure. It 

explains how the SEM methodology will be applied in testing hypothesis H8. Section 

5.9 discusses the datasets for use in hypothesis testing. Section 5.10 explains how the 
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data is collected and from which sources.  Finally, section 5.11 provides a summary of 

this chapter as well as a summary of the research objectives and hypothesis. 

The background understanding of the TM relies on: shariah law and ethical 

investment dealt with in Chapter 2; behavioural finance discussed in Chapter 3; and, the 

Malaysian Islamic capital market reviewed in Chapter 4.

5.2 THEORETICAL RESEARCH MODEL (TM) 

Davis (1996) and Hair, Black, Babin, Anderson and Tatham (2006) recommend the use 

of theoretical models as a guide in developing and applying statistical procedures. In this 

thesis, the purpose of the TM is firstly to theorise the determinants of Malaysian Islamic 

investment behaviour. Secondly, the TM serves as a reference point in hypothesising 

relationships between theoretical constructs. The third purpose is that it establishes 

parameters for developing the decision-making model for testing investment decision-

making using Structural Equation Modelling (SEM). The predictive qualities of the 

SEM model postulate the behaviour of individuals who shape the direction of their 

assets and equity portfolios when confronted with a variety of ethical issues and equity 

investment alternatives.

The TM is expressed in an equation as suggested in Hair et al., (2006). Equation 

5.1 expresses a multivariate model postulating that the determinants of Islamic equity 

investment behaviour Y1 are a function of observed variables X1 …Xn. 

Thus:

Y1 = f ( X1 + X2 + X3 + …+ Xn) (5.1)

Where:

Y1 = determinants of Islamic equity investment behaviour

X1 = respondents’ demographic profiles and personal attributes

X2 = ethics, beliefs and compliance

X3 = equity fund performance 

Xn = latent (unobserved) constructs 
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The relationships between X1, X2, X3 and Xn is postulated and explained in the TM.

These relationships are defined in three mutually exclusive behavioural constructs in 

Figure 5.1. They are: X1 defined in the y1:x1 variable relationships; X2 defined in the 

y2:x2 variable relationships; and, X3 expressed in the y3:y3 relationships. Elements of 

these three constructs are presented in Panels B and C. The Xn variables relate to latent 

behavioural constructs dealt with in the SEM model discussion in section 5.7.

The purpose and significance of the TM in Figure 5.1 is firstly intended to justify 

the multivariate models used in hypothesis testing (Byrne, 2001; Neuman, 2006; 

Tabachnik & Fidell, 2001) and its application in SEM modelling (Hair et al., 2006). 

Secondly, the TM permits a deeper conceptualisation of relationships between variables 

as reflected in other studies. For instance, Rosly (2005) uses Islamically 

conceptualised
107

 finance models as explanatory representation of shariah-based 

financial principles and concepts. In SEM analyses, the TM identifies relationships 

between observed (manifest) and latent (unobserved) variables. Intuitively, the TM 

allows hypothesised multiple relationships to be conceived and tested using multivariate 

statistical techniques. A further use of the TM allows relationships between variables in 

the model to be cross-referenced to previous studies to ensure non-biased testing of 

theory. 

In Figure 5.1 Panel B, the different constructs provide a ‘triangulated’ approach 

of dealing with a mixture of quantitative and qualitative variables (Creswell & Plano 

Clark, 2007; Neuman, 2006). Essentially, behavioural financial research that looks at 

individual behaviour is grounded in cognitive psychology (Libby, 1981). However, in 

testing the generalised model in equation 5.1, the behavioural remit is spread much 

107

 These conceptualised models are set out diagrammatically in Rosly (2005). They deal with: Islamic 

financial markets (p. 26); risk and uncertainty (p. 76); stock trading (p. 409); and, Islamic unit trusts (p. 

552). 



159

wider to include observations of other market participants – for example, fund 

marketers, investment consultants and the Securities Commission. 

The objective is to provide a deeper and better understanding of relationships 

within and between constructs by triangulating problems from several angles
108

 and to 

remove any static analysis of relationships. Further, the triangulated approach addresses 

counter-arguments raised by Bodie et al. (2007) that: (1) behavioural finance possesses 

limited explanatory power in dealing with quantitative market outcomes; and, (2) that 

claims are often not supported by quantitative analysis and tested theory. Thus, running 

multivariate data analysis in this study is based on the TM in which qualitative and 

quantitative elements are mixed (Hair et al., 2006; Tashakkori & Teddlie, 1998). For this 

reason, relationships between variables in Figure 5.1 are based on the extent and 

significance of perceived associations (Creswell & Plano Clark, 2007). The alternative 

for not using a TM is the use of ‘convergence models’ suggested by Creswell and Plano 

Clark (2007) that involves comparing and contrasting and then individually testing 

quantitative and qualitative data and results. But this methodology is not adopted in the 

present study.

A further aim of the TM is to ensure: model validity; relevance in providing in-

depth knowledge in areas not researched previously (Denzin & Lincoln, 1994); and, 

enhancing understanding of equity investment behaviour (Asraf & Brewer, 2004). 

108

 A further approach suggested by Deegan (2001, pp. 393–394) is the Brunswick Lens Model. In this 

model, judgement of events is perceived through a variety of lenses using different cues. Each cue 

represents observations from different and mutually exclusive observations. Relationships between groups 

of cues are then expressed in regression models for prediction and significance testing.
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Figure 5.1 Theoretical Model (TM) of behavioural relationships

Panel A: The determinants of investment behaviour   

Primary Objective            Equation 5.1                          (d)

Panel B: Hypothesised X1, X2, X3 constructs

Preferences    Compliance                         Fund management

Panel C: Relationships
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             x3
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y3

Expectations

Returns
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Management Style 
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significance

Solve equation 5.1 using multivariate data 
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X
3
 Management of equity funds.

X
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equity funds
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5.3 MODEL CONCEPTUALISATION

5.3.1 Theory underlying the conceptualised TM model

In Figure 5.1 Panel A addresses (1) the research objectives and (2) the general model 

expressed in equation 5.1. In Panels B and C the hypothesised determinants are 

decomposed into three constructs: Preferences; Compliance and Fund management.

The y1 construct refers to variables discussed in behavioural finance and economics in 

Chapter 3 sections 3.2 and 3.3. The y2 construct refers to the influence of shariah 

compliance issues discussed in Chapter 2 while societal issues are discussed in section 

3.2.3.4. The y3 construct refers to investment theories and evidence discussed in sections

3.4 and 3.5. This construct is further linked to the growth and influence of Malaysian 

IEFs discussed in Chapter 4. 

In this study, reference to ‘investors’ is synonymous with ‘respondents’. Also, 

‘respondents’ in the survey instrument are at times treated as if they are ‘investors’.

5.3.2 Hypothesised relationships between variables in the TM

The rationalist neoclassical ‘self-interest’ argument suggests that investors are rational 

and will ignore ‘ethical’ considerations and choose the investment mix that will 

maximise returns (Copeland & Weston, 1992; Hastie & Dawes, 2001). As such, 

‘rational’ investors are indifferent as to which asset holdings maximises wealth (Merton, 

1986). Applying Markowitz’s (1959) portfolio theory, Islamic investors may be assumed

to allocate savings and investable funds among residual (post screened) equities and 

assets such that a well diversified investment portfolio will significantly reduce 

unsystematic risk (Bodie et al., 2007; Peirson et al., 1997; Yip, 2005). Based on Tahir’s 

(2004) findings, Malaysian Islamic investors are assumed to be ethically concerned 

while also displaying rational behaviour in their choice of equity funds and stocks. 
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Critics of ethical investment argue that: ethical investors’ portfolio choices are 

less than optimal (Barberis & Thaler, 2003; De Bont & Thaler, 1995); that such sub-

optimal behaviour results in a choice of more risky assets (Statman, 2005a); and, that a 

balanced portfolio sits on a lower investment utility function and investment possibility 

frontier (Peirson et al., 1997; Yip, 2005). Hence, portfolios are not optimally balanced. 

Schwartz (2003) and Ali and Gold (2002) argue that negative ethical screens effectively 

screen out many stocks whose returns and betas may be more superior to those in the 

residual stock domain.    

In Figure 5.1, the methodology for dealing with these arguments is that suggested 

by Besanko et al. (2004). The first step identifies decision-makers – who they are and how 

they behave – in this study, decision-makers are Islamic investors. The second step 

identifies their goals or what they are trying to accomplish – this study assumes they will 

comply with shariah principles in ways that will maximise wealth. The third step 

expresses choice or what actions are considered expedient by investors – in this study, 

choosing between competing investment alternatives (Islamic vs. conventional). The final 

step is a model that tests relationships between choices and outcomes – that is, techniques 

that explain decision-making outcomes. The first, second and third steps are examined and 

tested in Chapters 6 and 7 while the fourth step is tested in Chapter 8. On this basis, the 

research methodology aims to draw conclusions from the application of the TM “…to be 

able to distinguish between unsupported conjectures and logically derived propositions” 

(Besanko et al. 2004, p. 2).    

In y1, a number of factors impact on investors’ goals and choices. Investors are 

assumed to ‘frame’ asset allocation strategies according to various risk/return criteria. 

Islamic investors are assumed to make ex ante ‘choices’ in conventional equity fund 

selection since they unsure at first instance whether the equity funds are shariah 
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compliant. In IEF selection the decision-making is ex post as investors are unconcerned 

with compliance issues and instead focus on risk/return expectations. In this manner 

Islamic investors diversify across fund managers and asset classes in constructing 

optimal balanced portfolios (Brailsford et al., 2004; Yip, 2005). For instance, Malaysian 

retirement savings regulations allow investors with funds in EPF
109

 to diversify excess 

funds in defined investment (unit trust) destinations. Investors are then assumed to 

strategise portfolios by choosing fund(s) and asset classes that maximises wealth and 

welfare with the view of simultaneously overcoming shariah compliance hurdles 

(INCEIF, 2006). 

Decisions are also based on expectations, personal demographics and unobserved 

variables (such as knowledge, familiarity). Once compliance hurdles (y2) are overcome, 

funds are committed and investment behaviour then turns to ‘expectations’ (y3) based on 

investment strategies defined by “resources, goals, sophistication and psychology” 

(Gitman & Joehnk, 2003, p. 195). What remains thereafter is monitoring portfolios by 

evaluating performance and, where necessary, rebalancing portfolios (Bodie et al., 2007; 

Brailsford, 2004; Yip, 2005). This process is illustrated in all x:y relationships in Panels 

B and C.

A key issue in the TM development is identifying factors that explain the reason 

Islamic investors turn to, or avoid, direct equity market participation and the reason equity 

funds are popularised. This is despite evidence in previous studies in Table 3.2 that in a 

weak-form Malaysian equity market
110

both Islamic and conventional equity funds have 

not been able to outperform the equity market consistently. One explanation offered by 

Brailsford et al. (2004, p. 666) is that the dichotomy proceeds from the sole or combined 

effect of: 

109

See footnote 93 in Section 4.5

110

The classification is that of Annuar, Ariff and Shamsher (1992) and Poon (1999)



164

…greater awareness of the general public in financial markets and instruments, enhanced access to 

the financial markets, competition among investment funds resulting in greater promotion of the 

industry, government privatisation policies that have placed shares in the hands of the community,

deregulation and globalisation (emphasis mine)

Thus respondents’ awareness will be tested to determine whether this hypothesis holds –

refer to the discussion on hypothesis H1b in section 5.5.2.1 below. The ‘competition’ 

aspect in the above quote is covered in the discussion on hypothesis H7a and H7b in 

section 5.6.1 below.

5.3.3 Model specification

5.3.3.1 Model constructs and dimensions

In Panel B, the postulated determinants are decomposed. Variables y1, y2 and y3 are 

dependent variables with x1, x2 and x3 being their respective hypothesised predictor 

variables. Reading from left to right, respondents’ preference and demands y1 are 

dependent on various behavioural factors and expectations conforming to their 

demographic profiles. Further, respondents’ proceed to make decisions based on their 

knowledge and comprehension of unit trusts and available investment opportunities. If 

decisions are affirmative, investors are assumed to ‘expect’ (y3) positive financial 

outcomes – that is, maximised returns by way of dividends and capital gain that is either 

market performance benchmarks. Conversely, if fund performance is poor or negative, 

investors are assumed to migrate to other funds, or simply divest and perhaps even 

reconstitute their asset mix. Bollen and Cohen (2006) argue that poor performance will 

result in net fund redemptions (outflows) while positive performance will attract net 

subscriptions (inflows). These hypothesised relationships are indicated by the bi-

directional arrows below the boxes in Figure 5.1. In SEM analysis, these relationships are 

expressed as correlations and covariances.     
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Panel C identifies the predictor (independent) variables for the dependent y

variables. These are observed variables from cross-sectional survey data. In the SEM 

model, these variables are used to explain relationships between latent (unobserved) 

constructs. For instance, correlations between shariah compliance and respondents’ 

familiarity with IUTs may be predicted indirectly through relationships with ‘manifest’ 

independent variables such as ‘familiarity with market knowledge’. Thus in the SEM 

model decision-making in y3 is considered an endogenous (dependent) latent construct 

since x1 and x2 appear as independent variables in all equations in which they are 

expressed in TM model. While each behavioural construct is unique and mutually 

exclusive, they may also be influenced by cross-behavioural variables within constructs –

for example, an investor choosing to invest funds between fund A and B (based on y1 

determinants) may be influenced by front-end fee loadings and MER
111

 ratios (x3). A 

further aspect of the TM is that for the x independent variables to be significant, they must 

satisfy the statistical assumptions of independence to avoid violations of multiple co-

linearity in regression and SEM analysis. 

The importance of the interrelationships between variables is emphasised by the 

following observation by the Securities Commission (2004, p. 245):

Islamic investment products have typically and simultaneously appealed to two very different sets 

of investors – those investing strictly for ethical or religious reasons, and conventional investors 

looking for liquid, attractively priced markets in which to gain capital appreciation.

The y1 ‘preferences’ in this quote refers to portfolio combinations of returns/risk 

strategies. Preferences comprises of wants, needs and desires which, using the Islamic 

economic argument of Farooq (2006), Kahf (1976) and Zarqa (1991) do not fully 

subscribe to utilitarian notions of unlimited demand and non-satiation. However, wealth 

and return maximisation are assumed relevant since people will only commit savings and 

111

Management expense ratios
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investable funds if attracted by superior expected returns. ‘Wants’ mean investors require 

assets in which investable funds and savings produce equal or excess market returns 

(Peirson et al., 1997). Wants may also imply desire for liquidity preference in times of 

need or urgency. ‘Needs’ refer to investment behaviour occasioned by change in present 

and future circumstances such as: switching between asset classes; fortuitous wealth (for 

example, prize money, legacy, gifts); expected and realised proceeds from sale of other 

assets (say) business or real estate; and, excess disposable income. Investment behaviour 

may also be driven by investor ‘desires’ such as saving to establish an educational trust, or 

a desire to move away from riba-based to shariah-based investments owing to changes in 

religious consciousness. 

5.3.3.2 Dependent and predictor variables

Variables x1 represent the predictor variables for y1. For example, the goal of 

achieving portfolio optimisation in y1 is dependent on: asset allocation and risk/return 

strategies; investable funds; expected returns; and, risk tolerance (the willingness and 

ability to accept risk). This behavioural paradigm is dependent on personal attributes (age, 

gender, profession, income and knowledge) as discussed in section 3.2.3, and investment 

strategies as suggested by Besanko (2004). Gitman and Joehnk (2003, p. 195) argue that 

expectations are also based on other factors such as “sophistication and psychology”. 

These attributes are not measurable and therefore remain unobserved. As such, they add to 

the common unexplained residuals found in regression functions. In SEM modelling, such 

unobserved relationships may be explained by way of ‘indirect effects’ (Hair et al., 2006). 

For instance, sophistication may be determined by age, gender, profession and experience. 

For this reason, according to Byrne (2001), Tabachnick and Fidell (2001) and Hair et al. 

(2006) one of the purposes of SEM is to reduce the regression residual coefficients by 
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absorbing most of the unexplained variances in factor correlations. In other words, the 

greater the number of variables in the SEM model, the greater the explanatory power of 

variable relationships and the lower the residual coefficients.

Some of the factors that shape Islamic investor behaviour are perceptions of 

excessive risk (gharar) and conduct bordering on gambling (maysir) (Al-Dhareer, 1997; 

Alshubaily, 2004; Al-Tamimi, 2006; Obaidullah, 2001; Yaqubi, 1998). The shariah 

outlaws highly speculative dealings on both ethical and moral grounds (Kamali, 2002). An 

example is the practice of ‘short selling’ that may be prevalent in equity dealings. There is, 

therefore, an implicit assumption in the TM model that Islamic investors are conscious of 

such restrictions and will shun such practices. 

 Variables y2 describe the ‘gateway’ conditions. That is, overcoming investment 

hurdles and compliance issues. Such hurdles may include problems with haram elements 

such alcohol, gambling and the like. Some hurdles may even consist of self-imposed value 

orientations (e.g. dislike of management or personalities). Variables x2 identify the 

predictor variables of y2. Investors are assumed to be acquainted with gateway provisions 

in decision-making before funds are committed for investment. Further, fund managers are 

obliged to ensure stock portfolios and investment instruments and practices satisfy 

compliance rules (DeLorenzo, 2004a, 2004b; Wilson, 2004). Both authors agree however, 

that some degree of subjectivity is prevalent in investment practices in which gharar may 

at times be present. Given such ambivalent circumstances, decisions become difficult. For 

this reason, interim tolerance provisions are in place until situations are remedied.
112

The y3 variables assume investors are holders in equity funds and have every right 

to expect that fund managers will perform to acceptable norms and market benchmarks 

112

See, for example, the ruling by the Shariah Advisory Council of the SCM on the issue of ‘approved 

securities’ subsequently considered ‘non-approved’ –  published together with its half-yearly list of 

approved securities, 
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(Elton, Gruber, Brown & Goetzman, 2003). The dependent ‘expectations’ variable y3 refer 

to management efficiencies, achievements and financial returns to investors. 

5.3.3.3 Fund performance considerations

Unit trust performance measurement is the most widely researched area in the 

Malaysian investment fund management industry with emphasis on benchmark testing and 

performance persistence (see Table 3.2). But research by Bollen and Cohen (2006), Busse 

(2001), Del Guercio and Tkac (2002) show that investor disenchantment or satisfaction 

with fund managers and financial performance is displayed in redemption and subscription 

trends. The reasoning in the ‘funds-flow’ theory is that good managers will attract 

subscriptions – more investors will be inclined towards managed funds that offer better 

rewards. Bad fund performance on the other hand, reflects fund management 

underperformance resulting in greater departures or redemptions (Lynch & Musto, 2003; 

Gruber, 1996). Hence the y3 dependent variable ‘management’ is driven by factors such 

as: fund type; management style (active passive); fund size; portfolio size; stock selection; 

fee loadings; sustainable earnings; subscription and redemption rates; transactions costs; 

and, market skills (Elton et al., 2003). 

Finally, variables x3 identify several variables that investors and fund managers 

might consider when making decisions based on quantitative data. The significant 

determinant widely supported in the literature is ‘risk-aversion’ (Bodie et al., 2007; 

Brailsford et al., 2004; Ross, Westerfield & Jordan, 2006). Fund managers are more likely 

to look at stock beta while small investors may be more inclined to concentrate on popular 

leaders or ‘blue chip’ stocks when assessing risk mitigation (Statman, 2005a). Similarly, 

equity fund investors are more inclined to look at a equity funds betas and standard 

deviation based on past performance. 
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5.3.4 Stakeholder behaviour – Legitimacy, Power and Urgency

Investors, the Securities Commission, the Shariah Advisory Council, shareholder 

advocacy groups, law enforcement departments and management companies are all 

‘stakeholders’ in the TM. Legitimacy confers rights on stakeholders to demand positive 

performance from fund management based firstly, on the ‘social contract’ (Deegan, 2001) 

and secondly, on contractual obligations to the firm and adherence to ethical obligations 

(Kamali, 2002). As such, fund managers are obliged to perform to unit holder’s 

expectations to fulfil investment strategies and obligations. For this reason, management 

behaviour is highly associated with stakeholder expectations (Agle, Mitchell & 

Sonnenfeld, 1999; Deegan, 2001).

Power refers to the means and ability to impose a will available to fund managers 

to fulfil their obligations to the entities they serve. Power also confers a right on the 

regulators to expect compliance. While ethical behaviour is not enforceable, the SAC 

through the SCM and FMUTM
113

 is able to ‘regulate’ behaviour through issuance of 

principles and guidelines (see Figure 2.2 in Chapter 2).  A diminution in power implies an 

inability to enforce decisions (Hofstede, 1980). Large ‘power-distance’ however, also 

allow fund managers with large market concentrations to absorb or take-over less efficient 

funds.
114

 Excessive power however, may lead to: misleading, deceptive and 

unconscionable conduct (Securities Commission & British High Commission, 2004, pp. 

6–10; Khan, 1976);
115

 anti-competitive behaviour; over-supervision; market failure;
116

and, inefficiencies. That is, firms will simply pass on compliance costs to end-users 

(investors) who will in extreme cases, exit the market (Gans, King, Stonecash & Mankiw, 

113

 Federation of Malaysian Unit Trust Managers

114

 As was the case with CIMB’s take-over of the Southern Bank Bhd funds in March 2006

115

 These actions may be summarised as: negligence on the part of fund managers concerned with the 

protection of unit trust members’ economic interest; failure in their duty to take care (Latimer, 1996, p. 

179, 475).  See also the Code of Business Ethics enacted by the Domestic Trade and Consumer Affairs, 

Ministry of Malaysia – in particular the six practices businesses are expected to follow.    

116

 In this sense, the failure of self-regulation
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2000; Koutsoyannis, 1979). Conversely, power also confers the right on unit holders to 

change management style and strategies especially associated with matters related to 

solvency and profitability (Ali & Gold, 2002).
117

 The Malaysian Islamic Capital Market is 

however, dominated by large institutional groups (such as, CIMB, Public Mutual and 

MAAKL Mutual) and it is difficult to conceive how this ‘power’ construct may be 

enforceable. Hence, the ‘power’ construct has been questioned by some in the literature as 

ineffectual since large institutions are the major power-play behind investment funds and 

will not rely on unit holders for conferral or diminution of power (Deegan, 2001). 

Under Islamic corporate governance rules, ‘power’ confers the right on the shariah 

supervisory council to compel fund managers to subscribe to Islamic ethical values (Grais 

& Pellegrini, 2006).
118

 For this reason, power exerted by investors is manifested in 

redemptions and confers an observable ‘power’ through pullouts. Consequently, Bollen 

and Cohen (2006) argue the funds-flow measurement provides a different perspective of 

fund management performance. 

Urgency refers to time sensitivity in deliverance of information and criticality –

such as details in establishing stakeholders’ claims (Freeman, 1984). Under this construct, 

investors and the market are entitled to timely advice on fund performance and all 

information that will impact on the underlying value of their investments. The criticality 

claim allows investors to make quick decisions when performance or expectations are 

perceived not to materialise.   

The final consideration in the TM development relates to Hofstede’s (1980) 

societal-value paradigms. Using Hofstede’s ‘individual vs. collective’ paradigm, it is 

assumed Islamic investors will act as a ‘group’ based on common cultural norms and 

117

 Unlike US mutual funds where members are ‘shareholders’ and have the right to influence decision-

making at AGMs, funds established typically under English-based trust laws as in Malaysia, Australia and 

the UK, do not confer such rights on members of equity unit trusts in these countries (Dixon, 1998).

118

Guidelines on Unit Trust Funds, 1991
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beliefs (Deegan, 2001). For instance, Hamid, Craig and Clarke (1993) argue 

conventional finance theories developed under Western conventions will not be 

acceptable in Islamic cultures. But this argument is hard to justify since, according to the 

Securities Commission (2004, p. 251) “In Malaysia, non-Muslims are already significant 

consumers of Islamic products in some areas”.
119

 Thus, given the social cohesiveness of 

Malaysian society, Islamic ethical concerns may, it is hypothesised, be a significant 

concern to some investors but not all. 

However, under Hofstede’s ‘strong vs. weak uncertainty avoidance’ paradigm, 

strong uncertainty avoidance means societies will maintain strong and rigid on codes of 

beliefs and will not tolerate deviant practices and ideas. Conversely, weak uncertainty 

avoidance implies greater tolerance in practice and less concern for principles, resulting 

in more tolerance to deviations from principles (Deegan, 2001). Consequently, testing 

significant hypothesised relationships between x and y variables will require examining 

whether shariah compliance is significant in decision-making.

5.3.5 Variables used in model 

For the purposes of conducting statistical analysis, full descriptions of all variables and 

their short form appear in Appendix 2. In-text references to questions in the survey 

questionnaire are denoted for example, A1…B1 (referring to part A or part B question1) 

as the case may be – see Appendix 1.  

5.4 RESEARCH OBJECTIVES, DESIGN AND HYPOTHESIS

5.4.1 Objectives

Equity investments and personal wealth accumulation is increasing in Malaysia as 

shown in Table 4.4. The trends in tables 4.2 and 4.3 also indicate that demand for 

119

 See FTFM survey; ‘Western funds find faith in Islamic investing’. Financial Times, February 25, 

2002. Note especially the claim that 20% of investors in Malaysian Islamic funds are Chinese.
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Islamic equity funds (IEFs) is increasing steadily, suggesting increased indirect 

participation in the equity market by Islamic and other investors. Ramsamy and Yeung 

(2003) state that growth in mutual funds exceed growth in equities and bank deposits 

and that demand for mutual funds is expected to grow in Malaysia as its economy 

expands. Similar observations are made by Abd Majid and Yusof (2006) in their study. 

The paradigm shift toward ethical funds raises many questions concerning the 

determinants of Islamic investment behaviour at the individual, fund, regulatory and 

market intermediation levels. Thus attention is focused on these issues in this section. 

In conventional mutual fund studies, Ackert, Church & Deaves (2003), 

Brailsford et al. (2004), Camerer & Loewenstein (2002) and Statman (2005a; 2005b) 

argue that investors’ behaviour is very significant, for without them, there would no 

fund industry. Recent debate in mutual fund research emphasises the role of behavioural 

finance (Bodie et al., 2007) by looking increasingly at investors’ demographics and 

ethical concerns (Bley & Kuehn, 2004; Dar 2003, 2004; Farooq, 2006; Lambert, 2006; 

Shiller, 2003).

Consequently, this section seeks to achieve two main objectives. The first 

objective seeks to examine the determinants of investment behaviour based on 

relationships between the x and y variables in the TM model. The second objective is to 

examine decision-making postulated in the SEM model. Ten sub-objectives are pursued 

under the first main objective (see Table 5.4 at the end of this Chapter). 

Objectives A1, A2, and A3 are examined in Chapter 6. Objectives B1, B2, B3

and B4 are examined in Chapter 7. Only one sub-objective is pursued under the second 

main objective labelled C1. This objective deals with examining decision-making and is 

dealt with in Chapter 8.
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5.4.2 Research design

For each of the ten sub-objectives in 5.4.1, relationships are hypothesised; the reasons 

for and the underlying assumptions are evaluated, followed by estimating techniques 

appropriate for model testing. The estimation process consists of choosing techniques 

“…to meet specific characteristics of the data or to maximise the fit to the data” (Hair et 

al., 2006, p. 27). Model fit is achieved when relationships display practical levels of 

significance. Alternatively, models are respecified to achieve better levels for overall fit. 

For example, some of the models examining objective A1, A2 and A3 are adapted from 

the research methodology used by Hanson and Tranter (2006) and Tahir (2004) in their 

studies on the profiles of Australian shareholders. Using logistic and OLS regression 

analysis respectively, both studies show strong relationships between personal 

demographics and investment behaviour. Studies with these features are regularly 

conducted by the Australian Stock Exchange in their ‘share-ownership’ and behavioural 

studies (ASX, 2005) and reveal share ownership trends across gender, age and 

occupation. 

Sevdalis and Harvey (2007) use experimental studies to show that when  reasons 

for investing are contextualised at the time of decision, less riskier investment assets are 

chosen (see survey questions A7 and A8 ). Rosly (2005) asserts that knowing the 

importance of the market and its people is essential in understanding the objectives and 

ethics of the people. Hence, objectives A1 and A2 examine whether significant 

relationships exists between the y1:x1 and y2:x2 variable constructs. It also examines 

the level of sophistication of Islamic investors in terms of their knowledge and 

understanding of the equity market and Islamic investment ethics
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5.5 ADDRESSING RESEARCH QUESTIONS ONE to FIVE

Determining the influence of personal attributes, demographics, familiarity with 

IUTs and market awareness on investment behaviour

5.5.1 Sub-objective A1a and Hypothesis H1a

Hypothesis H1a seeks to examine (1) respondents’ current asset holdings and savings 

and (2) relationships between gender, age, education, occupation, income and current 

holdings of Islamic equity fund investments.

The methodology for examining demographic profiles appears in studies by 

Clark-Murphy and Gerrans (2004), Graham et al. (2002), Estes and Hosseini (1988), 

Lewellen et al. (1977) and Powell and Ansic (1997). The findings in these studies 

suggest significant gender influence on qualitative aspects of investments. Females are 

found to be more cautious in product selection and less inclined to take on risk. 

Similarly, Bajtelsmit and Bernasek (1996), Barskey et al. (1995) and Graham et al. 

(2002) test for age differentials between genders in investment decision-making. They 

find that decision-making matures with age. Also, while younger generations are willing 

to invest in equities, older generations prefer income certainty and regular revenue 

streams. Further, Clark-Murphy and Soutar (2005) examine what individual investors 

prefer and value, based on other personal attributes (such as taste, education and 

occupation), and find significant relationships between these variables.  In relation to 

income dispersion, studies by Hanson and Tranter (2006) and Tahir (2004) show higher 

propensities for equity investment as income increases. Dar (2004) in his study find

evidence of four demographic factors that significantly affect demand for Islamic 

financial services – education, occupation, location and income. Age, gender, ethnicity 

and marital status are not considered significant determinants in this study. 
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5.5.1.1 Developing hypothesis H1a

On the assumption that Malaysian Islamic investors display similar behaviour as 

evidenced in studies discussed in section 5.5.1 and Chapter 3, as well as the perceived 

variable relationships indicated in y1: x1 and y2: x2, it is hypothesised that:

H1a = Respondents’ demographic profiles, asset holdings and savings behaviour is 

positively related to personal investments and investment in IEFs.

5.5.1.2 Model estimation for testing hypothesis H1a

The variables selected for testing H1a are the gender, age, educlevel, occupation, 

income
120

 and islamunits variables. The models for estimation are: 

5.5.1.2.1 Chi-square test of association

As the variables are categorical, chi-square tests of relatedness suits the character of the 

variables. The objective is to determine whether demographic variables are significantly 

associated with possession of Islamic funds (islamunits), and the strength of such 

associations. Pearson’s chi-square of relationships in the sample are considered 

significant at the 0.05 level if p < 0.05 (Coakes & Steed, 2002; Francis, 2007; Kendrick, 

2000). Relationships in which cross-tabulated cell counts are < 5 are rejected. Using a 

significance level = .05 the decision rule for rejecting the null hypothesis if the 

computed
2

> 
2

u (the upper-tail critical value) is:

Reject H1a if  
2 

> 
2

u – otherwise do not reject H1a

The model to be tested is: pair-wise relatedness between islamunits and gender, age, 

educlevel, occupation, income respectively to determine levels of significant 

associations. The chi-square ‘goodness of fit’ is calculated as a further test to determine 

120

 Variable short-forms are indicated in bold italicised format throughout this study. 
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whether actual distribution of IUT holdings differ significantly from expected 

distributions based on market data and revealed asset preferences. 

5.5.1.2.2 Logistic regression

This model is used for testing demographic profiles, asset holdings and savings as 

predictors of investment in Islamic funds.

Chi-square tests make it difficult to analyse multiple categorical variables together 

(George & Mallery, 2007). The 2 x 2 
2 

contingency tables merely state that significant 

associations could not have occurred by chance. Thus multiple regression analysis is a 

better method of testing the hypothesis provided the strict assumptions of normality, 

metric scales, linearity and homoscedasticity are met (Francis, 2007, p. 126). Clearly, 

these conditions cannot be met since the predictor variables are observed categorical 

data with non-normal distributions. 

Logistic regression overcomes these strict assumptions. The observed influence 

of personal attributes, assets and savings on possession of IEFs can be conceived in 

terms of binary responses. In this procedure, the likelihood of investment in Islamic 

funds is treated explicitly as a dependent variable. Then, the aim is to determine 

variations in predictor variables that explain investment in Islamic funds. Hence, let the 

binary responses to ‘savings in unit trusts’ (survey question A7) be thought of as 

‘propensity toward’ investing savings in Islamic funds. Further, let ‘IEFsavings’

represent the discrete dependent variable for which 1 denotes ‘yes’ (ownership) and 0 

denotes ‘no any ownership’. Then, in the logistic regression model “…the value that is 

being predicted represents a probability and it varies between 0 and 1” (George & 

Mallery, 2007, p. 322). 

Hence, the logistic regression equation in the multiplicative form (Tabachnick & Fidell, 

2001) is:
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ln (odds) = ln (Y/1-Y) = a +bX   (5.2)                 

By substitution, the model to be tested is:

ln prob (unitrust) =  e
0 

x  e
1(gender)

 x  e
2 (age)

 x  e
3 (educlevel)

 x  e
4 (occupation)

x e
5 (income) 

x 

e
5 (islamunits)  

    (5.3)

Where:

ln prob (unitrust) = log of the odds of investing savings in Islamic funds               

e
0         

a  =  constant term

             e
1… 5 

b  = coefficients of the predictor variables gender, age, education level, 

occupation, income and current holdings of units in Islamic fund 

The logistic regression model in equation 5.2 does not assume linearity of 

relationships, normality of distributions or homoscedasticity. The predictor variables 

satisfy these conditions. The parameters of the model are estimated using the log 

likelihood (LL) method. This method is employed by Dar (2004) to examine the 

determinants of demand for Islamic finance products in the UK.

The likelihood ratio is expressed in values < 1 while -2 times the log-likelihood (-2LL) 

is the estimate of how well the model fits. Small -2LL likelihood values close to 1 imply 

a good model fit. Model construction for prediction uses the SPSS logistic regression 

procedure with Forward LR (one variable at a time) as the method of entering variables 

in the model. 

5.5.1.2.3 Intertemporal investment traits

Individuals tend to “…mentally segregate assets into independent accounts rather than 

viewing them as part of a unified portfolio” (Bodie et al., 2007, p. 647). This causes 

people to concentrate investments on single assets thereby losing cognisance of bigger 

portfolios (Nofsinger, 2001; Presson & Benassi, 1996). Often, these traits are 

identifiable in peoples’ reason for investing – for example, dividend preference, 
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educational needs and generational lifestyle (Nofsinger, 2001; Shleifer, 2000).  This 

section examines respondents’ reasons for savings and provides an insight into 

generational investment priorities.

5.5.2 Sub-objective A1b and Hypothesis H1b 

     The objective is to examine whether investment knowledge, awareness and 

understanding of IUTs and market concepts influences Islamic investment behaviour.

The review of studies listed in Table 3.2 does not reveal any empirical work that 

examines the influence of investment knowledge and awareness of the equity market on 

Malaysian Islamic investment. Studies by Hanson and Tranter (2006) show Australian 

residents are prolific equity traders due largely to awareness created by public offerings 

of previously state-owned banking, transport and telecommunications corporations. 

Research by the Australian Stock exchange (ASX, 2005) reveal growth in public equity 

participation is promoted predominantly through IPOs and equity awareness through 

market intermediaries – mainly through bank in-house stockbroking.  As proof of this 

trend, Brailsford et al. (2004, p. 667) show that Australia managed funds held $650b in 

assets at June 2002 compared to the entire capitalisation of the Australian stock of 

$701b. 

Shiller (2005) argues that lack of investor awareness of essential market concepts 

by uninformed investors led (in part) to speculative bubbles as well as stock over-

pricing. Malkiel (2003) examines historically “the madness of crowd” and points out 

how lack of investor knowledge and awareness of the market and its intricacies led to 

overconfidence and the collapse of equity markets. Gan (2007) and Seng (2003) argue 

that the dynamics of Malaysian unit trust investments changed as a result of greater 

public awareness and marketing promoted by fund managers, the FMUTM and 

government agencies. The annual reports of the Securities Commission reveal active and 
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ongoing support for equity market awareness through conferences, seminars 

professional development programs and public investor education.
121

More importantly, a report by Haveman and Webster (1999) indicate that growth 

in SRI funds is attributable mainly to awareness of ethical issues. Similar arguments are 

made by Domini (1992) and Kinder and Domini (1997). In relation to Islamic funds, 

Iqbal, M. (2004) traces their growth in some Gulf States influenced by shariah and 

market awareness. Bley and Kuehn (2004) test the hypotheses that demographic 

variables affect the awareness and preferences for financial products and find positive 

relationships for gender and those more knowledgeable about shariah matters. Dar 

(2004) asserts that although awareness of financial products does influence decisions to 

switch, it is conformity with Islamic principles that eventually is the deciding factor.

The important observation in all these studies is the positive relationship between 

knowledge and awareness of equity market and ethical issues on investment behaviour. 

On the other hand, Hoggett and Nahan (2002) argue there is a negative relationship 

caused by disenchantment with the ethical standards of SRI funds. Furthermore, 

negative relationship is perpetuated by SRI find under-performance. Studies of US 

investor behaviour shows they prefer active equity funds over index funds overriding 

risk considerations in the belief that conventional funds will always outperform ethical 

(SRI) funds (Lichtenstein, Kaufmann, Bhagat, 1999).

5.5.2.1 Hypothesis H1b 

Given these findings, the objective under H1b is to examine the relationship between

respondents’ knowledge, awareness and understanding of Islamic unit trusts (IUTs), the 

role of market intermediaries, market indexes and Islamic ethical concepts in exerting 

121

 Details of its endeavours are listed its annual reports since year 2000
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influences, and Islamic investment behaviour. Tahir (2004) argues there is a positive 

relationship between ethical concerns and equity stock selection. Loonat (2004) finds 

strong positive relationship between the desire for Islamic investment products and 

compliance issues. Erol and El-Bdour (1989), on the other hand, find that factors such as 

return expectations are more important determinants. Al-Tamimi (2006) finds that 

religious factors are the least concerns in UAE investors’ behaviour – that is, the 

relationship is negative. 

Malaysian exposure to shariah-based products and savings practices engendered 

through Tabung Haji and Islamic banking since 1983 imply positive responses toward 

Islamic equity funds (Securities Commission Annual Reports, 2005; 2006). On this basis 

and the above discussion, it is assumed there is positive awareness of ethical investment 

practices among respondents. Consequently, to determine this influence on investment 

behaviour, it is hypothesis that:   

H1b = Knowledge and understanding of IUTs, equity funds, market intermediaries and 

market concepts is positively related to investment in Islamic equity funds.

This hypothesis relate to ethical variable X2 in equation 5.1 

5.5.2.2 Model estimation for testing hypothesis H1b

5.5.2.2.1 Spearman’s Rank correlation

Respondents are assumed to be utility maximisers (Peirson et al., 1997). As a result, it is 

assumed individuals will make increasing use of investment intermediaries to exploit 

profit-taking in market conditions (Gitman & Joehnk, 2005a). Consequently, the follow-

on effect is assumed to be manifested in greater participation in Islamic funds. Thus 

Spearman’s test examines the direction and extent of respondents’ familiarity with 

investment services and equity market concepts toward IUTs. 
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The test variables are (iutfamiliar, brokers, fundmanager, bankadvise, 

finplanner, accountant, klci, syariahidx, and djrhbindex) related to survey questions 

B2 and B3. These are measured on categorical scales. There are no assumptions about 

the shape of the distribution of responses to these variables – in particular, the normality 

assumption. Spearman’s non-parametric rank-order correlation test accommodates these 

restrictions and is used to test the direction and significance of relationships between 

these variables (Coakes & Steed, 2002; Francis, 2007). 

5.5.2.2.2 Multiple regression

Spearman’s rho provides evidence of the significance of relationships but is unable to 

predict investment in IUTs from knowledge and awareness variables. Using multiple 

regression analysis, the ‘familiarity with investment services’ variables (question B2) 

and ‘market index’ variables (question B3) are regressed separately against the 

dependent iutfamiliar investment variable (question B1).  The aim is to determine the

extent to which potential investment in IUT may be predicted from respondents’ 

knowledge and awareness. The B1, B2 and B3 variables are used as the predictor 

variables which are categorically scaled. Bley and Kuehn (2004) and Tahir (2004) use 

this methodology in their research.

Using the backward regression procedure, the first model to be tested is:  

Inviutfamiliar 1brokers + 2fundmanagr + 3bankadvise + 4finplanner + 5accountant +   (5.4)

Where; 

Inviutfamiliar  = the familiarity with IUTs 

 = constant term

1brokers = services of brokers 

2fundmanagr = services of fund/investment manager 

3bankadvise = services of bank

4finplanner = services of financial planner

5accountant = services of accountant 

 = error term
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The second model to be tested is the regression model: 

Inviutfamiliar 1klci + 2sayriahidx + 3djrhbindex +      (5.5)

Where the subscripts are the Bursa Index variables: 1klci (KLCI index); 2sayriahidx 

(KLSE shariah index) and 3djrhbindex (Dow Jones RHB Islamic index) respectively.

5.5.3 Objective A2 and Hypothesis H2 

This hypothesis examines the influence of shariah and ethical value orientations on 

investment behaviour. The objective here is to examine respondents’ understanding of 

shariah value-orientations (shariah norms) related to finance and investment concepts 

and principles. The inclusion of ‘muamalat’ in value-orientations is that shariah norms 

transcend strict compartmentalisation of ethical practices – it takes a broader view of 

ethical values (Kamali, 2004; Nyazee, 2003). Thus, it is often difficult to separate out 

different values for each financial practice as McMillen (2001) encountered and as 

discussed by DeLorezo and McMillen (2007). For instance, the prohibition of maysir

and gharar can be observed in many Islamic finance practices and is not limited to 

investment behaviour only.

Metawa and Almosawwi (1998) find shariah compliance is important in bank 

selection. But Haron et al. (1994) find this to be less persuasive in the Malaysian context 

– for example, only 40% of Malays chose Islamic finance based on religious 

considerations. Omer (1992) finds that the higher the level of religious consciousness 

and the lower the level of education, the greater the preference for Islamic finance over 

conventional finance. Bley and Kuehn (2004) also find strong associations between 

religious knowledge and Islamic finance concepts and products. Masud (2002) and 

Jariah and Fazli (2005) in their studies of the financial behaviour of Malaysian women 

indicate that the financial well-being of women increases with their level of education. 
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Tahir (2004) finds shariah compliance is positively related to behaviour in equity stock 

selection.

Rosly and Abu Baker (2003, p. 1249) argue that ethics may be driven by self-

interest while choice, subject to “…religious values, is often deterministic”. That is, the 

Muslim people in general, tend to follow the letter of the law, but with less ethical 

concern”. This is also the view of Dar and Presley (1999). This argument suggests a 

negative relationship between shariah values and Islamic financial (investment) 

behaviour. In Malaysia, the endeavour of the SCM is to align Islamic ethical standards

in equity fund investment practice through regulation and public awareness (Securities 

Commission, 2004).
122

 On this basis, it may be expected: (1) there is a positive 

relationship between shariah values and Islamic equity investments; and, (2) the greater 

the awareness of shariah principles and concepts, the greater the level of ethical 

consciousness resulting in greater propensity to invest in Islamic equity funds. 

The objective is to test the direction of these relationships in investment 

decision-making. Consequently, the following relationship is hypothesised.

5.5.3.1 Hypothesis H2

H2 = The understanding and importance of shariah concepts and principles is positively 

related to investment in Islamic equity investments

5.5.3.2 Model estimation and techniques for testing hypothesis H2

5.5.3.2.1 Chi-square test of association

The first test examines association between demographic variables and the 

understanding and importance of shariah concepts and principles. Chi-square tests 

122

 The SCM publishes its activities regularly in its annual reports. In its 2006 annual report, for example 

(p. 6–66, table 8), details are provided of investor education activities. Furthermore, details of ongoing 

education activities for internet-savvy investors are posted on its website http//: www.min.com.my  
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examine association between gender, age, education and occupation variables and 

shariah investment concepts. Gerrard and Cunningham (1997), Loonat (2004) and Naser 

et al. (1999) find strong relationships between these profiles and awareness of shariah 

concepts. The second chi-square test examines relationships between understanding of 

concepts and principles (questions B4, B5) and actual investment (A6) and preferred 

investment (B15) in Islamic funds.

5.5.3.2.2 Kruskal-Wallis K sample test and the Mann-Whitney U test

The Kruskal-Wallis K samples test is used to determine whether there are significant 

differences between individuals who hold investments IUTs and those who do not, 

based on their understanding of shariah concepts. The Kruskal-Wallis K samples test is a 

non-parametric procedure and makes no assumptions about the sample (normality) 

distribution. This test is also used because the assumptions for running ANOVA are not 

met (Francis, 2007; SPSS, 2005). The K samples test requires the data to be measured 

on at least ordinal scales. This condition is satisfied for the islamunits, shariacomp, 

riba, gharar and maysir variables. In this procedure, the median method tests the null 

hypothesis that individuals owning/not-owning Islamic equity investments have the 

same median and that the samples come from the same population.

However, like the F test in ANOVA procedure, the Kruskal-Wallis test does not 

show how the two groups differ. It merely suggests they are different. For this reason the 

Mann-Whitney test is used for pairwise comparisons. This test procedure is used as the 

assumptions of t-test are not met – the data is neither continuous nor normal.

5.5.3.2.3 Factor analysis (FA)

Rosly (2005) argues that understanding and awareness of key concepts and principles 

are pivotal in the development of Islamic finance and investments. Although the 
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concepts of shariah compliance, riba, gharar and maysir attract a lot of attention in the 

literature, individuals often do not rank them as highly in their practices (Dar & Presley, 

1999; Gerrard & Cunningham, 1997; Rosly & Abu Bakr, 2003). 

The Principal Axis Factoring method is used to separate out the main factors that 

explain respondents’ understanding of shariah investment concepts and principles. The 

aim of the FA procedure is to detect patterns in shariah value orientations that explain 

behaviour in the broader investment market from smaller number of variables (Field, 

2005). The data consist of categorical scale variables which are suited for this technique 

(Comrey & Lee, 1992).

5.5.4 Objective A3 and Hypothesis H3 

The objective of H3 is to determine attitudes and perceptions toward IUTs. The 

methodology used to evaluate respondents’ attitude and perceptions of IUTs rely on 

studies in Islamic bank selection and marketing owing to lack of similar research in the 

area of Islamic investments. The common behavioural criterion in these studies is a 

leaning toward customer/client perceptions of: ‘efficient service’; ‘friendliness of 

personnel’; lower bank charges’; and, ‘higher returns’ (Kaynak, Kucukemiroglu & 

Odabasi, 1991; Holstius & Kaynak, 1995). Metawa and Almossawi (1998) test for 

satisfaction with investment accounts, adherence to shariah and return on funds invested 

using chi-square contingency tables and descriptive statistics. 

In Malaysia, the Securities Commission (SCM) undertakes a series of measures at 

instilling awareness of Islamic finance in the equity investment market.
123

 It does so 

through media coverage, advertising, publicity, academic studies, seminars and a 

dedicated investors’ website. An important factor identified by Jaffer (2004) and Henry 

and Wilson (2004) that is designed to influence attitudes and perceptions of IUTs is the 

123

 These endeavours are specifically reported on in its Annual Reports.
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revival in religious consciousness amongst Muslims and desires driven by political 

externalities. 

However, Hamid and Nordin (2001) find that adherents to the faith cannot 

distinguish adequately between Islamic and conventional banking and finance. A study 

by Loonat (2004) in South Africa show how sub-standard and fraudulent management 

Islamic banking practices affect changes in attitude and perceptions of Islamic finance. 

This experience followed the collapse of the ‘Islamic Bank Limited’
124

 in 1997 in that 

country. Evidence of other factors affecting behavioural attitudes and perceptions in the 

UK is provided by Dar (2003; 2004). His study suggests customs, culture, education and 

religious consciousness are significant predictors of Islamic finance behaviour. 

Lichtenstein et al. (1999) hypothesise that perceptions are also influenced by agents and 

brokers – many of whom are driven by fee and commission concerns.

The objective of this analysis is to examine the factors influencing attitudes and 

perceptions toward Islamic unit trusts (IUTs) in Malaysia. 

5.5.4.1 Hypothesis H3

Evidence in studies mentioned in Table 3.2 and section 5.5.4 suggest reasons other than 

religious and ethical factors that shape attitudes and perceptions toward Islamic equity 

funds. For this reason, it is hypothesised that:

H3 = Attitudes and perceptions toward Islamic unit trusts are not driven solely by 

religious and ethical concerns

124

 The Islamic Bank Limited (South Africa) collapsed in 1997 with liabilities of more than R200m 

through fraud, corruption and nepotism. Its collapse created profound negative perceptions of Islamic 

banking and finance in that country with far reaching consequences for other emerging Islamic financial 

institutions. The Reserve Bank of South Africa subsequently introduced austerity measures effectively 

forcing changes to the nature and operation of Islamic finance.  One such measure was the prohibition of 

the description ‘Islamic’ in the naming of financial institutions.      
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5.5.4.2 Model estimation for testing H3

The variables in question B8 are Lickert-scaled – 5 ‘strongly agree’; 4 ‘agree’; 3 

‘disagree’; 2 ‘strongly disagree’; 1 ‘no opinion’. The FA procedure seeks to ascertain 

which factors significantly impact respondents’ attitude and perceptions toward IUTs. 

The ‘principal component’ method is used in factor extraction. The direct oblimin 

method of rotation is selected to test correlations between factors.

5.5.5 Objective B1 and Hypothesis H4 

The objective of H4 is to examine risk/return characteristics. Risk/return evaluation is 

one of the most researched and academically written issues in investment theory (Bodie 

et al., 2007; Brailsford, 2004). The importance of investors’ risk characterisation is 

accentuated by its significance in Islamic and conventional finance. Rosly (2005) argues 

that, as in conventional investment theory, returns demanded under shariah finance are 

also commensurate with risks. Elgari (2004, p. 152) argue that “the plain-vanilla form of 

an investment portfolio, built and managed on the criteria of Islamic investment, is still

the staple form”. The ‘staple form’ alludes to risk-aversion. 

If these arguments are endorsed, then the risk/return profiles and expectations of 

Islamic individuals will exhibit similar characteristics and expectations as conventional 

investors. That is because (except for prohibited categories of assets and shariah 

constraints) both investor classes are assumed to share similar wants (y1) and 

expectations (y3) (as outlined in Panel B Figure 5.1). Finucane (2002) argue that 

investors’ decisions are affected by quantitative dimensions of risk as well as multi-

dimensional qualitative factors. These assumptions have however, not been tested 

empirically in the behaviour of Malaysian Islamic investors. This stems from the paucity 
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of research in this area of Islamic finance. In relation to risks, Rosly and Abu Bakr 

(2003)
125

 argue:

Islam enjoins risk-taking but prohibits risk-avoidance. Risk-aversion is one form of risk-taking. 

Risk-averse individuals will take more risks with higher expected return. But risk-avoidance 

individuals demand contractual profits with full capital protection.

It may be inferred from this argument that different risk/return profiles are tolerable in 

Islamic finance. However, this argument is overshadowed by ethical restrictions 

imposed on ‘excessive risk’ under shariah law. It requires investors to be careful in 

financial dealings and in establishing risk/return tolerances. In Malaysia, there are clear 

choice alternatives between Islamic and non-Islamic investments. Investors are 

therefore, exposed to a variety of risk/return alternatives. For this reason the risk/return 

paradigm is decomposed into a number of subsets for empirical testing.

5.5.5.1 Sub-objective B1a and Hypothesis H4a

Hypothesis H4a is concerned with examining respondents’ risk behaviour. Choice 

between competing investment alternatives is often perceived in terms of quantity of risk 

and returns (Peirson et al., 1997). Survey questions B10 and B11 seek to examine the 

risk/return preferences of respondents. Using the Tversky and Kahneman (1981) 

behavioural finance argument, respondents’ risk/return profiles serve as an important 

reference point in evaluating investment behaviour. According to Lichtenstein et al. 

(1999), establishing some appropriate reference point is an indicator of investors’ 

expectations. If the reference point (expectations) is set too high, equity funds will be 

unable to attract new investments since investors will be in search of higher reward 

alternatives, notwithstanding this may transcend gharar/maysir boundaries. On the other 

hand, Lichtenstein et al. (1999, p. 200) argue that “…if investors lack knowledge that 

125

 Strictly, their argument centred on risk characterisation in the riba/al-bay risk paradigm. 
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the average market return is the appropriate reference point, it is unlikely that problem 

recognition will be triggered when below-market returns are obtained”. 

Intuitively, movements to or away from the reference point will trigger 

sensitivity to funds earmarked for investment. Eventually, investors will revert to market 

benchmarks (such as the KLCI index, Edge-Lipper, Star–S&P ratings in Malaysia) in 

committing funds to new investment – often by way of ‘mental accounting’ (Bodie et 

al., 2007). For this reason it is hypothesised that:

H4a = Since financial dealings are ethically constrained within shariah parameters, it 

is hypothesised that respondents are risk-averse in equity dealings and 

expectations

Addressing H4a requires characterising respondents’ risk/return profiles. This behaviour 

is demonstrated in descriptive statistics for the variables invoption (survey question 

B10) and faireturn (B11). This methodology is used by Hanson and Tranter (2006) in 

their study. 

5.5.5.2 Sub-objective B1b Hypothesis H4b

 Hypothesis H4b examines demographic influence on risk/return expectations. Studies 

by Lewellen, Lease and Shlarbaum (1977) show that alternative investment goals are 

influenced by demographic patterns measured by risk/return ratings and asset portfolio 

make-up. This methodology is used to detect for example, gender and social class bias in 

investment behaviour (Bodie et al., 2007, p. 649).

A survey of investors by Merrill Lynch (Graham et al., 2002) ranked investors 

according to personalities with gender risk differentiation being a strong motive in 

investment behaviour. It may be assumed that Malaysian individuals portray the same 

risk profiles. It is therefore hypothesised that: 
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H4b = Demographic profiles are positively related to Islamic risk/return investment 

behaviour 

Hanson and Tranter (2006) decompose demographic attributes to examine differences in 

share ownership. The same methodology is used to present risk characterisation based 

on demographic profiles. 

5.5.5.3 Sub-objective B1c and Hypothesis H4c 

Hypothesis H4c examines risk/return behaviour in terms of asset class preferences. This 

hypothesis is tested based on Shefrins’ (2002) study that people are risk-seeking through 

being easily tempted by the lure of quick profits – even when outcomes are highly 

uncertain. Shiller (2003, p. 5) asserts that “…talk attracts attention, leading to word-of-

mouth enthusiasm” thereby creating new “popular models”. This process enhances 

speculative demand. Investors then take on greater risks, thereby starting the speculative 

bubble. 

There is no evidence of this type of behaviour among Malaysian investors based 

on fund performance studies. However, Sen (2003) argue that prior to the 1997 currency 

crises, Malaysian investors were attracted by the lure of higher stock market returns.

After the crises, according to Gan (2007) equity investors were less susceptible to exit 

the market presumably for fear of crystallising losses. He also argues that, through 

market timing, many new unit trust funds were launched immediately after the market 

turmoil building portfolios consisting of mainly undervalued stocks. As a result, many 

present equity funds started out with low asset bases allowing managers to attribute 

higher positive returns in later years to superior management skills. Since fund entry 

prices were low, this may have lured investors back into the market. 
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However, both Brailsford et al. (2004) and Bodie et al. (2007) argue that risk/ 

return expectations differ between asset classes. People attach different expectations to 

different assets. Hirt, Block and Basu (2006) argue that in times of high market 

volatility, investors resort to asset ‘switching’ – they abandon risky investments and 

switch to fixed-income securities. On the basis of these arguments, it is hypothesised 

that:

H4c = Malaysian Islamic investors display different risk/return behaviour between 

different asset classes and prefer less risky investments 

The data for testing this hypothesis are responses to survey question B12. The data is 

non-parametric and ordinal and not normally distributed. For this reason the Friedman 

test of related samples is well suited for testing differences between sets of related scores 

(Francis, 2007).

5.5.6 Objective B2 and Hypothesis H5

This hypothesis examines economic and market factors that significantly influence 

investment decision-making.

This objective relates to the y1:x1 and y2:x2 relationships in Figure 5.1. It assumes that 

decision-making is also dependent on extraneous factors. It may be asked: which of 

these factors are most influential in decision-making? 

Besanko, Dranove, Shanley and Schaefer (2004) hold that decision-making is 

strategised taking in a whole-of-economy approach. In relation to external factors, 

Henry and Wilson (2004), Warde (2004), Vogel and Hayes (1998) and Wilson (2004c) 

argue that a combination of geopolitical, government initiatives, private and sovereign 

equity fund investment and economic factors contribute to Islamic investor sentiment. 

These ultimately feed into Islamic equity participation. Shiller (2005) points out that 
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globalisation make financial markets susceptible to extraneous forces beyond the control 

of national governments.

In relation to Malaysia, Rosly (2005), Yacob (2002) and Wilson (2002) argue 

that Malaysia has been one of the primary beneficiaries of Islamic finance through 

capital flight. Considering these influences, Wilson (2007) argues that shariah 

compliance alone is incapable of influencing Islamic investment outcomes. Foreign 

competition for one is another factor. Other factors include direct stimulatory measures. 

These include: SCM initiatives through its Islamic Capital Market endeavours; 

expanding the remit of equity fund participation indirectly (through the promotional 

efforts of the FMUTM); directly through market initiatives (licensing, brokerage and 

stock-screening) and internationally (for example, cooperative arrangements with the 

Bahrain Monetary Agency). As a consequence of these developments it is hypothesised 

that:

H5 = Decision-making related to Islamic equity funds is significantly dependent on 

economic and non-religious factors   

Survey question B14 provides data for analysing this hypothesis. It is assumed Islamic 

investors are no different in their decision-making: they take cognisance of other factors 

before committing investable funds. The B14 data is categorical and does not meet the 

strict conditions of normality. The factor analysis procedure is used to identify factors 

significantly influencing decision-making. 

5.5.6.1 Model estimation for testing H5

Factor analysis (FA) is considered the appropriate statistical technique to use as 

discussed in section 5.5.3.2.3. The data reduction method is used to identify factor 
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dimensions among the 15 variable responses in B14. The ‘principal axis factoring’ 

method with direct oblimin is used in factor extraction. 

5.5.7 Objective B3 and Hypothesis H6 

Hypothesis H6 examines asset allocation preferences. Not all respondents own assets, 

stock market shares and investments in equity funds. Responses to survey question B15 

is designed to overcome this limitation together with gaining an insight of investors’ 

asset preferences. Each respondent is asked to construct a hypothetical portfolio by 

allocating RM50 000 between seven asset classes. This technique allows the study to 

determine investors’ asset choice. Tahir (2004) use this technique to determine 

respondents’ selection of equity stocks and the construction of hypothetical equity 

portfolios. 

Two objectives are sought using this technique: (1) to examine respondents’ 

asset preferences; and, (2) to predict asset ownership.  

5.5.7.1 Examining asset preferences 

The data for analysis is responses to survey question B15. Descriptive statistics show 

asset preferences analysed in terms of demographics. Chi-square test of association is 

used to test association between variables and whether such associations are significant. 

5.5.7.2 Predicting asset ownership

Evidence of asset holdings is presented in Table 6.2. However, this information is 

limited to only those possessing assets. On the other hand Table 7.7 shows asset 

preferences (choice) of all respondents. Using data from both tables, it may be possible 

to predict demand for Islamic equity funds. In estimating the demand for Islamic 
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financial services in the UK, Dar (2004) uses socio-economic data of 500 respondents in 

the estimation models. The Dar (2004) research uses the logit regression model to 

estimate demand. 

However, the objective here is to predict demand for Islamic equity funds given 

data in Tables 6.2 and 7.7. As a guide, Hanson and Tranter (2006) use demographic 

profiles (in the multivariate case) to predict ownership/non-ownership, and ethical/non-

ethical membership using dichotomous dependent variables. Hanson and Tranter (2006) 

(citing Long, 1997) also use logistic regression as the appropriate estimation method in 

their research. This research emulates the Hanson and Tranter methodology using 

demographic variables to predict IUT demand from logistic regression and odd ratio 

modelling. 

Given this information, it is hypothesised that:    

H6 = Demographics and personal attributes are positively related to demand for IUTs

The model for testing is the logistic regression equation:

 ln iutinvestB  =  0 + 1 x gender + 2 x agecat + 3 x occupation + 4 x educlevel + 5 x

income          (5.6)

Where: ln iutinvestB = dependent variable (invest in IUTs question B15)

0         = constant term; 

1… 5 = the predictor variables.

5.6 ADDRESSING RESEARCH QUESTION SIX 

This section relates to examining the influence of fund size and performance on 

investment behaviour. Research question six relates to the X3 variable in equation 5.1 

and the y3:x3 relationship in the TM. As identified in Table 3.2, quantitative fund 

performance research dominates empirical studies concerning Malaysian IEFs. 
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Brailsford et al. (2004) argue that ‘past performance’ is used extensively in quantitative 

analysis to measure performance.
126

 They ague that evidence suggests past performance 

is not a reliable predictor of future performance

Individual investors are however, more inclined to look at financial performance, 

dividends and bonus payouts (Gan, 2007; Iqbal, M., 2004; Abdul Rashid, 2006; Wilson, 

1997a). Schwartz (2003) argues that many ethical investors are not swayed by profit 

motives. Hanson and Tranter (2006) show that the greater the dispersion of share 

ownership, the less likelihood there is of investors exercising ethical behaviour. Wilson 

(1997a, p. 1326) argues that ownership of ethical assets may be persuaded by “feel 

good” factors such that investors “…can have a good conscience about the returns on 

their assets”. 

The dilemma facing Islamic investors is the trade-off between ethical values and 

fair returns (or rewards) on investments free of riba-type returns (Wilson, 1997b). It is 

arguable which criteria takes precedence but al-Tamimi (2006) argues (in the context of 

UAE financial markets) that religious reason is one of the least influential factors in 

Islamic investment behaviour. Instead, he finds attractive returns, ‘get-rich-quick’ 

expectations and past performance are some of the most influential investment 

behavioural factors.

Tahir (2004) on the other hand find that shariah compliance is a strong 

determinant in equity selection and investment behaviour. Moreover, the research finds 

return expectations between Muslim and non-Muslim investors are indistinguishable –

both groups rely on similar decision-making criteria in portfolio construction.   

126

 Brailsford et al.(2004, p. 713) citing Sweeny Research (2001) show 54 percent of respondents regard 

long-term performance as the most important investment criteria while the ASIC (2002) discussion paper 

show 70 percent of investors regard past performance as important.  
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5.6.1 Objective B4 and Hypothesis H7 

Hypothesis H7 consists of two tests that seeks to examine the influence of unit trust fund 

size and performance on investment behaviour.

The studies in section 5.6 suggest investors are interested in three potential sources of 

returns from equity funds – dividend income, capital gains and equity rewards (price 

appreciation) (Bodie et al., 2007). But Bollen and Cohen (2006), Naughton and

Naughton (2000), Schwartz (2003) and Sparkes (1994) argue that ethical investors may 

be prepared to sacrifice returns to uphold principles and beliefs. Further, Brailsford et al. 

(2004) argue that investors are also attracted to equity funds through sophisticated 

marketing and distracted through poor performance. On the other hand the ‘loss 

aversion’ theory of Tversky and Kahneman (1991) proposes that investors place more 

weight on ‘potential’ losses than gains. Between these extremes, Bodie et al. (2007) 

argue preferences vary as wealth changes in ways inconsistent with economic theory and 

for reasons inexplicable by investment theory. This is also the view of (Statman, 2005a). 

Al-Tamimi (2006) find Muslim investors look beyond fund performance when 

deciding to invest in mutual funds. Risk consideration, global diversification, fund size 

and reputation are some of the reasons advanced (Siddiqui, 2004, 2007; Wilson, 2002). 

Elton, Gruber, Brown and Goetzman (2003, pp. 652–654) presents evidence of a number 

of these variables and their effect on performance. First, managers with lower turnover 

perform better than those with higher turnover caused by transactions costs. Second, 

funds with lower MER to assets perform better than those with higher ratios. Third, fund 

size does influence performance. Large funds have greater diversification benefits and 

are able to spread costs over larger portfolio holdings. 

More recently, research by Bollen and Cohen (2006) suggests that non-financial 

investment attributes affect investor behaviour. Studying relations between net fund 



197

flow (subscriptions and redemptions) and fund performance, their model provides a 

deeper insight in the decision-making process of SRI investors. They theorise that fund 

flow volatility is lower in SRI funds over conventional funds and, the fund-flow to 

performance relationship is weaker in SRI funds. Based on these studies it is 

hypothesised that:

H7a = Fund management, fund size, risk and rewards positively influence investors’ 

choice to invest in Islamic funds 

H7b = Islamic investors will act rationally by subscribing or redeeming equity fund 

units based on fund performance     

5.6.2 Model estimations for testing H7a

Two statistical analyses are undertaken to address H7a. The first examines market 

concentration ratios as a means of analysing the influence of fund management and size

on investors’ equity fund choice. The second examines fund performance as a function 

of equity fund choice.

5.6.2.1 Industry trends, concentration ratios and fund size

In economic theory, concentration ratios measure the extent of market dominance by 

firms (McTaggart, Findlay & Parkin, 1999). In this study, concentration ratios are used 

to express market share of each equity fund. These are aggregated to account for market 

share by fund management companies. In turn, individual market share of dominant 

management companies indicate the extent to which those firms are able to influence 

choice. This methodology is justified for a number of reasons.  

According to Brailsford et al. (2004, p. 61), “…the choice of investment vehicle 

is a function of investment funds available, and the size and sophistication of the 

investment management group”. Elton et al. (2003) and Gitman and Joehnk (2005a) 

argue that investment choice depends on fund size. They show management funds are 
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able to exert influence through size based on: the amount of advertising; control over 

broker/agency networks; manipulating front and back-end fees; maintaining market 

reputation; low management expense ratios; and, competitive risk/return expectations. 

Grewal (2007) and Khorana and Servaes (1999) argue that fund managers influence 

choice by continually introducing new fund types to retain fund membership and attract 

new investors.

In Malaysia, the small number of fund management companies (see Table 7.9) 

that dominate the equity fund market
127

 characterise an oligopoly market structure. In 

this structure, dominant managers possess the ability through size, to exercise influence 

over investment choice by acting as price-setters – unless such behaviour is offset by 

significant product differentiation by smaller firms (Hasan, 2006; Koutsoyiannis, 1979; 

McTaggart, Findlay and Parkin, 1999).   

This part of the analysis examines fund concentration ratios of top Malaysian 

funds, older funds and small funds. The objective is to demonstrate the extent to which 

oligopolist fund managers are able impact investment choice through market power. 

5.6.2.2 Model estimation of fund performance

Concentration ratios however, only confirm firm size influence. Fund performance 

provides another link between market concentration and market behaviour.

The model for testing this part of H7a uses the regression equation:

Reti o  (5.7)

Where:

Reti =  absolute returns 

=  annualised variability of fund’s return over 3 years

=  fund size 

o =  intercept term

=  residual

Cummings (2000) and Tahir (2004) use similar methodology to examine equity returns.

127

For the purposes of this research, life office and banking institutions are left out of this category. 
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5.6.2.3 Analysing Fund flows to test Hypothesis H7b

Fund flows reveal how investors react to the level of management sophistication 

(Chevalier & Ellison, 1997; Sirri & Tufano, 1998). Since subscription/redemption 

information is difficult to obtain, fund flow is inferred from the funds’ actual financial 

performance reported in annual financial statements. Calculating fund flow is achieved 

using the model of Bollen and Cohen (2006) in equations 5.8 and 5.9. 

Ri, t = (NAVi, t –  NAVi, t-1  + Di,t) / NAVi, t-1           (5.8)

Where: 

Ri, t = holding period return

NAVi, t = net asset value per share

Di,t = dividends and bonuses received per share

Funds flow is then estimated from equation 5.8 such that:

DFi,t = TNAi,t – TNAi,t-1 (1 + Ri, t) (5.9)

Where:

DFi,t = dollar flow

TNAi,t = total net assets

Equation 5.9 is rescaled to reflect percentage flows. Fund flows may occur at the 

beginning of the period as used by Zheng (1999) or end of the period as used by Sirri 

and Tufano (1998). According to Bollen and Cohen (2006) and Zheng (1999) both 

methods return qualitatively similar results.

5.6.2.4 Fund flow data source 

The data for analyses is accessed from published annual financial statements of selected 

funds. The data interval is a minimum 3 years and maximum 5 years ending December 

2006. This procedure involves examining lagged financial data and performance since 

annual reports disclose performance for the preceding financial period. For this reason, 

respondents are assumed to react to fund performance ex post fund financial year.    
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5.7 ADDRESSING RESEARCH QUESTION SEVEN 

This section discusses the use of structural equation modelling (SEM) to evaluate 

decision-making behaviour.

The seventh research question posited is: 

Can Islamic investment decision-making be determined from the theoretical 

conceptualised model?

Equation 5.1 developed in section 5.2 is used to address this question. 

Y1 = f (X1 + X2 + X3 + …+ Xn)

The test results related to the X1, X2 and X3 behavioural variables are reported in 

Chapters 6 and 7 using a number of different multivariate data analysis techniques. 

However, Besanko et al. (2004) argue that the economics of strategy is most often 

exemplified in the ex post behaviour of decision-makers whereas investment theory 

postulates strategy should initially be exercised in ex ante decision-making (Copeland & 

Weston, 1992; Peirson et al., 1997). This research postulates that if all respondents are 

assumed to be investors, then their separate behavioural traits revealed in hypothesis 

testing may be summated to reveal macro decision-making patterns. Thus, given the 

observed X1, X2 and X3 variable relationships, the Xn variables may be construed as 

higher–order latent constructs which, when combined with the other X variables, offer a 

deeper evaluation of decision-making and investment behaviour (Tyler & Stanley, 

1999). 

Although no SEM studies exist in relation to Islamic investment behaviour, 

support for the present model is found in research by Babakus, Eroglu & Yavas (2004), 

Erol and Bdour (1989) and Kaynak and Yavas (1985). The use of SEM modelling for 

testing equation 5.1 is rooted in theory (Byrne, 2001) as discussed in sections 5.2 and 

5.3. Byrne (2001) and Hair et al. (2006) however, hold that SEM analysis involving 
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complex construct interrelationships can also be guided by the researchers’ objective 

judgment as well as intuition and reality. 

5.7.1 Hypothesis H8 and objective C 

Hypothesis H8 examines factors that determine decision-making behaviour.

5.7.1.1 Hypothesis H8 development

Erol and Bdour (1989) and Metawa and Almossawi (1998) argue that inclinations 

toward Islamic banks are made up of a number behavioural factors that include 

demographics, attitudes and loyalty factors. Gerrard and Cunningham (1997) find weak 

relationship between understanding and appreciation of Islamic finance concepts (for 

example, riba) and finance behaviour. Bley and Kuehn (2004) find positive relationships 

between understanding of Islamic finance concepts and behaviour based on language, 

customs and level of education. Tahir (2004) shows there is a strong affinity for shariah 

compliant equity investment based on religious convictions. Babakus, Eroglu & Yavas 

(2004) use SEM analysis and find that consumer bank choice is a multifaceted 

combination of demographics, experience, credibility and personal attitudes.

From these studies it may be hypothesised:

H8 – The determinants of Malaysian Islamic decision-making behaviour are not framed 

entirely by ethical values and concerns 

5.7.1.2 Objective

The objective is to test whether the argument in hypothesis H8 is sustained by using the 

SEM technique. This is achieved by testing whether the decision-making model fits 

investors’ response data. The methodology involved is a dual step process according to 

Anderson and Gerbing (1988). It involves firstly, fitting a structural model accomplished 
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through the design of path analysis and, secondly, validating the measurement model 

using confirmatory factor analysis (Babakus et al. 2004; Gunawan, 1998).

Statistical tests of hypothesised relationships in Chapters 6 and 7 examine single 

relationships at a time. Hair et al. (2006, p. 705) argue that “…even the techniques 

allowing for multiple dependent variables such as multivariate analysis of 

variance…still represent only a single relationship between dependent and independent 

variables”. They contend the SEM technique overcomes this limitation.

5.8 THE SEM FRAMEWORK FOR TESTING RELATIONSHIPS 

The explanatory framework of hypothesised relationships is presented in the theoretical 

model (TM). Using the TM a SEM framework with latent constructs is presented in 

Table 8.1. It shows constructs associated with predictor variables describing the 

‘decision process’. The rationale is supported in research by Babakus, Eroglu & Yavas 

(2004). But McKechnie (1992) argues that a generalised conceptualised framework for 

(consumer) decision-making is yet to be developed. The generalised framework of latent 

(unobserved) variables for the SEM analysis in Table 8.1 is supported in studies by 

Almahmeed and Edris (1997); Dar (2004); Erol & El-Bdour (1989); Erol et al. (1990); 

Gerrard and Cunningham (1997); Hamid & Nordin, (2001); Haron et al. (1994); Kaynak 

et al. (1991); Loonat (2004); Metawa and Almossawi (1998); Naser, Jamal & Al-Khatib

(1999); Omer (1992) and Yavas (1988). 

However, these studies focus mainly on behaviour at the initial attribute level. That 

is, they merely identify important determinants of individual consumption/investment 

behaviour. As such, they do not “…adequately capture the important higher-level

abstractions” (Babakus et al., 2004, p. 462). According to Tyler and Stanley (1999), the 

SEM analysis addresses this void. The specialised framework postulated in Table 8.1 is 
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further supported in constructs postulated by Rosly (2005),
128

 Kahf (1976; 1978) Chapra 

(2005) and the methodology suggested by Bagozzi and Heatherton (1994). 

Table 8.1 summarises the direction of variable relationships based on test results 

reported in Chapters 6 and 7. In turn, these results develop the framework that identify 

higher-order dimensions, generally following the schematic outlines used by Babakus et 

al. (2004.) These dimensions transcend initial attribute-levels – that is, those listed in the 

‘TM construct’ column. The latent constructs identified in the last column represent 

composites of multiple indicators of each factor relationship (Bagozzi & Heatherton, 

1994). 

Table 5.1The SEM Framework

Variable Source –

responses to survey 

questions (SQ)

Hypo-

thesis

TM 

construct

Relationships Direction of  

relationships

Latent

construct

SQ  A1 – A8 H1a y1, x1 Demographics/ownership 

of Islamic funds

Positive None

SQ  B1, B2, B3 H1b y1, x1 Familiarity with market 

/investment in Islamic 

funds

Negative Familiarity

SQ  B4, B5 H1b y2, x2 Shariah concepts/other 

investments

Negative Concepts

SQ  B4, B5, B6, B7, B8 H2 y1, x1;

 y2, x2

Shariah ethics/decision-

making

Mixed Principles

SQ  B8 H3 y1, x1;

 y3, x3

Attitudes towards 

IUT/religious concerns

Negative Attitudes

SQ  B11 H4a y1, x1; 

y3, x3

Risk/return 

profiles/aversion

Positive None

SQ  A1 – A5, B12 H4b y1, x1; 

y3, x3

Different investment 

profiles/ different 

risk/return attitudes

Positive None

SQ  A1, A2, B10, B11, 

B12

H4c y1, x1; 

y3, x3

Asset class /perception of 

riskiness

Positive None

SQ  B14 H5 y1, x1 Market factors/decision 

making

Mixed Market

SQ  B15 H6 y1, x1 Asset 

preferences/determined by 

personal attributes

Mixed None

Table 8.1 reconciles hypothesis tested in Chapters 6 and 7 and the directions of test 

results in those chapters. The final column identifies in bold, constructs featured in the 

128

See especially models conceptualised in Rosly (2005, pp. 8; 26; 344; 409)
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SEM models. In Table 5.1 variable relationships in column four are observed while 

latent constructs in column six are unobserved. 

The rationale for identifying the latent constructs is firstly, to test multiple 

relationships appearing in the SEM models; second, to simultaneously examine 

interrelationships between latent constructs through regression paths (Kline, 1998); 

third, to eliminate spurious relationships (Hair et al, 2006); fourth, to reduce unexplained 

variances in residuals (Baumgartner & Homburg, 1996; Hayduck, 1987); and, finally, to 

assist in assessing model validity (Bentler & Chou, 1987; Cliff, 1983; Hair et al., 2006). 

The latter author recommend that observed variables associated with each construct be 

tested for reliability to ensure internal consistency. Hence, this analysis only recognises 

variables with significant factor loadings (identified in factor analyses – see Table 8.2).

The five latent constructs in the last column (in bold) represent five dimensions of 

investment behaviour. These are: (1) familiarity – respondents’ familiarity and 

awareness with IUTs, market intermediaries and concepts; (2) concepts – the 

understanding of shariah concepts; (3) principles – the importance of shariah principles 

as distinct from concepts; (4) attitudes – respondents’ perceptions and attitudes toward 

IUTs; and, (5) market – the influence of economic and equity market factors that 

influence decision-making. Viewed concurrently, these dimensions postulate that 

decision-making is manifested in interrelationships between latent constructs. The latent 

constructs explain Islamic decision-making investment behaviour to the extent the SEM 

model fits the manifest (observed) data. 

5.9 DATASETS AND DATA COLLECTION METHODOLOGY

5.9.1 Selecting ‘questionnaire survey’ as the data collection method

The cross-sectional questionnaire survey methodology is used for collecting data for 

hypotheses testing. In relation to the y1: x1 behavioural construct, the survey is used to 
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gather social data related to respondents’ demographics, attitudes, perceptions and 

investment profiles. The reasons for choosing questionnaire survey for data gathering are: 

surveys are versatile, standardised and efficient; they allow data variety; and, they are 

capable of use to study large samples (Neuman, 2006; Walter, 2006).

The survey method is a cross-sectional design drawn randomly from a 

geographically stratified sample (Walter, 2006) of Malaysian Muslim individuals. 

According to Neuman (2006, p. 37) cross-sectional research can be “exploratory, 

descriptive or explanatory”. To estimate the Islamic investor population, the SCM 

publishes aggregates of shariah-based units in circulation and the number of shariah-based 

investment accounts (see Table 4.2). As these statistics do not stratify investors in terms of 

groups, this survey method can be classed as ‘exploratory’ based on Neuman’s definition. 

The survey method is used in previous Islamic finance research by Gerrard and 

Cunningham (1997); Haron, Norafifah, and Planisek (1994); Loonat (2004); Nathie 

(2004); Naser, Jamal and Al-Khatib (1999) and Tahir (2004). 

The survey targets Muslim respondents aged 18–66 and over. To the best of the 

author’s knowledge based on the literature review, no previous research targeted 

Malaysian individuals in an investment behavioural setting. This survey was shaped 

largely by the randomness of respondents and their exposure to equity and other 

investments. 

5.9.2 Nature of data 

The nature of data collected from individuals is both categorical and metric. The survey 

questionnaire asked questions (categorical) of social concerns, personal attitudes and 

perceptions, and questions related to investment decision-making. Quantitative (metric) 

data consists of hypothetical fund allocation portfolio construction data (question B15).  
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Panel data and content analysis is used in ‘funds flow’ analysis. Equity fund size and 

performance data is sourced from data published by S&P.

5.10 SAMPLING PROCESS & DATA    

5.10.1 Sampling process

The sample selection process involves defining the population, selecting the sampling 

method and deciding on the appropriate number of observations to collect for examination. 

5.10.1.1 Defining the population

Since the primary research emphasis is the study of Islamic equity fund behaviour, the 

population of interest sampled is confined to Muslim respondents. However, to maintain 

randomness and non-bias, the survey is aimed at any individual who accept shariah-based 

equity funds as an investment alternative. In defining Muslim respondents the 

methodology adopted by Dar (2004, p. 24) was retained namely, survey assistants were 

instructed to avoid questions related to religious affiliations. This procedure was intended 

to avoid any semblance of controversy from individuals who may have had differing 

opinions on Islamic finance.

5.10.1.2 Selecting the sampling method

A stratified random sampling procedure was adopted. Sample selection was 

operationalised through a technique that closely approximated the population on a state-

by-state basis. The non-probability technique was used to collect the sample, as is usually 

the case in many social research studies (Walter, 2006). However, even under this method, 

random sampling was pursued based on stratifying the targeted population based on 

locality and geographic spread. 
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To ensure non-bias selection, individuals were randomly approached by phone 

before the survey instrument was administered. This method is considered appropriate by 

Neuman (2006) as it provides one way of avoiding sample bias. Other reasons for using 

this method included: ensuring representativeness; systematising the collection; avoiding 

‘over-sampling’ by defining quotas; defining the targeted population; reducing survey 

time; and, arranging suitable times for interviews. Further, the stratification technique was 

decided after input from academic staff of the Kulliyah of Economics at the International 

Islamic University Malaysia acquainted with past surveys. Further, two persons with prior 

survey administration experience were contacted and consulted for advice on the 

appropriateness of the method and its implementation. Both persons consented to act as 

survey supervisors. 

5.10.1.3 Establishing appropriate sample size

Deciding on an appropriate sample size required evaluating a number of factors. The 

first consideration is the heterogeneity of variables – age, income, investment 

ownership, Islamic concepts, return expectations, risk profiles and fund allocation. The 

second consideration is the number of variables required for factor analysis, logistic 

regression and structural equation modelling. These factors require large samples 

according to Francis (2007), Hair et al. (2006), and Tabachnick and Fidell (2001) 

although for SEM analysis, large samples do not necessarily return better model fit 

outcomes (Byrne, 2001; Bentler & Chou, 1989). 

A useful guide in determining sample size is the statistics compiled by the 

Securities Commission on the number of accounts in unit trust funds. Looking at Table 4.2 

there are 11.6 million unit trust accounts (December, 2006) of which approximately 9%

(1.04 million) constitute shariah-based accounts. On this basis, using sample estimates 
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suggested by Neuman (2006, pp. 242–243) a sample size of 1000 is considered adequate. 

The 1000 sample size was further stratified in terms of geographic areas and states. This 

measure was taken to ensure, according to Neuman (2006), that the sample was not 

unrepresentative of the population. Another advantage of this procedure was to ensure that 

the sampling method was not haphazard, biased nor completely non-probability. In effect, 

this process incorporated a quota sampling technique as well.

Sample size is also determined by the relationship between alpha, power and effect 

(Francis, 2007). Thus, based on an alpha of .05, power at .95 and (assuming two 

independent samples t-test) a small effect size, this requires 542 observations per group or 

1084 observations based on Cohens’ (1988) sample size tables (Asraf & Brewer, 2004). 

Furthermore, Creswell and Plano Clark (2007) suggest that to reduce sample error, sample 

sizes should be large on the basis of tables compiled by Fowler (1988).

However, Hair et al. (1998) suggest a number of sample size criteria for each 

multivariate method. Factor analysis requires sizeable samples for extracting factors with 

significant loadings – they recommend a ten-to-one ratio per variable. According to them, 

some researchers require a minimum of 20 cases for each variable. On this basis, the 

required sample for this research was up-scaled to accommodate 50 cases, given the large 

number of factors to be extracted for multivariate analysis and SEM. In regression 

analysis, a sample ratio of between 15 and 20 metric observations per independent variable 

is required for generalised models (Hair et al., 1998, p. 166). However, for non-metric 

observations, these ratios are much higher to allow for non-linearity. In SEM analysis, 

there is no sample size criterion but Hair et al. (1998, p. 604) note that in relation to model 

size “…as model complexity increases, so do the sample size requirement”. This view is 

shared by Tabachnick and Fidell (2001, p. 659) who argue that SEM “…like factor 

analysis, is a large-sample technique”. 
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Finally, the sample size was compared with those used in previous Islamic 

finance studies. Dar (2004) uses a sample of over 500 respondents to study demand for 

Islamic finance in the UK. Bley and Kuehn (2004) use a sample of 700 from a student 

population in the UAE.  In their Malaysian study, Haron et al. (1994) rely on a sample 

size of 301 respondents that include both Muslim and non-Muslim respondents. The 

study by Gerrard and Cunningham (1997) relies on a sample of 222 after surveying 405 

respondents. The Tahir (2004) survey sample is 800 with 446 acceptable responses from 

which the test sample was drawn. The Naser et al. (1999) study relies on a sample of 

206 drawn from a very restrictive bank client database. It is evident from Dar’s (2004) 

study that covering a large geographic area as well as running logistic regression models 

require larger samples. Further, the sample of over 500 was drawn from an estimated 

UK Muslim population of 1.8 million (Dar, 2004). In this study, a sample of 955 was 

collected from an estimated Malaysian Muslim population of approximately 13.4 

million.
129

Although a sample size of 1000 was decided on, the sample collection was 

stopped at 955 completed responses when the response rate dropped off significantly. To 

test for non-response bias, 39 respondents were contacted who initially expressed a wish 

to partake in the survey but did not respond. Survey questionnaires were left with these 

individuals who were later visited. Of these, only four responded positively. Fifteen 

questionnaires were either incomplete or spoilt and were disregarded in the final data 

count. Further, questionnaires were emailed to 20 staff members of Bank Negara with 

the cooperation of a staff member. Four responses were received through this procedure. 

The final response rate was 94.3%.

129

 Calculated at 50.4% of an estimated total population of 26.64 million for year 2006. See 

http://statistics.gov.my/English/frameset_keystats
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Table 5.2 Distribution of respondents

Area surveyed Name of district Approx. respondents % 

administered

Batu Caves Selangor 30 3.1

Jalan Sultan Ismail Kuala Lumpur 20 2.1

Sabah/Sarawak Sabah/Sarawak 40 4.2

Penang Penang 10 1.0

Kuantan Pahang 50 5.2

KL City & Central Kuala Lumpur 150 15.7

Gombak Selangor 50 5.2

Puchong Selangor 10 1.0

Subang Selangor 10 1.0

Kemaman Terenganu 100 10.5

Temerloh Pahang 10 1.0

Alor Setar Kedah 10 1.0

Miri Sarawak 10 1.0

Kota Kinabalu Sabah 10 1.0

Butterworth Pulau Pinang 10 1.0

Klang Valley KL 80 8.4

Denguil Selangor 20 2.1

Cyberjaya Selangor 20 2.1

Damansara Suburban KL 15 1.6

Putrajaya Putrajaya 15 1.6

Senawang Negeri Sembilan 20 2.1

Rasha Jaya Negeri Sembilan 10 1.0

Bukit Katil Melaka 10 1.0

Baru Berendam Melaka 10 1.0

Ampangan Negeri Sembilan 10 1.0

Seremban Negeri Sembilan 15 1.6

Gombak Selangor 5 0.5

Sri Gombak Selangor 20 2.1

Kg Gajah Perak 30 3.1

Teluk Intan Perak 25 2.6

Batu gajah Perak 25 2.6

Bank Negara KL 10 1.0

Legal fraternity Damansara 10 1.0

Financial institutions Suburban KL 11 1.2

Financial planners Kedah/KL/Penang 10 1.0

University Staff 5 0.5

Internet response 4 0.4

Incomplete 55 5.3

Total Responses 955 100%

Non-usable responses 55 5.7%

Usable sample 900

Response rate 94.3%

5.10.2 Survey development

Developing the survey processes consisted of: deciding on the type of survey; design 

and development of the survey instrument; pre-testing; and, finally, administering the 

instrument.  
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5.10.2.1 Type of survey

The face-to-face survey method was used to administer the survey questionnaire. This 

method was decided on for a number of reasons. First, experience in social research 

indicates face-to-face response rates are generally very high (Walter, 2006). Many 

studies reveal response rates of 85% response and more (de Vaus, 1995). The second 

reason was based on suggestions by Iselin, Mia and Sands (2004) that questionnaires are 

more carefully and comprehensively completed when respondents are helped by 

personal assistance. A third reason is that advanced by Walter (2006) namely, that face-

to-face interviews produce better quality responses and are flexible. Finally, Neuman 

(2006) suggest that complex questions are better responded to when explained by trained 

supervisors. A downside of this method is that it requires more time to administer. 

However, this is partially overcome by adopting standardised practices.

5.10.2.2 Measurement scales 

Measuring variables in terms of categorical and metric values play a major part in 

developing the questionnaire as the nature of these variables determine which statistical 

techniques are most suitable (Walter, 2006). For measuring familiarity, knowledge, 

perceptions and attitude on issues of Islamic ethical investment relevance, the data items 

consist of statements with appropriate response levels. Thus, Lickert scales are assigned 

to questions B2, B3, B4, B5, B8, B12 and B14 for ranking alternatives. As such, ordered 

scales such as “strongly agree – no opinion” measure intrinsic numeric values. The 

purpose is to measure objectively how participants feel or think about investment/ethical 

issues (Neuman, 2006). Ranking responses along ordered categories and levels has the 

advantage of individuals expressing attitudes on measurable scales that can later be 

summated for further analyses.
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5.10.2.3 The questionnaire design

Developing novel ideas and constructs in survey instruments may lead to problems 

associated with untested ideas. For this reason, a number of questionnaires used in 

previous social research studies were examined for guidance, layout and style. 

Intuitively, applying previously tested concepts assumes less likelihood of response 

problems – especially non-response problems. In designing the survey instrument, 

content analysis was undertaken of questionnaire items used in studies by Dar (2004); 

Loonat (2004); Metawa and Almossawi (1998); Naser, Jamal and Al-Khatib (1999); 

and, Tahir (2004).

A draft questionnaire was then prepared for discussion and comment. A revised 

version in new form and content was reviewed
130

 and adapted to ensure ethical 

compliance for social research in Malaysia. A second draft questionnaire was then 

prepared for pre-testing. 

The questionnaire is divided into two parts (see Appendix 1). Part A refers to 

individual demographic items: gender, age, education, occupation and income –

arranged for quick response by way of self-select ‘tick’ boxes. These questions are 

generic in most socio-economic research (Neuman, 2006). Surveying attributes have 

been found to be important determinants of investment behaviour by Barber and Odean 

(2001) and Graham et al. (2002). They also act as a control to determine whether 

individual demographic profiles are significant factors in investment choice, attitudes 

and perceptions, risk tolerance, return expectations and asset preferences.

Survey questions A6, A7 and A8 focus on respondents’ actual asset holdings, 

savings and retirement habits. These questions are adapted from Gitman and Joehnk 

(2005a; 2005b). They relate to savings habits, asset holdings and savings persistence. 
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The review process included assistance from Hassanuddin, Abd Aziz at the IIUM Malaysia.
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Similar questions on individual savings are used by Personal Money magazine Malaysia 

who conduct regular surveys on these issues. There are a number of reasons for posing 

these questions. Firstly, modern portfolio theory assumes investors are risk-averse and 

they have homogeneous expectations – that is, they think alike. The survey responses 

will test if this assumption holds for Islamic investors. Secondly savings habits provide 

the means to examine investment behaviour by matching respondents’ actual asset 

holdings with expected asset allocations (see survey question B15). A further reason for 

these questions is to observe discernable patterns in portfolio allocations. The rationale 

is that when correlated with respondents risk characterisations, the behaviour may 

explain whether respondents exhibit rational investment choice. 

Measures were also taken to ensure data reliance. For example, in part A, 

respondents are not asked if they have a home mortgage. But in question B15, they are 

asked how much funds they would allocate to pay off their mortgage. Thus, those who 

respond to the mortgage question in B15 must necessarily be those who indicate they 

owned a home in question A6. 

Part B addresses a number of variables related to all three TM constructs in 

Figure 5.1. The background to questions B1, B2, B3, B6, B7 and B8 are based on 

observations by Naughton and Naughton (2000) and Obaidullah (2002) and the opinions 

expressed by Yaqubi (2000) and Usmani (2002) relating to Islamic investors’ familiarity 

with the stock market and financial instruments. An important reason for raising these 

questions relate to respondents’ education and awareness programs conducted by the 

Securities Commission
131

 and the FMUTM. Both regulatory bodies are engaged in 

equity fund promotion and publicity. It is also a tool to measure the relationship between 

investor familiarity and awareness and the growth of the IEF industry.

131

 See for example the ‘Investor Education Activities’ for 2006, Securities Commission Annual Report 

2006, p. 6–66. 
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Research by Bley and Kuehn (2004), Gerrard and Cunningham (1997), Naser et 

al. (1999) and Tahir (2004) shows that religious consciousness does influence financial 

and selection behaviour. However, Rosly and Abu Bakar (2003, p. 1249) contend that 

choice based on religious values is often deterministic and that “Muslim people in 

general tend to follow the letter of the law, but with less ethical concern. Islamic 

banking is not an exception”. Hence, questions B4 and B5 seek to gather data to test this 

behavioural paradigm. These questions are also posited to determine investors’ 

knowledge of important shariah concepts and whether respondents apply these in 

practice (A6 and A7) especially in the asset allocative function in B15.  

Questions B6 and B7 are inserted as a check to see whether responses to 

questions B1, B2 and B3 are valid. The rationale for questions B8 and B9 is to elicit 

responses to perceptions and attitudes toward Islamic Unit Trusts (IUT). Another reason 

is to examine which combination of variables are significant factors and in actual 

investment holdings (A6 and A7).

Questions B10, B11 and B12 are adapted from the survey research methodology 

of IFSA (2005) and Tahir (2004). The basis for these questions appear in the works of 

Bodie, Kane and Marcus (2001); Brailsford et al. (2004); and, Gitman and Joehnk 

(2005a). The ideas on risk tolerance and return expectations are adapted from Malkiel 

(2003). The answers to these questions seek to establish the risk/return profiles and 

characterisation of Malaysian Islamic investors. Further, risk/return expectations will be 

used to work out, for example, whether respondents are risk-averse or risk-seeking.

The design of Question B14 is adapted from the IFSA
132

 survey Investor 

Sentiment –Benchmark Research 2005 methodology. The rationale for its inclusion is to 

132

 The Investment and Financial Services Association of Australia. The questionnaire content has been 

used annually to gain insights into investors’ perceptions and attitudes on a variety of investment issues.

http://www.ifsa.com.au/documents/2005_Publications_Sentiment.pdf .
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determine the influence of extraneous factors in decision-making and whether these can 

be linked to key decisions in asset allocation. 

Finally, question B15 is adapted from a technique used in research by IFSA 

(2005) and Tahir (2004). In the present research, respondents are asked to allocate 

RM50 000 to construct asset portfolios given a choice of seven asset classes. The first 

objective of this methodology is to provide testable evidence on Islamic respondents’ 

decision-making behaviour and asset preferences. This objective includes assessment of 

choice between shariah and non-shariah asset classes. Second, a study of the Malaysian 

Islamic unit trust industry (see Tables 4.2 and 4.3) indicates that Islamic Equity Funds 

(IEFs) compete against conventional funds that enjoy a considerable head-start in terms 

of market share. Although IEF market share is increasing on a trend basis (Table 4.2),

the trend is not substantial. Intuitively, this means there is some inherent resistance. It 

also implies many respondents may not prefer Islamic equity funds or any other shariah 

compliant investments. Third, questions A6 and A7 gather evidence on respondents’

actual asset holdings. This means the opinions of those who do not posses any assets 

will be excluded. Question B15 is inserted to fill this void. Allowing the construction of 

hypothetical portfolios allows every respondent to express their asset preference. In this 

way, question B15 is meant to overcome response bias as well as providing a 

standardised methodology of data collection. Fourth, quantitative data from B15 is 

intended to determine Islamic investors’ risk profiles when correlated with questions 

B10, B11 and B12. Finally, question B15 is placed at the end of the questionnaire. This 

was intended to give respondents sufficient background information in preceding 

questions to complete question B15.     
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5.10.2.4 Pre-testing the questionnaire

Thirty second draft survey questionnaires were administered randomly among students, 

bank and financial institution staff, small business employees, professionals and 

university academic staff. The aim of the exercise was: to identify weaknesses in the 

questionnaire; to assess completion time; assess content relevance; language expression 

and comprehension; and, to act as an assessor for final review. Instruction sheets were 

attached to each questionnaire for comment and suggestions. Following this process, the 

survey instrument was finally refined and prepared for survey.

5.10.2.5 Administering the survey

The face-to-face interview method was used to collect the survey data. After stratifying 

the targeted areas, four survey supervisors were appointed and given training in research 

techniques and ethical issues. Following the practice adopted by Dar (2003; 2004), 

surveyors were instructed to stringently avoid religiously sensitive questions and 

importantly, not to assist nor suggest answers to research questions. Each supervisor was 

assigned five assistants to control field work. A plan was devised to collect fifty 

responses per week over a twenty-week period commencing the first week in February 

2007.  Most respondents were initially canvassed by phone, via contacts and networking 

before being actually interviewed.    

An ‘instruction’ and ‘consent to participate’ sheet was attached to each 

questionnaire. Each questionnaire was pre-numbered in handwritten format to avoid 

unauthorised use and to act as a control measure. To avoid interview bias, supervisors 

and assistants were instructed to read the instruction sheet to each participant. Each 

participant was then allowed 10 minutes to peruse the questionnaire before consenting to 

be interviewed. Part A was to be completed by respondents themselves without any
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assistance to avoid probing personal details. Part B was then to be completed in face-to-

face discussion. To secure anonymity and privacy, respondents were asked to place 

completed forms in an envelope and asked to seal this in the presence of survey 

assistants.

5.10.2.6 Data entry, screening and transformation

Completed survey forms were arranged in batches of twenty for data entry.  Each form 

was examined for completeness before processing. As indicated in Table 5.2, a total of 

55 forms were found to be incomplete, spoilt or lacking essential information and left 

out of the final sample count. The full distribution of respondents is shown in Table 5.2.

Questionnaire variables were coded for SPSS data entry. Lickert scales were 

coded 1, 2, 3, 4, 5 – representing ‘strong-to-weak’ (as the case may be) measure of 

response. By convention, missing values were coded 9. Raw SPSS data entry was 

examined for missing values and then amended. Two independent persons using a 

random sample of 50 questionnaires conducted two raw input data audits. The first audit 

found five miscoded/incorrect entry items while three were found in the second audit.

5.10.2.7 Summary survey statistics 

Summary survey statistics are presented in Table 5.3. A test for outliers revealed only 

three entries in the age variable ‘66 over’. Thus a new age category agecat was created 

in which ’66 over’ was recoded to fall into a new ‘56 and over’ category. A low count of 

14 for the ‘trades person’ variable was also found. This variable was then grouped with 

the ‘self-employed’ variable in a new ‘occupation’ category. 
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Table 5.3 Summary statistics of final sample of respondents

Variable Variable short form Frequency                 Percentage

Gender gender

Male 422 47%

Female 478 53%

Age Categories age

18 – 25 years 118 13%

26 – 35 years 354 39%

36 – 45 years 251 28%

46 – 55 years 137 15%

56 and over   40 5%

Highest Level of Education educlevel    

Secondary school 180 20%

Technical education   86 10%

University degree 509 57%

Post-graduate degree 124 13%

Other     1   0%

Occupation occupation

Business person                                                                             76   9%

Trade & self-employed person   79   9%

Professional person               238 26%

Office/clerical person               154 17%

Retired person   22   2%

Paid employee 331 37%

Income Categories income

         0 – 15 000 185 21%

15 001 – 25 000 227 25%

25 001 – 35 000 142 16%

35 001 – 45 000 105 12%

45 001 – 55 000   76   8%

55 001 – 75 000   56   6%

75 001 – 100 000   62   7%

100 001 and over   47      5%

__________________________________________________________________________________

Table 5.3 shows there is an almost even mix in gender responses, although females are 

more dominant (53%). Young adults (18–35 years) account for just over half (52%) the 

sample. Middle-aged individuals (36–55 years) account for 43% while mature-age 

individuals (56 and over) constitute 5% of the sample. The sample also shows that 

respondents are well educated with 70% possessing university degrees. Most people in 

the sample are in paid employment (54%) with either a clerical (17%) job or other paid 

job (37%). A closer examination of individual income show that 62% earn RM 35 000 
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or below. Middle-income earners constitute 20% of the sample while high income 

earners accounting for 18% of the sample.     

5.10.3 Measuring and collecting quantitative data

5.10.3.1 Panel data – Islamic and conventional unit trusts

Key unit trust data is sourced from Master Prospectuses issued by fund management 

companies. Equity fund panel data consists of cross-sectional performance results for 

each unit trust for the period 2001 to 2006. The time interval is yearly since monthly and 

half-yearly financial statements are insufficient in detail. Where necessary, the data has 

been updated with information available from the SCM database. Key economic data is 

accessed from annual reports and monthly statistical bulletins of Bank Negara 

Malaysia
133

 and the Malaysian Securities Commission. 

Unit trusts selected for data analysis consists of funds managed by the following 

management companies: AmMutual Funds; ASM Mara Unit Trusts; CIMB Unit Trust 

Funds; MAAKL Mutual;  Pheim Unit Trusts; Prudential Unit Trusts; Public Mutual 

Funds; TA Investments Funds.

5.10.3.2 Market data – all unit trusts 

Fund performance data for this research is accessed from two primary sources. Data for 

tracking unit trust performance is obtained from Standard & Poor’s Unit Trust 

performance report published in the The Star Bizweek (December 23, 2006, pp. BW18–

BW20). Monthly market data is accessed from online data services provided by 

Signalinvest Bhd. A further source of performance tracking information is accessed 

from the Global Islamic Funds Directory (2006/2007) published by Eurekahedge. 
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Accessed from http://www.bnm.gov.my/index.php?ch=109&pg=294&mth=4&yr=2008
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According to Brailsford et al. (1997, p. 15) “…it is generally accepted that 50 

data points are required to obtain reliable OLS estimates”. The time interval for ‘fund 

flow’ analysis is annual. However, fund flow analysis is based on the methodology used 

by Bollen and Cohen (2006) although these researchers use monthly/quarterly 

performance statistics. However, the ‘fund flow’ methodology is sensitive to 

longitudinal data and does not track fund returns. On the other hand, Harris and Kalev 

(2006) use fund money inflows/outflows over a sixteen-year period pointing out that the 

‘fund flow’ methodology can also be applied to observations over small periods of six 

months for reasons of overcoming potential survivorship bias. But Bollen and Cohen 

(2006), Elton et al. (2003) as well as Bodie et al. (2007) suggest that fund flows should 

be observed over longer periods in order to detect trends within and between funds and 

groups. This study uses panel data for the five year period 2001 to 2006. 

5.11 CHAPTER SUMMARY

This chapter discusses the research objectives associated with each research question 

posited in Chapter one. Firstly, a theoretical model is developed setting out the research 

objectives, model constructs and relationships between variables. Three primary 

constructs are identified in the TM and cross-referenced to the seven research questions. 

The TM develops the research arguments by way of testable hypothesis. 

Each construct is decomposed for hypothesis development and model estimation. 

Justification for statistical techniques to be used in data analysis and for testing 

hypothesis is based on methodology used in other research studies.  Details of data 

required for hypothesis testing is then discussed. Section 5.10 discusses datasets and 

data collection methodology. The primary data source is cross-sectional data collected 

from survey questionnaire. 
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Table 5.4 Summary of research Objectives and Hypothesis

Section 

reference

Main & sub-objectives Hypothesis link Hypothesis to be tested

5.5 Objective A1

Determining the influence of 

personal attributes, demographics 

and familiarity with equity markets 

on investment behaviour.

Research 

questions 1 and 2

Sub-objectives A1 to A6 summarised below

5.5.1 Sub-objective A1a – to examine (1) 

current asset holdings and savings 

and (2) relationships between 

gender, age, education, occupation, 

income and current Islamic fund 

investments.

Hypothesis H1a

5.5.1.1

Respondents’ demographic profiles, asset holdings 

and savings behaviour is positively related to 

personal investments and investment in Islamic 

equity funds

5.5.2 Sub-objective A1b –  to examine 

whether investment knowledge, 

awareness and understanding of 

market concepts influences  Islamic  

investment behaviour. 

Hypothesis H1b 

5.5.2.1

Knowledge and understanding of IUTs, equity funds, 

market intermediaries and concepts is positively 

related to investment in Islamic equity funds

5.5.3 Objective A2 – to examine the 

influence of shariah and ethical 

value orientations on investment 

behaviour.

Hypothesis H2

5.5.3.1

The understanding and importance of shariah 

concepts and principles is positively related to 

investment in Islamic equity investments

5.5.4 Objective A3 – to determine 

attitudes and perceptions toward 

IUTs. 

Hypothesis H3

5.5.4.1

Attitudes and perceptions toward Islamic unit trusts 

are not driven solely by religious and ethical 

concerns

5.5.5 Objective B1 – to examine the 

risk/return characterisations of 

respondents

H4a; H4b; H4c

5.5.5.1 Sub-objective B1a – to examine the 

risk profile of respondents.

Hypothesis H4a

5.5.5.1

Since financial dealings are ethically constrained 

within shariah parameters, it is hypothesised that 

respondents are risk-averse in risk/return dealings 

and expectations

5.5.5.2 Sub-objective B1b – to examine

demographic influence on 

risk/return expectations.

Hypothesis H4b

5.5.5.2

Demographic profiles are positively related to 

Malaysian Islamic risk/return investment behaviour

5.5.5.3 Sub-objective B1c – to examine

risk/return behaviour in asset class 

preferences 

Hypothesis H4c

5.5.5.3

Malaysian Islamic investors display different 

risk/return behaviour between different asset classes 

and prefer less risky investments

5.5.6 Objective B2 – to examine

economic and market factors that 

significantly influence decision-

making

Hypothesis H5

5.5.6

Decision-making related to Islamic equity funds is 

significantly dependent on economic and non-

religious factors

5.5.7 Objective B3 –  examining asset 

allocation preferences

Hypothesis H6

5.5.7

Choice and asset allocation preferences are 

positively related to demographics, personal 

attributes and expectations

5.6 To examine the influence of fund 

size and performance on 

investment behaviour

Research question 

Six

5.6.1 Objective B4 and hypothesis H7 –

to determine whether fund 

performance does influence 

investment behaviour

Hypothesis H7a

5.6.1

Fund management, fund size, risk and rewards 

positively influence investors’ choice to invest in 

Islamic funds

Hypothesis H7b

5.6.1

Islamic investors will act rationally by subscribing

for or redeeming equity fund units based on fund 

performance

5.7 To use SEM to evaluate decision-

making behaviour

Research question 

Seven

5.7.1 Objective C1 – to examine the 

determinants of decision-making 

using SEM

Hypothesis H8

5.7.1

The determinants of Malaysian Islamic decision-

making behaviour are not framed entirely by ethical 

values and concerns
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Table 5.4 summarises the main objectives and the hypothesis developed in this chapter. 

The results of hypothesis testing is spread over three empirical chapters. 

Chapter 6 presents test results of demographics as determinants of investment behaviour. 

The test results relate to hypothesis H1a, H1b, H2, and H3 related to the X1 and X2

variables in equation 5.1.

Chapter 7 reports results on risk, returns and fund performance. It presents test results of 

hypothesis H4a, H4b, H4c, H5, H6 and H7 related to the X2 and X3 variables. 

Chapter 8 is dedicated to test results of hypothesis H8 using SEM analysis. 
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CHAPTER SIX

EMPIRICAL FINDINGS

6 MALAYSIAN ISLAMIC INVESTMENT BEHAVIOUR 

6.1 INTRODUCTION

This chapter reports the empirical results of statistical analysis related to research 

questions 1, 2 and 3 and objectives A1a, A1b, A2 and A3 discussed in section 5.4.1. 

Specifically, this chapter deals with test results of hypotheses H1a, H1b, H2 and H3

These results provide empirical evidence of respondents’ investment behaviour using 

cross-sectional survey data.

Section 6.2 addresses hypothesis H1a and H1b. It provides empirical evidence of 

the influence of individual demographics on equity investments, asset holdings and 

savings habits. Section 6.3 deals with hypothesis H2 and test results concerned with 

examining the understanding and importance of shariah concepts and principles related 

to IEFs. Section 6.4 is concerned with hypothesis H3 and addresses the understanding 

and importance of shariah concepts and principles on investment behaviour. Section 6.5

provides a summary of this chapter.

6.2 TESTS RELATED TO HYPOTHESIS H1 

This section is linked to objective A1 and estimation models in section 5.5, the X1 and X2

variables in equation 5.1, and the y1:x1 and y2:x2 relationships in the TM in Figure 5.1.

6.2.1 Tests related to hypothesis H1a 

This section refers to the discussion in section 5.5.1
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6.2.1.1 Variable descriptions and statistics

Table 6.1 provides descriptive statistics of variables related to respondents’ actual asset 

holdings.

Table 6.1 Descriptive statistics of asset ownership and savings behaviour

Variables  Variable                     Frequency distribution

     short form        N                    %                N              %

Asset ownership response Yes No

Home homeinv 348 39% 552 61%

Property investment propinv 130 14% 770 86%

Units in property trusts propunits 115 13% 785 87%

Units in Islamic unit trusts islamunits 132 15% 768 85%

Stock exchange shares klseshares  96 11% 804 89%

Units in other unit trusts otherunits 205 23% 695 77%

No investments owned noinvest 269 30% 631 70%

Regular savings regsave 788 88% 112 12%

Where savings are invested

Savings account savingacc     612 68% 288 32%

Time deposit timedepost        59 7% 841 93%

Unit trusts unitrust      219 24% 681 76%

Shares shares 70 8% 830 92%

Property trust proptrust 61 7% 839 93%

Reasons for saving

For the long-term longterm 543 60% 357 40%

For retirement retirement 264 29% 636 71%

For education educate  90 10% 810 90%

For security security 225 25% 675 75%

Other reasons othreason 122 14% 777 86%

Home ownership (39%) is the most widely-held asset owed by respondents. A fair 

proportion of individuals (30%) do not own any assets at all. Investment in unit trusts 

(23%) is the second most popular asset held by respondents. Unit trusts are the most 

common medium of equity investment. When considered together, investment in 

property trusts (13%); Islamic trusts (15%) and other trusts (23%) are more popular 

investment alternatives than direct equity and property investment. Very few (11%) 

respondents own direct stock market equities. 
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A very high proportion of respondents save regularly (88%) with 68% preferring 

to invest their savings in ‘savings accounts’ – a trend confirmed by Seng (2003). Many 

individuals (24%) direct their savings into unit trusts. A very low proportion of savings 

(8%) is invested in direct stock market investment. By and large, 60% of respondents 

say they save for the long-term. Saving in human capital (10%) is the weakest overall 

reason for savings. These findings are generally consistent with observations in Table 

4.4. 

A more comprehensive analysis of asset ownership is presented in Table 6.2 

supporting the statistics in Table 6.1. In general, males tend to own more assets than 

females with home ownership being the dominant asset held by both. Males (18.5%) are 

more dominant owners of Islamic unit trusts (IUTs) than females (11.3%). A similar 

gender trend is noticeable in direct share investments (12.8% and 8.8% respectively).

 Asset holdings are predominantly concentrated in the middle-age (mature) 

groups. An important observation is that life-cycle wealth accumulation in early-age 

groups commences with investment in unit trusts – ‘other unit trusts’ being the most 

prominent. Within unit trust ownership, holdings of IUTs rank behind ‘other’ unit trusts 

– implying that non-Islamic equity fund investment is more preferred. 

Older-age groups holding 35% (19.7% + 15%) in stock exchange equity implies 

they are more risk-seeking in their investment habits. This behaviour is consistent with 

observations by Summers, Duxbury, Hudson and Keasy (2006) and Basu and Drew 

(2006) that investors become more risk-seeking as they age. Property investment also 

remains a popular investment destination in the middle-age group. Asset ownership in 

terms of education is more prevalent in the ‘more educated’ group. This finding is 

supported by Bajtelsmit and Bernasek (1996) and Graham et al. (2002). They argue that 

this trend is attributable to higher disposable incomes among the highly educated.
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Table 6.2 Asset ownership by demographic profile

GENDER Home ownership Yes % No %

Male % within Gender 42.2 57.8

Female % within Gender 35.6 64.4

Property investments

Male % within Gender 19.0 81.0

Female % within Gender 10.5 89.5

Property trusts

Male % within Gender 12.6 87.4

Female % within Gender 13.0 87.0

Islamic unit trusts

Male % within Gender 18.5 81.5

Female % within Gender 11.3 88.7

Stock exchange shares

Male % within Gender 12.8 87.2

Female % within Gender 8.8 91.2

Other unit trusts

Male % within Gender 23.9 76.1

Female % within Gender 21.8 78.2

AGE Home ownership

18–25 % within age category 14.4 85.6

26–35 % within age category 31.6 68.4

36–45 % within age category 48.2 51.8

46–55 % within age category 54.7 45.3

56 over % within age category 57.5 42.5

Property investments

18–25 % within age category 3.4 96.6

26–35 % within age category 6.8 93.2

36–45 % within age category 15.9 84.1

46–55 % within age category 31.4 68.6

56 over % within age category 47.5 52.5

Property trusts

18–25 % within age category 10.2 89.8

26–35 % within age category 8.5 91.5

36–45 % within age category 16.3 83.7

46–55 % within age category 15.3 84.7

56 over % within age category 27.5 72.5

Islamic unit trusts

18–25 % within age category 5.9 94.1

26–35 % within age category 10.7 89.3

36–45 % within age category 17.9 82.1

46–55 % within age category 23.4 76.6

56 over % within age category 25.0 75.0

Stock exchange shares

18–25 % within age category 4.2 95.8

26–35 % within age category 7.3 92.7

36–45 % within age category 12.7 87.3

46–55 % within age category 19.7 80.3

56 over % within age category 15.0 85.0

Other unit trusts

18–25 % within age category 17.8 82.2

26–35 % within age category 19.8 80.2

36–45 % within age category 23.1 76.9

46–55 % within age category 32.8 67.2

56 over % within age category 27.5 72.5

EDUCATION Home ownership

Less educated % within educated persons 31.2 68.8

Highly educated % within educated persons 41.9 58.1

Property investments

Less educated % within educated persons 11.3 88.7

Highly educated % within educated persons 15.8 84.2

Property trusts

Less educated % within educated persons 12.0 88.0

Highly educated % within educated persons 13.1 86.9

Islamic unit trusts

Less educated % within educated persons 9.4 90.6

Highly educated % within educated persons 16.7 83.3

Stock exchange shares

Less educated % within educated persons 1.9 98.1

Highly educated % within educated persons 14.4 85.6

Other unit trusts

Less educated % within educated persons 14.3 85.7

Highly educated % within educated persons 26.2 73.8
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However, Bodie et al. (2007) argue that an inter-generational expectation (for example, 

regular income streams in old age) is one reason leading to intertemporal asset 

reallocation that affects asset preferences.

As Table 6.2 reflects actual current asset holdings Table 6.3 provides evidence 

of regular future investment behaviour. A very high proportion of savings for both 

genders is preferred to be invested in short-term savings accounts with 71.5% of females 

more inclined to use this investment instrument. Seng (2003) characterises this tendency 

as savings behaviour rather than investment behaviour.  On the other hand, strong 

savings preference by females is supported by Jianakoplos and Bernasek (1998), 

Graham et al. (2002) and Powell and Ansic (1997). The next most popular destination of 

regular savings is units trusts in which male dominate female participation. Low direct 

share investment by females (8.8%) reflects the degree of trepidation for stock market 

instruments among female investors (Graham, Stendardi, Myers & Graham, 2002).

In general, Table 6.3 shows regular savings are predominantly invested in 

‘savings accounts’ by all age groups. Time deposits are preferred by older individuals 

(Wilson, 2002). While all age groups invest regularly in unit trusts, direct share 

investment is dominant in older and mature age groups. Based on education levels, both 

less and well educated individuals share almost the same investment traits. The statistics 

in Table 6.3 must however, be contextualised in broad terms and the spread of 

investment instruments available in the capital market. The evidence suggests that there 

are unique needs and expectations within gender and age groups. Females are more 

content with risk-averse instruments. All investors like stable returns but dislike risk.
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Table 6.3 Pattern of regular savings

Yes No

GENDER Savings account

Male % within Gender 63.9 36.1

Female % within Gender 71.5 28.5

Time deposits

Male % within Gender 6.8 93.2

Female % within Gender 6.3 93.7

Unit trusts

Male % within Gender 27.5 72.5

Female % within Gender 21.5 78.5

Shares

Male % within Gender 10.0 90.0

Female % within Gender 5.8 94.2

Property trusts

Male % within Gender 8.1 91.9

Female % within Gender 5.7 94.3

AGE Savings account

18–25 % within age category 71.2 28.8

26–35 % within age category 69.5 30.5

36–45 % within age category 64.2 35.8

46–55 % within age category 68.6 31.4

56 over % within age category 67.5 32.5

Time deposits

18–25 % within age category 0.5 99.5

26–35 % within age category 6.8 93.2

36–45 % within age category 6.0 94.0

46–55 % within age category 8.7 91.3

56 over % within age category 17.5 82.5

Unit trusts

18–25 % within age category 11.8 88.2

26–35 % within age category 16.7 83.3

36–45 % within age category 33.7 66.3

46–55 % within age category 34.3 65.7

56 over % within age category 37.5 62.5

Shares

18–25 % within age category 1.7 98.3

26–35 % within age category 4.5 95.5

36–45 % within age category 8.4 91.6

46–55 % within age category 16.1 83.9

56 over % within age category 22.5 77.5

Property trusts

18–25 % within age category 0.9 99.1

26–35 % within age category 1.7 98.3

36–45 % within age category 7.7 92.0

46–55 % within age category 16.6 83.4

56 over % within age category 30.0 70.0

EDUCATION Savings account

Less educated % within Savings Account 68.8 31.2

Highly educated % within Savings Account 67.7 32.3

Time deposit

Less educated % within educated persons 3.6 96.4

Highly educated % within educated persons 7.4 92.6

Unit trusts

Less educated % within educated persons 19.5 80.5

Highly educated % within educated persons 26.2 73.8

Shares

Less educated % within educated persons 3.0 97.0

Highly educated % within educated persons 9.8 90.2

Property trusts

Less educated % within educated persons 3.6 96.4

Highly educated % within educated persons 8.1 91.9
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Needs and expectations are also driven by other factors. Hanson and Trantor (2006) find 

that direct equity participation increases when IPOs of popular companies are offered to 

the public at below premium prices. Likewise, unit trust issues by PNB have generally 

been well received by all Malaysian investors with preferential rights bestowed on 

Bumiputeras (Salleh, 2000). Wilson (2002) argues that Muslims may be attracted to 

equity funding as a substitute for interest-based instruments. Loonat (2004) shows that

as finance product-range expands, more funds are attracted to Islamic institutions. 

From Table 6.1, investment in Islamic funds (15%) although small, is 

nevertheless significantly comparable to investment in ‘other’ funds (23%). Gan (2007) 

argues that post 1997/1998 Asian crisis, Malaysian investors turned to equity trusts and 

were less susceptible to large losses during the 2002 global share market volatility. Thus 

for instance, changes in perceptions and equity preferences precipitated changes such as 

those associated with the ASM managed Kumpulan Modal Bumiputera
134

 unit trusts. 

These were opened to the general public and may account for some of the popularity of 

unit trusts.

6.2.1.2 Chi-square test for relatedness

Two-way chi-square test of variables is used to determine whether actual investment in 

Islamic funds is significantly related to demographic attributes. In Table 6.4, the chi-

square contingency table shows association between IUT investment (i.e. the islamunits

variable) and personal attributes. The tests are conducted pursuant to methodology 

discussed in section 5.5.1.2.1. Table 6.4 presents test results of chi-square tests.

134

 Previously preserved exclusively for Bumiputeras, such barriers to entry ended in market failure in 

terms of reduced net fund inflows through a drift to other more efficient funds. Consequently, this forced 

management to open the funds to the general public. See ASM Mara (2006) Unit Trust Master Prospectus 

(2006/2007) [Brochure]. Kuala Lumpur: Author, pp. 18–35.  
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Table 6.4 Relationship between IUT investment and personal attributes

Independent variables

Variable 

short form

Pearson 

Chi-

square 

value
2 

df

Asymptotic 

two-tailed 

sig.

Critical 

value

2

u

Null 

hypothesis

2 2

u  

Gender gender 9.248 1 0.002 3.841 Reject

Age age 25.381 4 0.000 9.488 Reject

Education educlevel 11.582 3 0.009 7.815 Reject

Occupation occupation 13.052 6 0.042 12.592 Do not reject

Income income 120.236 7 0.000 14.067 Reject

The dependent variable is IUT investments (islamunit). Significance is at the .05 level 

From test results in Table 6.4 and sample size 900, it can be inferred there are significant 

relationships between IUTs and gender, age education and income. The two-tailed 

significant values are below the 0.05 conventional significant cut-off value. The test 

statistic 
2 

(df, N = 900), p <.05 holds for all results. The calculated Pearson chi-square 

values are greater than the critical values at the respective degrees of freedom. On this 

basis, the null hypothesis of no association can be rejected.

The results imply that ownership of IUTs is significantly related to gender, age, 

education and income. However, two cells in the islamunit/occupation contingency 

table have actual counts < 5 which is considered very low. Since the condition for cell 

count have been violated and p = .042 is relatively weak. This means ownership of IUTs 

is not significantly associated with occupation.

6.2.1.3 Chi-square test for ‘goodness-of-fit’

Three chi-square ‘goodness of fit’ tests are run as a means of checking whether the 

relatedness in Table 6.4 holds applying different measures of expected frequencies.

These tests compare observed islamunit/gender frequency distributions with frequencies 

expected on two trends in economic data. Test 1 relates to expected frequencies based 

on actual equity fund units in circulation. In Table 4.2, the 2007 market share for 
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shariah-based units in circulation is 17.47%.
135

Extrapolated to sample responses, this 

results in 157 (17.47% x 900) expected ‘yes’ responses. Test 2 compares observed 

frequencies with preferences for Islamic unit trusts based on 587 ‘yes’ responses to 

survey question B15. This translates in a 65% (587/900) expected preference for Islamic 

funds. Test 3 assumes an un-biased equal distribution of 50% between observed and 

expected frequencies. 

The results for all three goodness-of-fit tests are set out in Table 6.5. The 

associations are all below .05 and significant. It may be inferred that the observed 

frequencies do not differ significantly from the expected frequencies. This means the

islamunit and gender association is significant. 

Table 6.5 Goodness of fit tests for selected variables

Variable Response Observed

Frequency

Expected

frequency

Chi-

square

df Asymp.

sig.

Panel A

Test 1 Units in circulation Yes 132 157 4.822 1 0.028

No 768 743

Panel B

Test 2 Preference Yes 132 587 58.199 1 0.000

No 768 313

Panel C

Test 3 Equal

distribution

Yes 132 450 449.440 1 0.000

No 768 450

There is sufficient evidence to suggest that there is significant preference for investing in 

Islamic funds based on gender distribution. The chi-square values mean that the 

associations are significant and could not have occurred by chance. Gender-wise, males 

are more likely to invest in Islamic funds than females. 

135

Calculated in terms of Units in circulation (36.40/208.34) in Table 4.2 column 2007.
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6.2.1.4 Model using logistic regression

This model relates to regression equation 5.2 in section 5.5.1.2.2. The test results are 

presented in Table 6.6.

Table 6.6 Test results of Logistic regression

Omnibus test of model coefficients

Chi-square df Sig.

Step 1 Step     168.177 6 0.000

Block     168.177 6 0.000

Model     168.177 6 0.000

Model summary

-2 log likelihood     827.798

Cox & Snell R Square         0.171

Nagelkerke R Square         0.255

Variables in the equation

Variables B S.E. Wald df Sig. Exp(B)

Step 1(a) gender -0.030 0.178 0.029 1 0.865 0.970

age -0.089 0.100 0.797 1 0.372 0.914

educlevel 0.055 0.109 0.254 1 0.614 1.057

occupat -0.079 0.049 2.563 1 0.109 0.924

income -0.338 0.056 36.127 1 0.000 0.713

islamunits 1.496 0.219 46.548 1 0.000 4.465

Constant 0.219 0.685 0.102 1 0.749 1.245

Variable(s) entered on step 1: gender, age, educlevel, occupat, income, islamunits.

Odds and probability ratios  

Variables Exp(B) Odds for YES Odds for NO YES probabilities NO probabilities

income 0.713 0.888 1.245 47.0% 55.5%

islamunits 4.465 5.560 1.245 84.8% 55.5%

Classification table

Observed Predicted Mode Percentage correct

Yes No

Step 1 Unit Trust

Yes 74 144 33.9

No 29 652 95.7

Overall percentage 80.8

This table presents summary logistic regression statistics for the model:

ln prob (IEFsavings) =  e x  e  x  e  x  e
)

 x  e x e x e (5.3)                                                             

where e is the constant term and e the coefficients of the predictor variables. ln prob (IEFsavings) is a binary dichotomous

dependent variable coded 1 for ‘yes’ and 0 for ‘no’ savings in IEF’s. The dependent variable is unitrust variable in survey question 

A7. Chi-square significance is determined at the .05 level. The cut value in the Classification table is .500.   
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Chi-square
2

(6) = 168.177, p <0.001 imply that adding the gender, age, education, 

occupation, income and Islamic unit variables does not significantly increase the ability 

to predict whether savings will be directed to Islamic funds. The -2 Log Likelihood (-

2LL) statistic 827.798 is far from zero. This means it shows poor model prediction of 

decisions (small statistics indicate better model fit). Adding all six predictors reduces the 

-2LL by 168.177 (995.975 – 827.798).

As there is no boundary for the -2LL statistic, it is difficult to make a meaningful 

statement of this result (Tabachnick & Fidell, 2001). The Cox & Snell and Nagelkerke 

estimates are pseudo-R
2

 statistics – the former acts like the R
2

 in multiple regression (it 

cannot reach a maximum of 1) while the Nagelkerke R
2

 can take on values from 0 to 1. 

The Nagelkerke R
2

effect size of 0.255 is moderately significant. The ‘variables in the 

equation’ table shows the regression equation for variables in the model. The B

spective predictor in equation 5.3. The predictor 

parameters are useful to the model if the significance level of the Wald 
2

statistic is less 

than 0.05. The results indicate that only the income and islamunits predictors meet the 

conventional .05 standard of statistical significance. 

The odds ratio for income means the odds of investing in Islamic funds decreases 

(B coefficient is negative) by .713 for each one Ringgit increase in respondents’ income. 

The effect of already owning Islamic equity fund units is larger and in the opposite 

direction. A one point increase in Islamic equity fund unit is associated with the odds of 

savings being invested in Islamic funds by a multiplicate factor of 4.465. 

The predictive model based on equation 5.3 for the effect of income produces:

ln (unitrust) = 0.219 +  -0.338 x income         (6.1)

Thus equation 6.1 can be used to predict the odds of a portion of a respondents’ income 

being directed into Islamic funds. The odd prediction of a ‘yes’ decision is: 
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odds = e
.219 +  -.338 (1) 

   = e
-.119  

 = .888 or a 47% probability. This means an individual is 

47% likely to direct savings into Islamic funds based on income. The odds prediction for 

‘no’ is: 

odds = e
.219 + -.338 (0) 

= e
.219 

  = 1.245.  This means those expressing a ‘no’ response are 

55.5% more unlikely to invest savings in Islamic funds. 

Figure 6.1 Observed groups and predicted probabilities
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Predicted Probability is of Membership for No

        The Cut Value is .50

        Symbols: Y - Yes

                 N - No

Each Symbol Represents 10 Cases

The ‘variables in the equation’ in Table 6.6 also gives the odds ratio Exp (B) – which is 

the exponential of the B coefficients. However, the model needs to classify subjects 

based on some decision rule. The cut value is .500 implying that subjects will return a 

‘no’ response if the estimated probability is .5 or more. This is evident in the NO 

probability column in Table 6.6. The ‘classification’ table shows how this rule is 

applied. This rule correctly classifies 95.7% of individuals where the predicted ‘no’ 

response is observed and 33.9% where the ‘yes’ response is observed.  
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The effect of the cut value may be observed in Figure 6.1. The predicted 

probabilities fall predominantly to the right of the .500 cut which is predominantly in the 

‘no’ category. This observation partially explains the slow, but positive uptake of ‘units 

in circulation’ for Islamic funds in Table 4.2. As the cross-sectional data is limited to 

Muslim respondents, the log likelihood test suggests that increases in personal income 

are less likely to be invested Islamic funds.   

6.2.1.5 Intertemporal investment trends

This analysis relates to the discussion in section 5.5.1.2.3. 

Table 6.7 provides the reasons for investing among three age categories. 

Table 6.7 Intertemporal reasons for investing

Long-term Yes % No %

Young 18–35 54.33 49.58

Middle-aged 36–55 42.54 43.98

Mature -aged 56 and over 3.13 6.44

Retirement

Young 18–35 34.09 60.06

Middle-aged 36–55 56.44 37.58

Mature -aged 56 and over 9.47 2.36

Education

Young 18–35 43.33 53.46

Middle-aged 36–55 53.33 41.98

Mature -aged 56 and over 3.33 4.57

Security

Young 18–35 48.89 53.63

Middle-aged 36–55 44.44 42.67

Mature -aged 56 and over 6.67 3.70

Other reasons

Young 18–35 45.90 53.41

Middle-aged 36–55 45.90 42.73

Mature -aged 56 and over 8.20 3.86

Responses from young-age respondents point to trends in intertemporal decision-

making. Over 54% invest for the long-term; they place more emphasis on security (49%) 



236

and other reasons (46%) but less on retirement. These responses indicate how young-age 

current investments may affect lifestyle consumption in the future (Dornbusch et al., 

2004). Middle-aged persons use savings primarily (56%) for retirement. There are

stronger reasons for investing in education among middle-aged respondents –

presumably related to educating children. Both young and middle-aged respondents 

share the same reasons for investing – mainly for security and other reasons. The low 

responses from mature age groups point to declining priorities.

These traits generally agree with Modigliani’s lifecycle consumption theory 

(Dornbusch et al., 2004). There is greater propensity to consume in early years leading 

to slow asset build-up. In middle age, less is consumed and more investment assets are 

built up for retirement – this is evident in the 42.5% and 56.4% response rates in Table 

6.7.  However, Loewenstein and Prelec (1992) and Courant, Gramlich and Laitner 

(1984) argue that such behaviour is untestable owing to problems with rationality and 

inconsistent behaviour over time. Behaviouralists argue differently. They claim 

inconsistencies in consumption and investment result partly from ‘mental accounting’. 

According to Bodie et al. (2007, p. 647) people:

…mentally segregate assets into independent accounts rather than viewing them as part of a 

unified portfolio…this separation of mental accounts serves to impose discipline in 

consumption behaviour despite impatience to consume – future income and equity in asset 

accounts are preserved while consumption binges are limited to current income 

Looking at Tables 6.2, 6.3 and 6.7 large liquidity preferences displayed in savings and 

term deposits suggest respondents’ portfolios are not sufficiently diversified in which 

mental accounting is manifested. Furthermore, only forced savings trapped in EPF 

retirement accounts enforces consumption discipline “despite impatience to consume”.   
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6.2.2 Tests related to hypothesis H1b 

6.2.2.1 Descriptive statistics

Descriptive statistics for variables relating to familiarity with IUTs, understanding of 

investment concepts and importance of shariah principles is presented in Table 6.8. 

There is moderate (48%)
136

 familiarity with Islamic unit trusts (IUTs). Respondents are 

also moderately familiar with the services of brokers (49%), fund managers (46%), and 

bank investment services (51%). The least understood services are those of financial 

planners (36%) and accountants (34%). 

The KLCI market index is fairly well understood – perhaps as a result of its wide 

dissemination in the news media and in financial reports and services. Only 10.6% of 

respondents are ‘very well’ acquainted with the Syariah index. Taken together, only 

35% of respondents are well acquainted and somewhat familiar with Islamic equity 

indexes. The least understood Islamic index is the DJ RHB Index – only 5.6% are very 

familiar with this index. 

Table 6.8 Descriptive statistics - familiarity with IUTs and equity market concepts

Familiarity with IUTs, 

services and indexes

Variable short 

form
N

Very 

familiar

Some 

familiarity

Heard 

about it

Not 

familiar

Islamic Unit Trusts iutfamiliar 896 10.3% 37.8% 35.5% 16.4%

Share Brokers brokers 898 15.8% 33.0% 36.6% 14.6%

Fund/Investment Manager fundmanager 898 13.0% 33.2% 35.2% 18.6%

Bank Investment Advise bankadvise 897 17.2% 33.9% 32.2% 16.7%

Financial Planner finplanner 898 9.7% 26.5% 36.7% 27.1%

Professional Accountant accountant 896 11.6% 21.8% 36.6% 30.0%

KLCI Index klci 899 24.1% 33.1% 30.7% 12.1%

Syariah Index syariahidx 899 10.6% 24.7% 35.9% 28.8%

DJ RHB Index djrhbindex 899 5.6% 20.9% 35.4% 38.2%

Non-parametric Spearman’s correlation coefficients are used to measure the strength of 

relationships between IUTs (iutfamiliar the first variable in Table 6.8) and the other 

variables in column two in Table 6.8.

136

10.3%‘very’ familiar plus 37.8% ‘some’ familiarity.



238

6.2.2.2 Spearman’s rho  

Spearman’s rho examines the significance of respondents’ familiarity with investment 

services and equity market concepts toward IUTs (section 5.5.2.2.1). As indicated in 

Table 6.9, the relationships are moderate at the respective significance levels. 

Respondents tend to be more familiar with the services of fund managers as indicated by 

the test statistic rho (894) = 0.539, p = 0.001.   

Table 6.9 Spearman's correlation - familiarity with IUTs

Variable 

description

 Variable 

short form iutfamiliar brokers fundmanagr bankadvise finplanner accountant

 IUT familiarity iutfamiliar     1.000

Share Brokers brokers .451** 1.000

Fund/Investment

Manager

fundmanagr

.539** .745**   1.000

Bank 

Investment 

Advise

bankadvise

.523** .643** .735**     1.000

Financial 

Planner

finplanner

.515** .632** .756** .707**     1.000

Professional 

Accountant

accountant

.491** .561** .668** .651** .831** 1.000

The above table summarises correlations between familiarity with Malaysian Islamic unit trusts and services provided by equity 

market intermediaries.  ** Indicates correlation is significant at the 0.01 level (2-tailed).

A separate correlation test is conducted to test the relationship between IUT familiarity 

and investors’ perceived knowledge of key market indexes. 

Table 6.10 Spearman's correlation - investors' familiarity with market indexes

This table summarises correlations between familiarity with IUTs and equity indexes.  ** Indicates correlation is significant at the 

0.01 level (2-tailed).

Variable description

 Variable 

short form iutfamiliar klci syariahidx djrhbindex

IUT familiarity iutfamiliar     1.000

KLCI Index klci .483**      1.000

Syariah Index syariahidx .565** .674**       1.000

DJ RHB Index djrhbindex .482** .582** .768** 1.000
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The results in Table 6.10 again indicate moderate relationships. The most significant 

relationship is knowledge of the Bursa Malaysia Syariah Index, rho (895) = 0.565, p = 

0.001. Interestingly, familiarity with the broader and much publicised KLCI stock 

exchange index is not highly correlated with IUT familiarity.

6.2.2.3 Multiple Regression  

The multiple regression procedure with backward elimination is used for running the 

model in equation 5.4 (section 5.5.2.2.2). The iutfamiliar dependent variable is 

regressed against the predictor brokers, fundmanager, bankadvise, finplanner and 

accountant variables. 

Table 6.11 Model summary of regression equation 5.4

Variable Coefficient Std. Error t-statistic Prob.

Intercept 0.995 0.071 13.950 0.000

Fund/Investment Manager (fundmanagr) 0.249 0.041 6.037 0.000

Bank Investment Advise (bankadvise) 0.194 0.039 4.990 0.000

Professional Accountant (accountant) 0.157 0.035 4.500 0.000

R-squared 0.340 F-statistic 152.210

Adj. R-squared 0.338 Prob. (F-statistic) 0.000

This table presents summary regression statistics for equation 5.4:

Inv
iutfamiliar 1brokers

+ 
2fundmanagr

+ 
3bankadvise

+ 
4finplanner

+ 
5accountant 

+ 

Where Inv
iutfamiliar 

 =  the fam
1brokers 

= services of brokers; 
2fundmanagr  

= services of fund/investment manager; 
3bankadvise  

= services of bank; 
4finplanner  

= services of financial 

planner; 
5accountant  

= services of accountant; error term.

The direction of the three predictor variables retained in the regression model after 

backward elimination is positive. This part of the test confirms the direction of 

relationships hypothesised in H1b. The testable model is expressed in equation 6.2.

iutfamiliar =  0.995 + 0.249 x fundmanager + 0.194 x bankadvise + 0.157 x 

accountant (6.2)
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Thus the fundmanager variable explains 24.9% of variation in the process of familiarity 

with IUTs. The bankadvise and accountant variables explain an additional 1.94% and 

1.57%. This means familiarity with IUTs increases by the extent of the coefficients of 

each variable. It implies that the greater the interaction with the three fund providers in 

equation (6.2), the greater the familiarity with IUTs and the greater the probability of 

investment in Islamic funds.

The multiple regression procedure is also used for running equation 5.5. Table 6.12 

indicates significant positive relationships between IUT familiarity and the three market 

indexes. 

Table 6.12 Summary results of regression equation 5.5

Variable Coefficient Std. Error t-statistic Prob.

Intercept 1.077 0.072 14.911 0.000

Familiarity with KLSE Index (klci) 0.150 0.034 4.410 0.000

Familiarity with Syariah Index (syariahidx) 0.352 0.043 8.117 0.000

Familiarity with DJ RHB Index (djrhbindex) 0.089 0.042 2.118 0.034

R-squared 0.587 F-statistic 155.814

Adj. R-squared 0.344 Prob. (F-statistic) 0.000

This table presents summary regression statistics for equation 5.5:

Inv
iutfamiliar 1klci

+ 
2sayriahidx

+ 
3djrhbindex

+ 

Where the subscripts are the index variables: 
1klci

(KLCI index)
; 2sayriahidx 

(KLSE shariah index) and 
3djrhbindex

(Dow 

Jones RHB Islamic index) respectively.

The testable model is expressed in equation 6.3.

iutfamiliar  =  1.077 + 0.352 x syariahidx + 0.152 x klci + 0.089 x djrhbindex  (6.3)

The Syariah Index is the most significant predictor of IUT familiarity. Oddly, the 

DJ/RHB index which is also an Islamic index is not that well known. This implies 

investment in IUTs is significantly influenced by familiarity with the Syariah index and 

that knowledge of these indexes influences investment in Islamic funds. 
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6.3 TESTS RELATED TO HYPOTHESIS H2 

6.3.1 Descriptive statistics

Survey responses to questions on the understanding of Islamic investment concepts are 

presented in Table 6.13.  

Table 6.13 Descriptive statistics - understanding Islamic investment concepts

Understanding Islamic 

concepts

Variable short 

form
N

Very 

good

Fairly 

good 

Not 

good

Not 

familiar 

at all

Shariah compliance shariacomp 899 23.6% 37.2% 30.1% 9.1%

Riba riba 899 28.5% 40.0% 24.6% 6.9%

Gharar gharar 899 16.2% 24.9% 31.1% 27.7%

Maysir maysir 898 15.1% 21.7% 28.6% 34.5%

Respondents have a low understanding of the implications of gharar (16%) and maysir

(15%). Knowledge of riba and shariah compliance appears to be better understood. 

Aggregate responses to shariah compliance (60.8%) (‘very good’ + ‘fairly good’) and 

riba (68.5%) indicate fairly high familiarity with these concepts. 

Table 6.14 shows the degree of importance respondents place on shariah 

investment principles. In line with responses in Table 6.13, respondents rate the 

importance of the riba principle very high. The combined affect of the first two response 

categories (very important + important) indicates respondents rate all five shariah 

principles fairly high (riba 90%; doubtful transactions 85%; moderation 78%; ethical 

behaviour 84%; complete ownership 79%). Tables 6.13 and 6.14 follow the general 

trend of responses to similar questions in research by Abd Majid and Yusof (2006), Bley 

and Kuehn (2004) and Dar (2005). The descriptive statistics are examined further to 

assess their statistical significance. 
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Table 6.14 Descriptive statistics - importance of Islamic investment principles

Importance of Shariah 

principles

Variable 

short form
N

Very 

important
Important

Not 

important

Don't 

know

Riba usury 900 60.7% 29.6% 2.9% 6.9%

Doubtful transactions doubtful 897 50.7% 34.4% 4.2% 10.6%

Moderation moderation 897 37.0% 41.5% 7.0% 14.5%

Ethical behaviour ethicbehav 897 45.6% 38.1% 4.0% 12.3%

Complete ownership ownership 897 38.2% 41.2% 3.6% 16.9%

6.3.2 Chi-square test

Chi-square tests examine the significance of association between respondents’ 

demographics and the understanding and importance of shariah finance concepts (see 

section 5.5.3.2.1).  

Table 6.15 Relationship between demographic variables and understanding of 

shariah finance concepts

Association between 

understanding of 

Islamic concepts and

Variable 

short form

Pearson 

Chi-

square 

value
2

df

Two-tailed 

sig.

Critical 

value
2

u

Null 

hypothesis
2 2

u

Gender 

Shariah compliance shariahcomp 12.052 3 0.007 7.815 Reject

Riba riba 13.396 3 0.004 7.815 Reject

Gharar gharar 11.515 3 0.009 7.815 Reject

Maysir maysir 13.754 3 0.003 7.815 Reject

Age 

Shariah compliance shariahcomp 56.400 12 0.000 21.026 Reject

Riba riba 28.819 12 0.004 21.026 Reject

Gharar gharar 71.921 12 0.000 21.026 Reject

Maysir maysir 70.520 12 0.000 21.026 Reject

Education  

Shariah compliance shariahcomp 20.678 9 0.014 16.919 Reject

Riba riba 56.102 9 0.000 16.919 Reject

Gharar gharar 37.714 9 0.000 16.919 Reject

Maysir maysir 35.968 9 0.000 16.919 Reject

In this table significance is at the .05 level. 

The chi-square tests in Table 6.15 show there are significant relationships between 

respondents’ demographic profiles and understandings of shariah concepts. The two-

tailed significant values are below the 0.05 conventional cut-off – the test statistic 
2 

(df, 

N = 900), p < .05 holds for all results. The calculated Pearson chi-square values are 
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greater than the critical values at the respective degrees of freedom. On this basis, the 

null hypothesis of no association can be rejected. The two-tailed significant values imply 

that the association could not have occurred by chance. 

However, a more detailed analysis of the gender, age and education variables in 

Table 6.16 provides a deeper understanding of the extent of relationships with the 

understanding of Islamic finance concepts. Within gender, males (66%) are better 

acquainted than females with ‘shariah compliance’ (55%). On the important question of 

‘riba’ 74% of males have a very good/fairly good comprehension as opposed to females 

(63%).  There is a general lack of understanding of the ‘gharar’ and ‘maysir’ concepts 

within genders.

 In relation to age, there is a positive linear relationship between age and all four 

Islamic concepts in Table 6.16. The level of understanding of each shariah concept 

increases with age. This observation explains in part the low level (16%) of investment 

in Islamic funds in the 18–35 age groups in Table 6.2. 

To extend the interpretation, respondents’ education levels are condensed into two 

categories; ‘less educated’ (secondary + technical) and ‘highly educated’ (all university 

graduates). Highly educated individuals (64%)
137

 are better acquainted than less 

educated (52%) individuals on the understandings of shariah compliance. On the 

question of riba, the highly educated (74%) are much more acquainted than the less 

educated group (54%), and to a lesser extent on the understandings of gharar (44%) and

maysir (39%). As with age, there is a positive relationship between education and the 

understanding of Islamic investment concepts.

137

 25.12 + 39.18.
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Table 6.16 Relationship between demographics and shariah concepts

Variable 

breakdown

Variable relationship Very 

good

Fairly 

good

Not 

good

Not familiar 

at all

Total

%

GENDER Understanding concepts - Shariah 

Compliance

Male % within Gender 25.65 41.09 25.42 7.84 100.00

Female % within Gender 21.76 33.68 34.31 10.25 100.00

Understanding concepts - Riba

Male % within Gender 32.78 41.33 20.43 5.46 100.00

Female % within Gender 24.69 38.91 28.24 8.16 100.00

Understanding concepts - Gharar

Male % within Gender 18.05 28.98 28.27 24.70 100.00

Female % within Gender 14.64 21.34 33.68 30.33 100.00

Understanding Concepts - Maysir

Male % within Gender 16.90 26.19 25.71 31.19 100.00

Female % within Gender 13.60 17.78 31.17 37.45 100.00

AGE Understanding concepts - Shariah 

Compliance

18–25 % within age category 16.10 32.20 37.29 14.41 100.00

26–35 % within age category 16.95 38.98 33.62 10.45 100.00

36–35 % within age category 23.51 39.04 30.28 7.17 100.00

46–55 % within age category 41.91 33.09 19.12 5.88 100.00

56 over % within age category 42.50 37.50 15.00 5.00 100.00

Understanding concepts - Riba

18–25 % within age category 22.03 39.83 25.42 12.71 100.00

26–35 % within age category 25.71 40.68 27.40 6.21 100.00

36–45 % within age category 26.69 41.83 26.29 5.18 100.00

46–55 % within age category 40.44 36.03 15.44 8.09 100.00

56 over % within age category 42.50 37.50 17.50 2.50 100.00

Understanding Concepts - Gharar

18–25 % within age category 8.47 19.49 29.66 42.37 100.00

26–35 % within age category 12.71 23.73 36.16 27.40 100.00

36–45 % within age category 12.75 29.88 31.87 25.50 100.00

46–55 % within age category 30.88 25.74 19.12 24.26 100.00

56 over % within age category 42.50 17.50 27.50 12.50 100.00

Understanding Concepts - Maysir

18–25 % within age category 5.08 16.10 25.42 53.39 100.00

26–35 % within age category 11.86 21.75 31.36 35.03 100.00

36–45 % within age category 13.15 23.90 31.08 31.87 100.00

46–55 % within age category 28.89 23.70 20.74 26.67 100.00

56 over % within age category 40.00 17.50 25.00 17.50 100.00

EDUCATION Understanding concepts - Shariah

Compliance

Less educated % within educated persons 19.62 32.45 35.47 12.45 100.00

Highly educated % within educated persons 25.12 39.18 27.96 7.74 100.00

Understanding concepts - Riba

Less educated % within educated persons 19.62 34.72 32.08 13.58 100.00

Highly educated % within educated persons 32.23 42.18 21.48 4.11 100.00

Understanding Concepts - Gharar

Less educated % within educated persons 12.45 21.13 31.70 34.72 100.00

Highly educated % within educated persons 17.85 26.38 30.96 24.80 100.00

Understanding Concepts - Maysir

Less educated % within educated persons 11.70 18.11 29.81 40.38 100.00

Highly educated % within Highly qualified and non-

qualified  persons

16.61 23.10 28.16 32.12 100.00
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Table 6.17 show test results related to the importance of shariah principles in terms of 

demographic profiles.  

Table 6.17 Relationship between demographic variables and Shariah investment 

principles

Association between 

importance of shariah 

principles and 

Variable 

short 

form 

Pearson

Chi-

square
2

df

Two 

tailed 

sig.

Critical 

value
2

u  

Null 

hypothesis 
2 2

u  

Gender 

Principle of Riba riba 0.902 3 0.825 7.815 Do not reject 

Principle of Doubtful Transactions doubtful 2.447 3 0.485 7.815 Do not reject 

Principle of Moderation moderation 3.361 3 0.339 7.815 Do not reject 

Principle of Ethical behaviour ethicbehav 1.427 3 0.699 7.815 Do not reject 

Principle of Complete Ownership ownership 2.163 3 0.539 7.815 Do not reject 

Age 

Principle of Riba riba 16.435 12 0.172 21.026 Do not reject 

Principle of Doubtful Transactions doubtful 19.217 12 0.083 21.026 Do not reject 

Principle of Moderation moderation 19.778 12 0.071 21.026 Do not reject 

Principle of Ethical behaviour ethicbehav 27.127 12 0.007 21.026 Reject 

Principle of Complete Ownership ownership 11.422 12 0.493 21.026 Do not reject 

Education 

Principle of Riba riba 35.386 3 0.000 7.815 Reject

Principle of Doubtful Transactions doubtful 27.318 3 0.000 7.815 Reject

Principle of Moderation moderation 30.437 3 0.000 7.815 Reject

Principle of Ethical behaviour ethicbehav 47.58 3 0.000 7.815 Reject

Principle of Complete Ownership ownership 25.433 3 0.000 7.815 Reject

In this table significance is stated at the .05 level

The two-tailed significant values are not all below the 0.05 conventional cut-off – the test 

statistic 
2 

(df, N = 900), p < .05 does not hold for all results. For significant associations, 

the calculated Pearson chi-square values should be greater than the critical values at the 

respective degree of freedom. On this basis, the null hypothesis of no association cannot

be rejected for gender and age. This means for example in relation to riba, there is an 825 

in 1000 chance that (among both sexes) they do not regard riba as important in 

investment dealings. Similar observations may be made wherever the calculated 
2 2

u.

The test statistic for the education variable is in the other direction – that is, there is 

significant association. 
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However, Tables 6.14 and 6.17 reveal an ethical paradox. Contrary to aggregate 

responses in Table 6.14 showing high positive shariah responses, the chi-square tests in 

Table 6.17 show respondents perceive the importance of Islamic principles as not being 

significant (within gender and age). The results imply that respondents are very well 

acquainted with the importance of Islamic concepts but respond differently when 

confronted in practical manifestations – an observation made by Dar and Presley (1999) 

and Rosly and Abu Baker (2003) in their study.  In behavioural finance, such contrarian 

behaviour represents a form of cognitive bias whereby people take one position but then 

act contrary to that position (Camerer & Loewenstein, 2002; Kahneman, Slovic & 

Tversky, 1982).

The exception to this observation is the education/shariah concept relationship. To see 

why this is so, Table 6.18 provides a disaggregated analysis of the level of association 

between level of education and the importance of Islamic principles.

Table 6.18 Relationships: Education and the Importance of Shariah Principles

Variable 

Breakdown Association with 

Very 

important Important

Not 

important

Don't 

know

Principle of Riba

Less educated % within educated persons 48.5 34.2 4.1 13.2

Highly 

educated

% within educated persons 65.7 27.6 2.4 4.3

Principle of Doubtful 

transactions

Less educated % within educated persons 38.7 39.1 5.6 16.5

Highly 

educated

% within educated persons 55.7 32.5 3.7 8.1

Principle of Moderation

Less educated % within educated persons 28.6 38.7 9.8 22.9

Highly 

educated

% within educated persons 40.5 42.7 5.9 11.0

Principle of Ethical behaviour

Less educated % within educated persons 32.3 39.5 6.8 21.4

Highly 

educated

% within educated persons 51.1 37.6 2.9 8.4

Principle of Complete ownership

Less educated % within educated persons 31.2 38.0 5.6 25.2

Highly 

educated

% within educated persons 41.1 42.7 2.7 13.5
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Highly educated individuals are more conversant with the importance of all five Islamic 

investment principles. It may be concluded on the basis of these tests that shariah 

compliance is linearly associated with the level of education – a position supported by 

Bley and Kuehn (2004) and (Dar (2004).

6.3.3 Kruskal-Wallis tests

As discussed in section 5.5.3.2.2, the Kruskall-Wallis K sample test is used to determine 

whether significant differences exists in the understanding of shariah concepts and 

principles between ‘hose who own’ and ‘hose who do not own’ IUTs. The test results 

are presented in Table 6.19. The ‘yes’ response indicates ownership while the ‘no’ 

response indicate no ownership.

Table 6.19 Ownership of IUTs based on understanding of Shariah concepts

Test variable Ownership of IUT N Mean rank Chi-square df Asymp. Sig.

Understanding concepts –

Shariah Compliance
Yes 132 560.314 30.772 1 0.000

No 767 431.015

Understanding concepts –

Riba
Yes 132 568.068 35.640 1 0.000

No 767 429.681

Understanding Concepts –

Gharar
Yes 132 611.973 64.817 1 0.000

No 767 422.125

Understanding Concepts –

Maysir
Yes 131 604.989 59.800 1 0.000

No 767 422.943

In this table significance is shown at the 0.01 level

The Kruskal-Wallis test shows there is a significant difference between ownership/non-

ownership of IUTs. The asymptotic significance values suggest how often we can expect 

chi-square values at least as large as those in column 5 in similar repeated samples. In 

this case, the probabilities < 0.01 are very low: about zero per thousand. Those who own 

IUTs have higher median rankings on the understanding of shariah concepts than those 

who do not.
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The Kruskal-Wallis test however, does not show how the yes/no groups differ. 

For this reason, the Mann-Whitney test is used for pairwise comparisons. In Table 6.20, 

the mean rank for ‘yes’ responses is greater than the ‘no’ responses. The two-tailed test 

values indicate that the differences are significant. The negative Z statistic indicates that 

the rank sums are lower than their expected values. It may be concluded that the 

importance of shariah value orientations associated with individuals owning investments 

in Islamic funds ranks higher than those who do not own Islamic funds.  

Table 6.20 Mann-Whitney U Test

Test variable 
Ownership 

of IUTs
N

Mean 

rank

Sum of 

Ranks

Mann-

Whitney 

U

Z 

score

Asym. 

Sig. (2-

tailed)

Importance of Principle – Riba Yes 132 523 69,078 41,076 -4.021 0.000

No 768 437 336,372

Importance of Principle – Doubtful Transactions Yes 131 541 70,943 38,049 -4.864 0.000

No 766 433 331,810

Importance of Principle – Moderation Yes 131 522 68,443 40,549 -3.755 0.000

No 766 436 334,310

Importance of Principle – Ethical behaviour Yes 131 519 68,032 40,960 -3.651 0.000

No 766 436 334,721

Importance of Principle – Complete Ownership Yes 131 514 67,366 41,626 -3.346 0.000

No 766 437 335,387

In this table significance is shown at the 0.01 level

6.3.4 Factor analysis (FA) – first element of H2 tests

This model estimation relates to section 5.5.3.2.3 and hypothesis H2. Before running the 

FA procedure, a reliability test is conducted to check the internal consistency of the 

variables. The reliability test shows Cronbach’s alpha of .904
138

 which means the scale 

is very reliable (Francis, 2007). Further, the lowest corrected item for total correlations

(that is, allowing for non-significant correlations) is .626. Both scales are therefore 

reliable.  The FA test results appear in Table 6.21

138

Table not shown 
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Table 6.21 Results of Factor Analysis

Sample adequacy and multivariate normality

Kaiser-Meyer-Olkin Measure of Sampling Adequacy. 0.841

Bartlett's Test of Sphericity

Approx. Chi-Square 6505.989

df 36

Sig. 0.000

Total Variance Explained

Factor Initial Eigenvalues Extraction Sums of Squared Loadings Rotation

Total
% of 

Variance

Cumulative 

%
Total

% of 

Variance

Cumulative 

%
Total

1 5.118 56.867 56.867 4.817 53.527 53.527 4.247

2 1.705 18.943 75.810 1.432 15.914 69.441 3.760

3 0.664 7.376 83.186

4 0.508 5.647 88.833

5 0.303 3.367 92.200

6 0.228 2.538 94.738

7 0.207 2.303 97.041

8 0.178 1.977 99.018

9 0.088 0.982 100.000

   Pattern Matrix

Factor Factor

1 2

1 Importance of Principle – Ethical behaviour 0.908

2 Importance of Principle – Moderation 0.859

3 Importance of Principle – Complete Ownership 0.816

4 Importance of Principle – Doubtful Transactions 0.810

5 Importance of Principle – Riba 0.722

6 Understanding Concepts – Gharar 0.984

7 Understanding Concepts – Maysir 0.893

8 Understanding concepts – Shariah Compliance 0.740

9 Understanding concepts – Riba 0.168 0.674

Factor Correlation Matrix

Factor 1 2

1 1.000 0.527

2 0.527 1.000

This table presents summary statistics of Factor analysis for the variables: shariacomp; riba; gharar; maysir; usury; doubtful; 

moderation; ethicbehav; ownership. The extraction method is: Principal Axis factoring. The rotation method is: Oblimin with 

Kaiser Normalisation. 

The ‘principal axis factoring’ extraction method is employed to retain two factors. The 

oblique rotation method (direct oblimin) is retained to rotate the factors. The KMO 
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statistic of .841 is considered very adequate (being close to 1) for conducting FA 

(George & Mallery, 2007). The Bartlett’s test 6505.989 (36), p = .000 is highly 

significant (p < .001) implying that factor analysis is appropriate. The ‘total variance’ 

explains eigenvalues associated with each factor. Overall, the two factors extracted 

explain 69.4% of original variance. 

The eigenvalues of the two rotated factors 4.817 and 1.432 are >1 and considered 

significant in terms of Kaiser’s criterion. From the pattern matrix, two dimensions

emerge. For Factor 1, the rotated solutions show the first four variables have strong

factor loadings (0.908 to 0.810). It may be inferred that ethical behaviour is considered 

very important and strongly related to the principles of ‘moderation’, ‘complete 

ownership’ and ‘doubtful transactions’. Interestingly, the importance of riba shows the 

lowest loading on Factor 1.  In Factor 2, two variables have strong loadings – maysir and 

gharar (0.984; 0.893). 

Factor 1 and 2 are strongly correlated with each other (.527). Those who 

consider shariah principles to be important are also very conscious of shariah concepts. 

The issue of riba does not feature prominently in the FA analysis. This finding supports 

that of Abd Majid and Yusof (2006) and Gerrard and Cunningham (1997).

6.3.5 Second test element of hypothesis H2

The second test element of hypothesis H2 postulates a positive relationship between 

shariah values and actual investment behaviour. Current investment and asset ownership 

is revealed in responses to survey questions A6 and A7 while expected investment is 

revealed in response to survey question B15.

Stated differently, the H2 hypothesis assumes that investors behave “Islamically” 

in their decision-making. If so, then non-compliant investments/assets will not be held 

since shariah compliance rules are prescriptive. Does the evidence support this 
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hypothesis? To test this, Table 6.22 exhibits respondents’ actual (that is, presently held) 

asset and investment make-up. The results in Table 6.22 are summated responses of 

most frequently chosen asset classes and savings by respondents. 

The sum total of all responses for each asset held in column one is displayed in 

the response column N. The last column is the percentage of valid cases represented by 

each asset class. As such it does not account for respondents without assets.

Table 6.22 Frequency of multiple responses – ownership of assets and investments

Asset type
Responses

N

Percent

Percent of  

valid cases

N

Panel A – Assets presently owned

Home 348 34% 55%

Property Investments 130 13% 21%

Units in property Trusts 115 11% 18%

Units in Islamic Unit Trusts 132 13% 21%

Shares on Stock Exchange   96   9% 15%

Other Unit Trust Funds 205 20% 32%

Total 1026 100% 162%

Panel B – Where savings are destined

Savings account
139

612 60% 80%

Time deposits  59  6%  8%

Unit trusts 219 21% 28%

Shares  70  7%  9%

Property trusts  61  6%  8%

1021     100% 133%

Panel A indicates IUTs account for 13% of assets presently held. On the other hand, 

respondents will only commit 21% of savings to investment in unit trusts. The 

popularity of liquid assets is clear from the percentage of valid cases. On the assumption 

that savings and time deposits are interest-bearing instruments, these products represent 

the most significantly held non-shariah compliant assets. On this basis, the H2

139

 There is considerable transitional savings account swaps between Islamic and conventional banks 

prompted by profit/interest motives, according to Abd Majid & Yusof (2006). Survey question A7 did not 

distinguish between Islamic/conventional savings account holdings. Consequently, the responses cannot 

be disaggregated for measuring these two categories separately. It is assumed, on the basis of data in the 

2007 annual report of Bank Negara, that short-term savings are predominantly held in interest-bearing 

conventional banking accounts.   
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hypothesised relationship may be rejected since respondents behave contrary to their 

Islamic convictions. This behaviour also prevalent in expected asset preferences.

Table 6.23 sets out respondents’ expected choice of assets in response to survey 

question B15. The response frequencies account for all 900 respondents, thus providing 

a non-biased evaluation of asset preferences. In contrast, responses to question A6 

(actual assets) only account for investments actually held by respondents.

Preferred investment in term-deposits and cash managed trusts constitute 25% of 

total asset portfolio. Thus the non-compliant interest-based behavioural traits in Tables 

6.22 and 6.23 are consistent. To assess the relevance of the 25% allocation, the 

Friedman test provides evidence of how respondents rank their asset preferences based 

on sets of related scores.

Table 6.23 Within asset allocation analysis of variance

Investment preference

Percentage of 

total 

investment

Mean  

N = 900

Mean Rank 

Friedman test

Pay off mortgage 34 9.79 5.83

Invest in Islamic unit trusts 18 9.37 4.90

Place money in term deposits 14 9.29 4.55

Invest in property fund 12 9.24 4.30

Keep money in cash management trust 11 9.19 3.93

Invest in shares directly   8 9.01 2.67

Invest in sukuks   3 8.72  1.82

2 

(900) = 2312.090, p = .000. The asset rankings are significant 

since p < .05. The mean distribution for fixed deposit and cash managed trusts suggests 

a strong desire for fixed-income instruments. This observation is confirmed by Seng 

(2003) and the evidence in Table 4.4. 

In summary, the test results in section 6.3 only partially support the H2 hypothesis.

Ethical value orientations are not consistent with actual and expected investment 

behaviour. 
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6.4 TESTS RELATED TO HYPOTHESIS H3  

The background to this section is discussed in section 5.5.4.

6.4.1 Variables and descriptive statistics

Table 6.24 presents descriptive statistics of variables used in testing hypothesis H3.

Table 6.24 Descriptive statistics - attitudes toward IUTs

Variables 

Short

form

Strongly 

agree
Agree Disagree

Strongly 

disagree

Don’t 

know

IUTs are an attractive investment.
attitude1

22.2 56.2 5.0 1.6 15.0

IUTs are too complex and confusing.
attitude2

2.8 26.0 43.3 6.4 21.4

The IUT idea is not properly understood.
attitude3

5.9 43.6 29.1 4.1 17.3

The IUT idea is poorly marketed.
attitude4

7.2 41.4 27.8 4.7 18.9

Financial advice on IUT is inadequate.
attitude5

8.1 45.2 21.3 3.2 22.1

IUTs have made access to stock markets easy.
attitude6

5.7 45.1 15.7 1.9 31.7

It is not necessary to comply with the shariah.
attitude7

3.3 11.8 37.1 29.6 18.2

The idea is good but requires promotion.
attitude8

20.1 60.7 3.4 0.9 14.9

IUTs are a good way to promote savings.
attitude9

19.3 60.7 3.0 0.8 16.2

The IUT choice of products is limited.
attitude10

6.2 42.8 19.2 2.9 28.9

It's difficult to switch to IUTs.
attitude11

2.3 20.2 34.7 7.6 35.2

The variables attitude1 (78%), attitude8 (81%) and attitude9 (80%) rank very high in

respondents’ estimation (strongly agree + agree). Weak perceptions are displayed in 

responses to variables attitude2 (28.8%), attitude7 (15%) and attitude11 (22%). 

Responses to the rest of the other variables are mediocre. Factor analysis is used to 

separate out factor dimensions that provide a more robust analysis of variables that exert 

the most attitudinal influence toward IUTs. The factor analysis test results are presented 

in Table 6.25

6.4.2 Factors influencing attitudes and perceptions toward IUTs

Before the FA procedure is run, the factors comprising question B8 are first checked for 

reliability as a means of measuring the internal consistency of the 11 factor scale items. 

The reliability statistics shows Cronbach’s alpha = .925 meaning the scale is very 

reliable
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Table 6.25 Results of Factor Analysis

Sample adequacy and multivariate normality

Kaiser-Meyer-Olkin Measure of Sampling Adequacy. 0.901

Bartlett's Test of Sphericity

Approx. Chi-Square 5985.339

df 45

Sig. 0.000

Total Variance Explained

Factor Initial Eigenvalues Extraction Sums of Squared Loadings Rotation

Total
% of 

Variance

Cumulative 

%
Total

% of 

Variance

Cumulative 

%
Total

1 5.902 59.017 59.017 5.902 59.017 59.017 4.870

2 0.927 9.275 68.292 0.927 9.275 68.292 4.054

3 0.849 8.492 76.784 0.849 8.492 76.784 4.340

4 0.530 5.300 82.084

5 0.446 4.456 86.540

6 0.390 3.897 90.437

7 0.323 3.231 93.668

8 0.249 2.485 96.153

9 0.220 2.198 98.352

10 0.165 1.648 100.000

   Pattern Matrix

Component 1 2 3

The IUT Idea is poorly marketed. 0.917

The IUT Idea is not properly understood. 0.867 0.118

Financial advice on IUT is inadequate. 0.771

IUTs are too complex and confusing. 0.712 0.307 -0.137

It's difficult to switch to IUTs. 0.883

IUTs have made access to Stock market easy. 0.736 0.184

IUT choice of products is limited. 0.117 0.729 0.121

IUTs are a good way to promote savings. 0.915

IUT idea is good but requires promotion. 0.148 0.872

IUTs are an attractive investment alternative. 0.188 0.683

Component Correlation matrix

Component 1 2 3

1 1.000 0.563 0.611

2 0.563 1.000 0.501

3 0.611 0.501 1.000

This table presents summary statistics of Factor analysis for the variables: attitude1; attitude2; attitude3; attitude4; 

attitude5; attitude6; attitude7; attitude8; attitude9; attitude10; attitude1. The extraction method is: Principal 

Component Analysis. The rotation method is: Oblimin with Kaiser Normalisation. 
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A close inspection of individual factor correlations shows a ‘corrected-total correlations’

range between .746 and .610. This range does not require any factors to be removed to 

increase reliability. 

The FA is run using the ‘principal component’ extraction method with the option 

of retaining 3 factors. The result of this procedure shows: Bartlett’s test = 5985.339 (45), 

p = .000 suggesting this measure is approximately multivariate normal. The Kaiser-

Meyer-Olkin measure of .901 is close to 1 and significant for conducting factor analysis.

The ‘variance explained’ analysis show that the three factors retained in the extraction 

procedure account for 76.8% of total variance.  The rotation column shows that the 

eigenvalues of the three factors retained are significant.

Figure 6.2 Scree plot of factor eigenvalues

C o m p o n e n t N u m b e r

1 0987654321

E
i
g

e
n

v
a

l
u

e

6

5

4

3

2

1

0

S c re e  P lo t

The scree plot in Figure 6.2 shows that the decision to retain three factors is appropriate. 

It can be seen that the scree flattens considerably after the third factor. It will be noticed 

too that adding more factors after the third factor adds little to overall ‘% of variance’ 

explained in column three of Table .6.25.
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Three distinct factor dimensions emerge from an examination of Table 6.25. 

Factor 1 has four variables with strong loadings. The loadings suggest that the IUT 

variable attitude4 ‘poorly marketed’ is significantly influenced by three associated 

factors: (1) the idea is not properly understood (attitude3); (2) that financial advice on 

IUTs is inadequate (attitude5); and, (3) the IUT concept is complex and confusing 

(attitudes2).  

Factor 2 also has strong loadings on three associated variables (attitudes11, 6 & 10). The 

loadings suggest that investors have difficulty (attitude11) switching to IUT because: (1) 

stock market investment is much easier (attitude6); and, (2) there is limited choice with 

IUTs (attitude10).

Factor 3 has three strong loadings (attitude9, 8 and 1). This implies that IUTs are a good 

way of investing (attitude9) but requires: (1) promotion (attitude8); and, (2) must stand 

out as attractive investment alternatives (attitude1).  

The strength of factor correlations is shown in the correlation matrix. It shows that factor 

1 and 3 are strongly correlated. The other factors are relatively very well correlated.

Poor perception of IUTs is strongly associated with difficulties and limitations of IUTs. 

But difficulties and limitations are correlated with positive expectations.  

The Factor 1 dimension supports the low familiarity with IUTs expressed by 

respondents in Table 6.8.

6.4.3 Shariah factors and IUT attitudes and perceptions contrasted

It is hypothesised in H3 that religious and ethical concerns are not the sole drivers of 

IUTs. Two significant shariah factor dimensions emerge in Table 6.21 that need to be 

contrasted against factor dimensions in Table 6.25.



257

In Table 6.21, three variables load very strongly on Factor 1. The factor loadings 

suggest: ethical behaviour (ethicbehav) is strongly driven by the principles of complete 

ownership (ownership) and moderation (moderation). This behaviour is supported by 

two other variables: the principles surrounding (1) doubtful transaction (doubtful); and,

(2) by (riba). The loading on the principle of riba is not significant in both Factors 1 and 

2. Factor 2 shows strong association between four variables – all related to equity 

dealings. These two patterns suggest respondents mentally separate shariah ‘concepts’

and ‘principles’. In other words, they treat them heuristically separate. These biases 

imply that while in principle there is strong inclination toward shariah compliance, 

conceptually the principles are less understood (Vogel & Hayes, 1998). The FA results

suggest religious influence is an important but not significant determinant of ethical 

investment behaviour supporting observations by al-Tamimi (2006) and Abd Majid and 

Yusof (2006).

Contrast these findings with those in Table 6.25. The evidence shows that 

negative perception toward IUTs is not driven by ethical considerations. The negative 

perceptions are perpetuated by poor marketing and conceptualisation of IUTs. Thus,

even when shariah principles are strong behavioural factors as indicated in Tables 6.13 

and 6.14, this does not necessarily translate into positive attitudes and perceptions of 

IUTs. It may be observed too from Table 6.25, that positive attitudes and perceptions 

only account for 8.49% of total variance. 

6.4.4 Other drivers of attitudes and perceptions of Islamic investment

Table 6.26 shows respondents’ basic perceptions of share investments.

Very few individuals (7%) profess to have good knowledge of equity investment. The 

majority (53%) have very little knowledge. These observations partly explain the low 

percentage of investable funds directed toward direct share investment shown in Table 
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6.1. The low perception of direct equity investment is also displayed in Table 6.8 which 

shows low interactions with investment advisors 

Table 6.26 Descriptive statistics of investment knowledge & education

Panel A

 Perceptions of share investments

Value label Variable short form Frequency %

Good knowledge percepshares   64   7

Some knowledge percepshares 347 40

Very little knowledge percepshares 465 53

No knowledge percepshares    1   0

Total 877        100

 Panel B 

Knowledge of the equity investment market

Value label Variable short form Frequency %

Self taught knowleginv   650 72

Member of an investment club knowleginv   140 16

Use advisors knowleginv     87 10

None knowleginv     23   2

Total   900        100

Panel C

Frequency reading the financial press and media

Value label Variable short form Frequency %

Daily readpress   202 22

Weekly readpress   76   9

Monthly readpress  79   9

Internet readpress     60   7 

When necessary readpress   316            35

Never readpress   167            18

Total   900          100

A further observation in Panel B is that 72% of respondents’ knowledge of the 

investment market is self-acquired. Very few individuals (10%) use the services of 

investment advisors. How respondents frame equity decisions also depends on how 

familiar they are with ongoing knowledge of the equity market. From Panel C over half 

(53%) of respondents never read the financial press or only read when necessary.

To sum, the test results of H3 show that the hypothesised relationship may be accepted.
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6.5 CHAPTER SUMMARY

6.5.1 Results of hypothesis tests 

Table 6.27 Chapter summary of test results

Hypothesis Section 

reference

Result & comments

H1a – Investors’ demographic profiles, asset 

holdings and savings behaviour positively 

contribute to investment in Islamic equity 

funds.  

6.2.1  to  6.2.1.5 Accepted

The relationships are 

significant.

H1b – Knowledge and understanding of 

equity funds and market concepts is positively 

related to investment in Islamic equity funds.

6.2.2  to 6.2.2.3 Rejected 

The evidence points to weak 

association. Not all 

behavioural variables are 

predictors of IEF investment.

H2 – The understanding and importance of 

shariah concepts and principles is positively 

related to Islamic equity investments. 

6.3.1 to 6.3.5 Rejected

Shariah concepts and 

principles are considered 

important. But asset choice 

show significant deviations 

from shariah compliant 

decision-making.

H3 – Attitudes and perceptions toward 

Islamic unit trusts are not driven solely by 

religious and ethical concerns.

6.4.1 to 6.4.4 Accepted

Non-ethical factors are 

important determinants of 

attitudes toward IUTs.

6.5.2 Summary  

Four hypotheses are tested in this chapter. These relate to relationships pursuant to the 

X1 and X2 variables in equation 5.1 and the y1:x1 and y2:x2 TM variable relationships. 

The H1a tests indicate there is significant relationship between investors’ demographic 

profiles and possession of Islamic equity investments. Gender, age, education and 

income are significant determinants of this behaviour. However, the occupation variable 

is not shown to be significant. Investors’ preference for liquid assets and unit trusts 

suggest lack of enthusiasm for direct investment in the share market. 

The H1b tests show weak understanding of market concepts and market 

intermediaries by respondents. However, despite these limitations, unit trust investment 
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is significant in relation to aggregate asset holdings. This indicates significant market 

influence by fund management companies through dedicated distribution channels.  

Hypothesis H2 reveals strong understanding of shariah concepts but not very 

significant appreciation of shariah principles. The latter trait is not manifested in actual 

investment behaviour. Further, factor analysis reveals riba is not a significant 

determinant in Islamic investing. 

The evidence in H2 is supported in H3 hypothesis testing that shows strong 

factorial influence of ethical variables in decision-making. FA tests of respondents’ 

attitudes and perceptions show that the principle of ethical behaviour is perceived as 

very significant. This factor is complemented by the concepts of complete ownership, 

moderation and doubtful transactions. The results of H3 suggest that non-ethical factors 

are very strong determinants of investment behaviour.

In general the evidence in this chapter suggests there is lack of investment and 

shariah compliance knowledge. These factors, together with anomalies in individual 

behaviour, produce adverse perceptions and attitude toward IUTs, inadequacy of choice 

and ignorance of investment alternatives. These observations are consistent with 

research by Basu and Drew (2006).

This chapter focused on the behavioural aspects of Islamic investments from the 

demographic, asset portfolio, knowledge-based attributes and personal attitudes 

perspectives. Chapter 7 extends this analysis. It focuses on respondents’ risk/return 

profiles and asset allocation behaviour. It looks at behavioural aspects of equity fund 

management and their ability to shape investment decision-making.
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CHAPTER SEVEN

EMPIRICAL RESULTS

7 RISK, RETURNS AND FUND PERFORMANCE

7.1 INTRODUCTION  

This chapter presents empirical findings related to research questions 4, 5 and 6 and 

hypothesis H4a, H4b, H4c, H5, H6 and H7. Section 7.2 provides test results of H4a, 

H4b and H4c concerning respondents risk/return profiles. Section 7.3 relates to analyses 

of economic factors influencing investment decision-making. It addresses hypothesis H5 

and objective B2. Section 7.4 presents evidence of respondents’ choice and asset 

allocation preferences pursuant to construction of asset portfolios. This section relates to 

hypothesis H6 and objective B3.

Section 7.5 deals with test results concerned with the X3 variable in equation 5.1. 

It is concerned specifically with the performance of Malaysian IEFs and a sample of 

Malaysian conventional funds. Section 7.6 provides a summary of test results related to 

this chapter.

7.2 RISK/RETURN PROFILING AND BEHAVIOUR 

7.2.1 Tests related to hypothesis H4a

This section deals with examining respondents’ risk/return characteristics. Descriptive 

statistics of respondents risk/return responses are detailed in Table 7.1. In Panel A, the 

evidence show most respondents prefer moderate risk/return trade-offs – over half 

(53%) prefer medium risk/staple returns. The 25% ‘no risk’ response category suggests 

individuals prefer risk-free products e.g. capital guaranteed instruments. The ‘medium’ 

and ‘no risk’ categories jointly portray risk-averse behaviour.
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Table 7.1 Risk-return profiles

Response Variable Frequency

N

%

Panel A 

Risk/reward characteristics
140

High risk/high return invoption  197    22

Medium risk/stable returns invoption  477   53 

No risk /fixed returns invoption  226   25

Panel B

Rates of return expected

5% faireturn 50    6  

6% faireturn  37   4  

7% faireturn 56   6 

8% faireturn  65   7 

9% faireturn 50   6

10% faireturn 155 17

10–15% faireturn 252 28

15% over faireturn 234 26

From Panel B the majority of respondents (71%) expect rates of return 10% and higher. 

The high return expectations seem to contradict evidence of moderate risk. Thus, a more 

detailed risk/reward analysis based on demographic profiles is provided in section 7.2.2. 

7.2.2 Tests related to hypothesis H4b 

Here the influence of demographic profiles on risk/reward preferences is examined.

The analysis in Table 7.2 follows the methodology discussed in sections 5.5.5 and 

5.5.5.1. These results are to be studied in light of findings in other studies. Tahir (2004) 

finds that Islamic investors are risk-averse based on their stock selection preferences and 

risk/return expectations. Abdullah, Hassan and Mohamad (2007) conclude that 

possessing Islamic mutual funds in a portfolio helps in arresting downside risk. 

140

 Note the term ‘reward’. This term is more descriptive as respondents are categorised in three broad 

investment bands. In this definition, ‘reward’ includes capital gains plus return on investment.  
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Table 7.2 Respondents risk/reward profiles

Expected 

Returns

High 

Risk

Medium 

Risk

No Risk Total Chi-square df Sig.

Panel A % % % %

Gender

Male 53.004 4 0.000

Moderate 5–10% 22.8 49.3 56.0 43.7

High 10–15% 27.2 33.8 15.0 27.6

Very high 15%+ 50.0 16.9 29.0 28.7

Female 47.978 4 0.000

Moderate 5–10% 30.1 49.4 56.3 47.9

High 10–15% 22.9 35.7 16.7 28.5

Very high 15%+ 47.0 14.9 27.0 23.6

Panel B

Age groups

18–25 26.320 4 0.000

Moderate 5–10% 19.4 68.6 55.6 51.7

High 10–15% 29.0 23.5 11.1 21.2

Very high 15%+ 51.6 7.8 33.3 27.1

26–35 12.346 4 0.000

Moderate 5–10% 34.4 54.6 57.0 51.7

High 10–15% 29.5 25.1 16.3 23.7

Very high 15%+ 36.1 20.3 26.7 24.6

36–45 46.372 4 0.000

Moderate 5–10% 29.1 40.6 49.1 40.0

High 10–15% 21.8 50.7 22.8 38.0

Very high 15%+ 49.1 8.7 28.1 22.0

46–55 23.151 4 0.000

Moderate 5–10% 17.9 42.6 56.8 39.4

High 10–15% 23.1 36.1 10.8 25.5

Very high 15%+ 59.0 21.3 32.4 35.0

56 + 25.173 4 0.000

Moderate 5–10% 9.1 26.3 90.0 37.5

High 10–15% 18.2 52.6 10.0 32.5

Very high 15%+ 72.7 21.1 0.0 30.0

Panel C 

Education

Degree & post degree 66.803 4 0.000

Moderate 5–10% 24.7 47.8 53.3 43.5

High 10–15% 30.1 36.9 16.7 31.5

Very high 15%+ 45.2 15.3 30.0 25.0

Non-degree 35.774 4 0.000

Moderate 5–10% 29.4 55.0 59.4 51.9

High 10–15% 11.8 28.4 15.1 19.9

Very high 15%+ 58.8 16.5 25.5 28.2

Panel D

Occupation

Business persons 16.6029 4 0.002

Moderate 5–10% 16.0 63.9 53.3 46.0

High 10–15% 28.0 22.2 20.0 23.7

Very high 15%+ 56.0 13.9 26.7 30.3

Trade & other 39.3078 4 0.000

Moderate 5–10% 6.3 31.0 61.8 39.2

High 10–15% 0.0 48.3 14.7 24.1

Very high 15%+ 93.8 20.7 23.5 36.7
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Table 7.2 (continued)  

Expected 

Returns

High 

Risk

Medium 

Risk

No Risk Total Chi-square df Sig.

Professional persons 21.2696 4 0.000

Moderate 5–10% 29.4 48.2 50.0 43.0

High 10–15% 32.4 38.0 15.6 33.4

Very high 15%+ 38.2 13.9 34.4 23.6

Office/clerical persons 11.7478 4 0.019

Moderate 5–10% 31.0 48.0 50.0 45.4

High 10–15% 24.1 36.0 20.0 28.6

Very high 15%+ 44.8 16.0 30.0 25.0

Retired persons % % % % 25.6771 4 0.000

Moderate 5–10% 20.0 14.3 80.0 45.4

High 10–15% 0.0 85.7 20.0 36.4

Very high 15%+ 80.0 0.0 0.0 18.2

Ordinary workers 26.644 4 0.000

Moderate 5–10% 29.6 52.1 57.6 49.8

High 10–15% 25.9 30.7 12.9 25.4

Very high 15%+ 44.4 17.2 29.4 24.8

Panel E

Income

RM0 to 15 000 18.6874 4 0.001

Moderate 5–10% 44.4 60.2 61.7 58.4

High 10–15%   3.7 23.5 21.7 20.0

Very high 15%+ 51.9 16.3 16.7 21.6

RM15  – 25 000 24.0348 4 0.000

Moderate 5–10% 30.6 55.8 56.8 50.7

High 10–15% 26.5 30.8 12.2 23.8

Very high 15%+ 42.9 13.5 31.1 25.5

RM25  – 35 000 16.5759 4 0.002

Moderate 5–10% 23.1 49.3 48.9 44.4

High 10–15% 53.8 32.4 13.3 30.3

Very high 15%+ 23.1 18.3 37.8 25.3

RM35 – 45 000 7.07649 4 0.132

Moderate 5–10% 41.2 50.0 76.5 52.9

High 10–15% 29.4 35.7 11.8 30.8

Very high 15%+ 29.4 14.3 11.8 16.3

RM45 – 55 000 22.0691 4 0.000

Moderate 5–10% 16.7 42.5 50.0 35.5

High 10–15% 25.0 50.0 33.3 39.5

Very high 15%+ 58.3 7.5 16.7 25.0

RM55  – 75 000 13.1678 4 0.010

Moderate 5–10%   0.0 41.5 50.0 39.3

High 10–15%   0.0 34.1 10.0 26.8

Very high 15%+ 100.0 24.4 40.0 33.9

RM75 –100 000 13.6855 4 0.008

Moderate 5–10% 16.7 25.0 33.3 22.6

High 10–15% 25.0 56.3 0.0 38.7

Very high 15%+ 58.3 18.8 66.7 38.7

RM100 000+ 13.152 4 0.011

Moderate 5–10% 12.0 30.0 0.00 19.2

High 10–15% 20.0 55.0 50.0 36.1

Very high 15%+ 68.0 15.0 50.0 44.7

This table provides disaggregated results of respondents risk/reward characteristics. 

In relation to return expectations, research by Abd Majid and Yusof (2006, p.13–15), 

show that: (1) the rate of profit (by Islamic institutions) is positively related to savings; 

(2) when interest rates rise, depositors tend to switch investments from Islamic to 
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conventional banks; and, (3) Islamic bank customers are motivated more by profit and 

less by shariah concerns. However, Haron and Norafifah (2000) find that depositors will 

reverse these decisions when interest rates fall. There is therefore, a preference reversal

such that an opportunistic interest/profit trade-off is driven by return predictability and 

revenue stream considerations. Further, Haron and Shanmuganathan (1995) find 

negative relationship between rate of returns offered (by Bank Islam Bhd Malaysia) and 

the amount of funds deposited in the bank. Fauziah, Suhaimi and Lai (2002) suggest that 

investors will choose larger-sized and older funds to earn higher returns. Zaidi, Abd 

Karim and Kefeli (2004) argue that on average, Malaysian fund returns are negative and 

have not outperformed the market and that the return expectations do not make equity 

funds attractive destinations.

In relation to this research, a number of risk/reward behavioural traits may be 

inferred from Table 7.2. In Panel A for both genders (43.7% and 47.9%), risk-aversion 

is displayed in moderate return expectations. Higher rewards attract greater risk – those 

seeking very high returns (50% male; 47% female) also acknowledge high risk. An 

accepted rule in finance theory is that risk increases linearly with returns – this is 

indicative in Table 7.2.

Male and female risk/return preferences do not differ. These results are generally 

consistent with risk/return expectations in investment theory discussed by Brailsford et 

al. (2004) and Gitman and Joehnk (2005a; 2005b). But Miller and Hoffman (1995) 

assert that religious affinity make females more risk-averse. Jianakoplos and Bernasek 

(1996) as well as Bajtelsmit and Bernasek, (1998) find that women are more risk-averse 

than men. Gender differences in risk-taking are also confirmed by Graham et al. (2002). 

Studies by Olsen and Cox (2001) and Hira and Loibl (2006) show a strong risk-averse 
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tendency among females. The chi-square statistics in Panel A suggests there is no 

substantial difference in male/female risk/reward profiles.

From Panel B the majority of young persons (51.7%) prefer moderate returns. Higher 

returns are expected by older groups. High risk/return expectations increases linearly 

with age (ages 26–35, 36.1%; ages 36–45, 49.1%; ages 46–55, 59%; ages 56+, 72.7%). 

On the other hand, risk/return trade-off remains steady for those who expect moderate 

returns as age increases. For this group, risk/returns are not linearly related. This trend is 

inconsistent with lifecycle investment theory namely, that individuals invest in more 

volatile assets (equities) in youth and  then shift into more safer assets in later years 

(Hirt, Block, & Basu, 2006). There is however, serious disagreement over this issue by 

Basu and Drew (2006) who find that greater exposure to equity investment in later years 

adds more value to retirement outcomes. As to the behaviour of respondents falling into 

the ‘moderate risk/return’ group, the evidence in Table 7.2 is consistent with what Basu 

and Drew (2006, p. 2) describe:

…two of the ‘prudent investor’ principles on asset allocation underlie most participant education 

programs: first, the existence of positive equity risk premium; and second, change in the 

investor’s risk-taking capacity with age

The very high risk/return behaviour of mature and older-aged individuals suggests a 

greater reliance on high return strategies to supplement income. In general, the ‘prudent 

investor’ principles do apply to Islamic investors as suggested by the evidence in Table 

7.2.

From Panel C it is noticeable that highly educated investors are not risk seekers – only 

25% expect very high returns. The majority of non-degree respondents (51.9%) choose 

to be moderate in their expectations. However, for both educated groups higher return 
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expectations is accompanied by higher risk. Graham et al., (2002) conclude that higher 

educated females are more prudent in their decision-making and less likely to take on 

excessive risk. The same study also finds that less educated males are more willing to 

accept more risk. Further, Hinz, McCarthy & Turner (1996) find that women of all 

education persuasions are more likely to hold fixed income securities in their portfolios 

– consistent with risk-averse behaviour.

From Panel D all six occupation groups exhibit predominantly ‘moderate’ risk/return 

behaviour. Again, within occupation categories high return expectations attract high 

risks among all groups. Professional, clerical and ordinary workers are not high risk-

seekers. But business and trade persons are willing to accept more risk for more returns. 

This is consistent with the view that entrepreneurs by the very nature of their operations 

are risk-seekers (Besanko et al., 2004). ‘Very high’ returns expected by retired 

individuals (80%) are consistent with 72.7% return expectations in the 56+ group in 

Panel B.

In general, from a perusal of Panel E those in the income groups RM15 000 to RM45 

000 appear to be moderate investors. Those in higher income brackets are more risk 

seeking – especially investors earning RM75 000 and above. Thus there is a positive 

linear relationship between income and risk/return expectations. 

In their study Hanson and Tranter (2006) find most investors’ demographic 

attributes are linearly related to risk/return expectations. The evidence in relation to age, 

education and income in Table 7.2 is consistent with this finding. Tahir (2004) compares 

risk attribution behaviour between Muslim and non-Muslim respondents and finds no 
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difference in risk perceptions between these groups. Moreover, the study finds: strong 

relationship between respondents’ demographics and risk attribution; education and 

income are important drivers of investment behaviour; and, based on stock selection 

preferences, Muslim investors are risk-averse. The findings in Table 7.2 are consistent 

with both studies. On this basis hypothesis H4b may be accepted.   

7.2.3 Test results of hypothesis H4c 

This section assesses risk/return behaviour from respondents’ asset class profiles.

7.2.3.1 Friedman test of two samples

The test methodology for this hypothesis is discussed in section 5.5.5.3. The risk/return 

behaviour of respondents is evaluated from paired risk/return expectations. The 

Friedman test ranks risk/return scores for different asset classes. Table 7.3 sets out the 

test results.

Table 7.3 Friedman test of two related samples

Asset Class

High

Risk

Medium

Risk

Low

Risk 

Chi-

square

Asym

p Sig.

Expected Return from Property 

Investment N 234 358 273 85.341 0.000

Mean rank 532.940 365.663 435.639

Expected Return from Listed Shares N 404 297 169 190.819 0.000

Mean rank 539.222 305.384 416.216

Expected Return from Unit Trust 

Funds N 215 426 228 121.872 0.000

Mean rank 576.328 367.401 428.033

Expected Return from Fixed Term 

Deposit N 58 265 548 73.292 0.000

Mean rank 550.172 518.349 384.094

Expected Return from Cash 

Managed Accounts N 74 351 446 95.503 0.000

Mean rank 618.682 481.350 369.999

In this table, respondents’ return expectation for each asset class is paired against the corresponding risk of that asset class. 
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Respondents’ risk/return behaviour is assessed against mean asset rankings. High risk 

individuals rank cash managed trusts safest and property investment riskiest. For 

medium risk individuals, fixed-term deposits are safest and listed shares riskiest. For low 

risk individuals, property investment rank safest and cash managed accounts riskiest.  

These findings in part, appear to be inconsistent with other research. Seng (2003) 

provides evidence that Malaysian fixed-income and cash managed instruments are the 

least risky products. Further, Gitman and Joehnk (2005a) consider property investment 

as generally safe investments. The apparent contradictions between the findings may be 

attributable to how respondents perceive risk. For instance, Mao (1970) argues that 

decision-makers rank risk in terms of returns below some acceptable benchmark. This 

view is shared by Olsen (1997) as well but argues that risk is assessed in terms of 

perceived losses. Behavioural finance regards this as a case of mental bias (Camerer & 

Loewenstein, 2002b). That is (on the evidence in Table 7.3), respondents mentally 

compartmentalise or rank risk/returns in some order based on criteria such as good/bad 

experience, heuristic simplifications (Barberis & Thaler, 2003) or ‘herd mentality’ 

(Shiller, 2005). Baker and Nofsinger (2002, p.97) view this behaviour as a case of 

cognitive weakness – more specifically “…errors due to biases or frame dependence e.g. 

how they (investors) view a decision”. 

The return/risk ranking for listed shares implies respondents perceive this asset 

class as being very risky. This assessment is not unusual given the general consensus 

that equity investment is very volatile but also most rewarding when held over long 

periods (Basu & Drew, 2006). 

Given findings in Table 7.3 investment in unit trusts may be perceived risk 

neutral. On the basis of evidence in Table 7.3, hypothesis H4c may be accepted.
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7.3 INFLUENCE OF ECONOMIC FACTORS 

This section examines the influence of economic factors on investment decision-making. 

The methodology for testing hypothesis H5 is discussed in section 5.5.6.1. The choice of 

statistical method is factor analysis based on responses to survey question B14.

7.3.1 Descriptive statistics 

Table 7.4 provides descriptive statistics for scale responses “high”, “medium”, “low” to 

question B14. Respondents (60.4%) rate the Malaysian economy highly influential in 

decision-making. The Malaysian stock exchange (55.8%) and domestic interest rates 

(50.1%) also rate as very influential. Property returns (54%) and reputable funds 

(55.2%) also rate high in respondents’ decision-making estimation. Median responses 

show nine variables in the ‘median’ ratings category.

Table 7.4 Descriptive statistics - decision-making factors

Variable description
Variable short 

form
Low Medium High

Median 

response

Choice & Range of Investment Options rating1 8.4 43.2 47.9 2

Professional Advise rating2 10.0 37.8 51.9 3

Advise of Fund Manager rating3 14.0 40.1 45.4 2

Advise of Investment Agent rating4 15.8 43.3 40.4 2

Reputation of Investment Fund rating5 10.4 33.9 55.2 3

Tax effectiveness rating6 13.9 44.8 40.8 2

Global Stock Exchanges rating7 12.4 45.8 41.2 2

US/Japan economies & Stock Market rating8 18.6 45.1 35.7 2

Oil Prices rating9 10.7 44.2 44.5 2

Property Returns rating10 6.6 38.8 54.0 3

Commercial & Residential Property 

Market rating11 8.3 46.4 44.6 2

Malaysian Economy rating12 3.8 35.3 60.4 3

Malaysian Stock Exchange rating13 4.7 39.0 55.8 3

Malaysian Interest Rates rating14 9.3 40.0 50.1 3

Performance of Wall Street rating15 21.2 44.2 33.9 2

7.3.2 Factor analysis

The factor analysis (FA) procedure is employed to separate out factor dimensions that 

influence investment decision-making. The results are presented in Table 7.5.
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Table 7.5 Factor Analysis results

Sample adequacy and multivariate normality

Kaiser-Meyer-Olkin Measure of Sampling Adequacy. 0.904

Bartlett's Test of Sphericity

Approx. Chi-Square 7914.894

df 105

Sig. 0.000

Total Variance Explained

Factor Initial Eigenvalues Extraction Sums of Squared Loadings Rotation

Total

% of 

Variance

Cumulative 

%

Total % of Variance

Cumulative 

%

Total

1 6.998 46.653 46.653 6.602 44.015 44.015 5.041

2 1.768 11.787 58.439 1.377 9.178 53.194 5.022

3 1.128 7.518 65.957 0.815 5.431 58.625 4.829

4 0.874 5.825 71.782

5 0.707 4.713 76.495

6 0.610 4.068 80.562

7 0.506 3.376 83.938

8 0.438 2.922 86.860

9 0.394 2.626 89.486

10 0.357 2.381 91.866

11 0.307 2.045 93.911

12 0.283 1.888 95.799

13 0.241 1.605 97.404

14 0.208 1.387 98.790

15 0.181 1.210 100.000

 Pattern Matrix

Factors 1 2 3

Oil Prices 0.767 0.107

US/Japan economies & Stock Market 0.716 -0.155

Commercial & Residential Property Market 0.670

Property Returns 0.660 -0.103

Global Stock Exchanges 0.650 -0.178

Performance of Wall Street 0.473 -0.120 -0.147

Advise of Fund Manager -0.916

Professional Advise -0.825

Advise of Investment Agent -0.813

Reputation of Investment Fund -0.652 -0.155

Choice & Range of Investment Options -0.480 -0.183

Tax effectiveness 0.328 -0.401

Malaysian Stock Exchange -0.938

Malaysian Economy -0.842

Malaysian Interest Rates -0.105 -0.696

Factor Correlation Matrix Factor 1 Factor 2 Factor 3

Factor 1 1.000 -0.497 -0.624

Factor 2 -0.497 1.000 0.540

Factor 3 -0.624 0.540 1.000

This table presents summary statistics of Factor analysis. The extraction method is: Principal Axis factoring. The rotation method is: 

Oblimin with Kaiser Normalisation. 
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Reliability test to check the internal consistency of the scale items shows Cronbach’s 

alpha of .917. Being close to 1, this statistic is considered very significant. The oblique 

rotation method (direct oblimin) is retained to rotate factors. From Table 7.5 the KMO 

statistic of .904 is considered very adequate for conducting factor analysis (Francis, 

2007). Bartlett’s test 7914.894 (105), p = .000 is highly significant with p < .001 

implying that the procedure is appropriate. The ‘total variance’ column presents 

eigenvalues associated with each factor. Overall, the three factors extracted explain 

58.6% of original variance.

The eigenvalues for the first two rotated factors are 6.602 and 1.377 which are 

>1 and considered significant in terms of Kaiser’s criterion. The third factor with 

eigenvalue 0.815 only explains 5.4% of variance which is considered adequate (Francis, 

2007). In this analysis, the criteria for accepting significant variable loadings follow 

rules suggested by Hair et al. (2006) and Raubenheimer (2004) namely, that loadings 

above .6 are ‘high’ while those below .4 are considered ‘low’. From the ‘pattern matrix’ 

three factor dimensions emerge.

Factor 1 (F1) is defined by five variables. Three variables strongly loaded with factor 1 

identify an ‘external’ factor dimension namely: oil prices; the US and Japanese 

economies and, the influence of global stock exchanges. These variables signify the 

influence of external economic factors that impact respondents’ decision-making. The 

other two variable loadings (property market 0.670 and property returns 0.650) add a 

different dimension to factor 1. It suggests respondents consider the Malaysian property 

market as an important barometer of future investment trends and a benchmark for 

investment returns.



273

Factor 2 (F2) identifies investment advisory services as the second significant factor 

dimension. As factor 2 is defined by three variables with strong loadings, it may be 

accepted as reliable (Francis, 2007, p. 162). The negative loadings (or inverse factor 

analysis also known as Q-mode FA) indicate negative relationship of the explanatory 

variables to the factor. The negative loadings indicate that responses are in the opposite 

direction of variables that load positively on the factor. It may be observed from the 

pattern matrix that all Factor 2 variables load negatively on ‘oil prices’. Given this 

relationship, the Factor 2 dimension suggests that higher oil prices tend to dampen 

investment sentiment, which in turn leads to negative demand for investment services.

The factor 3 (F3) dimension shows three significant variable loadings related to the 

Malaysian economy – the KLSE, the economy and interest rates. Viewed in relation to 

‘variance explained’, with an eigenvalue < 1 (0.815) these variables only explain 5.4% 

of total variance and constitute the weakest of the three factor extractions. As with 

Factor 2, negative loadings indicate negative relationships against positive associations. 

Factor 3 implies that a downturn in the Malaysian economy translates into negative IEI

investment sentiment and decision-making.

The correlation matrix is used to see how well the three factors fit the data. Factors 1 is 

moderately negatively correlated (-.497) with Factor 2 and strongly negatively 

correlated (-.624) with Factor 3. Higher oil prices and problems in global economies 

(F1) negatively affect the Malaysian economy (F3), equity investment and investment 

services (F2).  

Thus, the null hypothesis of no association for hypothesis H5 may be rejected. 
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7.4 TESTS RELATED TO HYPOTHESIS H6 

This section examines respondents’ asset choice and investment allocation preferences.

7.4.1 Descriptive statistics 

To overcome response bias, respondents were asked to allocate RM50 000 between 

seven asset classes to construct personal asset portfolios (survey question B15). The 

response statistics are presented in Table 7.6

The mean responses indicate investment in (mortgaged) property
141

 is the most 

popular asset of choice. Investment in unit trusts is the second most favoured asset. Both 

trends reflect allocative preferences in actual asset holdings displayed in Table 6.1. 

There is also strong desire for Islamic equity fund investment (second highest ranking), 

as do preference for fixed-term deposits.

Table 7.6 Descriptive statistics - hypothetical portfolios

 Variables Min Max Mean

Standard 

deviation

Allocation of funds

Mortgage repayment 0 50 000    16 868.41 15 046.31

Invest in Property Fund 0 50 000 6 110.78  8 170.92

Invest in Shares 0 50 000 4 054.11  7 321.63

Invest in Islamic Unit Trusts 0 50 000 8 846.67 10 196.53

Invest Fixed Term Deposit 0 50 000 6 802.03 10 317.77

Invest in Sukuks 0 50 000 1 668.78  4 067.96

Invest in Cash Management Trust 0 50 000 5 095.00  7 758.92

7.4.2 Examining asset preferences from hypothetical portfolios  

When compared to actual asset ownership in Table 6.2 different patterns emerge of 

respondents’ choice of assets based on portfolio characteristics in Table 7.6. Could the 

observations in Table 7.6 have occurred by chance?  The significance levels in Table 7.7 

provide the answer to this question.

141

A reduction in mortgage debt is construed as an increase in personal equity
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Table 7.7 Dispersion of preferred asset ownership

Pooled response Pay 

mortgage

Property

trust

Listed 

shares

Islamic unit 

trust

F T 

deposits

Sukuks Cash 

manage trust

Pooled response

Prefer 79.0% 52.5% 43.4% 65.2% 53.3% 24.8% 46.6%

Don't prefer 21.0% 47.5% 56.4% 34.8% 46.7% 75.2% 53.4%

Gender

Male 36.0% 23.8% 21.0% 28.9% 23.7% 11.7% 21.0%

Female 43.0% 28.7% 22.6% 36.3% 29.7% 13.1% 25.6%

Significance 0.141 0.328 0.484 0.033 0.106 0.946 0.318

Age

18–25 11.0% 8.7% 7.1% 9.1% 8.4% 4.4% 6.6%

26–35 31.6% 23.6% 17.3% 27.2% 23.2% 10.8% 20.4%

36–45 22.1% 11.7% 11.1% 17.6% 12.2% 5.4% 11.6%

46–55 11.5% 6.7% 6.7% 8.8% 7.7% 3.2% 6.1%

56 over 2.9% 1.9% 1.3% 2.6% 1.8% 0.9% 1.9%

Significance 0.105 0.000 0.042 0.075 0.000 0.019 0.042

Education

Secondary 16.4% 9.6% 8.0% 13.4% 11.8% 5.7% 10.7%

Technical 7.5% 5.3% 4.9% 5.7% 5.6% 2.4% 5.7%

University Degree 45.4% 29.7% 23.9% 37.1% 29.4% 14.0% 25.0%

Post Graduate 9.8% 7.8% 6.8% 8.9% 6.4% 2.7% 5.2%

Significance 0.095 0.430 0.179 0.635 0.139 0.361 0.003

Occupation

Business person 6.5% 5.7% 4.0% 5.3% 5.3% 2.6% 4.2%

Trade & self-

employed

7.2% 3.8% 3.6% 5.1% 3.9% 2.2% 5.0%

Professional 

person

19.4% 15.0% 12.1% 18.3% 13.6% 5.4% 10.3%

Office/clerical 13.2% 6.8% 5.4% 9.6% 9.4% 2.9% 6.1%

Retired 1.6% 1.0% 0.9% 1.4% 1.4% 0.8% 1.4%

Paid employee 31.3% 20.2% 17.6% 25.4% 19.7% 10.9% 19.4%

Significance 0.008 0.000 0.027 0.032 0.264 0.020 0.000

Income

0–15 000 16.4% 12.7% 9.8% 14.4% 12.9% 6.4% 10.9%

15 001–25 000 21.4% 14.7% 11.0% 18.6% 15.7% 7.7% 12.9%

25 001–35 000 12.8% 7.8% 6.4% 9.9% 8.2% 3.6% 7.6%

35 001–45 000 9.3% 5.1% 5.0% 6.9% 5.6% 2.6% 5.3%

45 001–55 000 6.5% 4.6% 3.7% 5.0% 4.3% 2.0% 3.6%

55 001–75 000 4.4% 2.6% 2.1% 3.9% 2.4% 1.1% 2.8%

75 001–100 000 4.9% 2.4% 3.4% 3.9% 2.3% 0.6% 2.0%

100 000 & over 3.4% 2.7% 2.1% 2.7% 1.9% 0.9% 1.6%

Significance 0.069 0.002 0.660 0.009 0.000 0.003 0.009

This table provides chi-square associations between demographic variables and asset ownership. Significance is determined at the 

.05 level.

Table 7.7 provides a demographic breakdown of asset preferences based on the same 

responses in Table 7.6. Pooled responses indicate strong preference for mortgage 
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repayment (79%) and Islamic funds (65.2%). Preferences are also expressed for property 

trusts (52.5%) and fixed-term deposits (53.3%). Pooled responses are further 

disaggregated in terms of demographic profiles.

Focusing on Islamic unit trusts (IUTs), significant
142

 relationships exist in 

preferences for IUTs in terms of: gender (.033); occupation (.032); and, income (.009). 

Females (36.3%) consider IUT investment more preferential – so do professional 

persons (18.3%), ordinary workers (25.4%) and those individuals in lower income 

brackets (RM15 000 – 25 000). Age, occupation and income are significantly related to 

most asset ownership. These findings are consistent with those of Dar (2004) and Loonat 

(2004). Those in the 26–45 age groups also prefer IUTs (44.8%) as well as those with 

university degrees (37.1%). Carrigan and Attilla (2001) find that younger people do not 

take cognisance of ethical considerations in their dealings.  Hence, the relationship

between asset ownership and these variables is not significant at 0.075 since p > .05.

An important observation from Table 7.7 is that preferences for cash managed 

trusts are significantly related to all variables except gender. A more refined inference 

from these statistics and the Friedman mean rank test in Table 7.3 is that respondents are 

‘cautious’ and ‘risk-averse’. There is cascading preference for relatively ‘safe’ assets. 

This observation is consistent with findings by Seng (2003) and those of Summers, 

Duxbury, Hudson and Keasy (2006). The latter authors find significant correlation 

between asset allocation and age, for instance. This trend is prevalent in all age 

significance statistics except in the ‘mortgage’ category. Another observation is that 

indirect equity investment is preferred over direct investment – for instance, the income 

variable is significantly associated with all equity trusts except ‘listed shares’.  

142

Significance is determined at the .05 level and is highlighted bold
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Gender differences in asset preferences point to more ethical concerns and 

conservatism among females. This finding is consistent with Hanson and Tranter (2006, 

p. 23) who find that “women are more likely than men to adopt an ethical stance on 

share ownership”.  This is also the view of Graham et al. (2002). Looking at other 

pooled responses, investment in unit trusts is considered very popular – this observation 

is consistent with trends in actual asset holdings in Table 6.2.

7.4.3 Predicting asset ownership

Based on dichotomous yes/no responses in Table 6.2 demand for IUTs (the dependent 

variable) may be predicted from values of demographic variables: gender, age, 

education, occupation and income using binary logistic regression (LR) analysis. The 

use of this methodology is substantiated in section 5.5.7.2.

First, the dependent and independent variables are categorical. As such the LR 

procedure does not require these variables to fulfil conditions of normality (Hair et al., 

2006; George & Mallery, 2007). Second, the chi-square ‘test of relatedness’ in Table 6.4 

indicate significant relationship between the variables. However, chi-square measures of 

relatedness do not indicate the direction and magnitude of the relationships. Third, all 

predictor variables in Tables 6.2 and 7.7 may be accommodated in the LR procedure – a 

feature not achievable in dichotomous chi-square analysis.

The LR regression procedure overcomes these limitations. The model is 

expressed in regression equation 5.6 in section 5.5.7.2 and the output is presented in 

Table 7.8.

7.4.4 Interpreting the logistic regression results

In Table 7.8 the chi-
2 

(5) = 18.434, p < .002  means that adding the 

gender, age, education and occupation variables does not significantly increase the 

ability to predict demand for IUTs.
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Table 7.8 Logistic regression outcomes

Omnibus test of model coefficients

Chi-square df Sig.

Step 1 Step       18.434 5 0.002

Block       18.434 5 0.002

Model       18.434 5 0.002

Hosmer and Lemeshow Test         7.128 8   .523

Model summary

-2 log likelihood   1143.619

Cox & Snell R Square         0.020

Nagelkerke R Square         0.028

Variables in the equation

Variables B S.E. Wald df Sig. Exp(B)

Step 1(a) gender 0.221 0.144 2.363 1 0.124 1.247

age -0.064 0.079 0.662 1 0.416 0.938

educlevel 0.063 0.085 0.552 1 0.457 1.065

occupat -0.002 0.039 0.002 1 0.968 0.998

income -0.113 0.044 6.553 1 0.010 0.893

Constant 0.686 0.422 2.640 1 0.104 1.986

Variable(s) entered on step 1: gender, age, educlevel, occupat, income

Odds and probability ratios  

Variables Exp(B) Odds for YES Odds for NO YES probabilities NO probabilities

income 0.893 0.573 0.686 36.4% 40.7%

Classification table

Observed Predicted Mode Percentage correct

Yes No

Step 1 Invest in IUT

Yes 571   15 97.4

No 296   17   5.4

Overall percentage 65.4

This table presents summary logistic regression statistics for the model:

ln prob (iutinvestB)  =  
0
 + 

1
x gender +

2
x agecat + 

3
x occupation + 

4
x educlevel + 

5
x income        (5)

Where 
0
 is the constant term; and

1… 5
the coefficients of the predictor variables. ln prob (iutinvestB) is a binary 

dichotomous dependent variable coded 1 for ‘yes’ and 0 for ‘no’ investing in IEF’s. The dependent variable is the 

invislamunit variable in survey question B15. Chi-square significance is determined at the .05 level. The cut value in 

the Classification table is .500   

The -2LL statistic of 1143.619 is far from zero suggesting that the model is not a very 

good fit. The Nagelkerke R
2 

= 0.02 is also not very significant. The predictor parameters 
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2 

statistic is < .05. In this 

model, only the occupation variable satisfies this criterion. The results show that only 

the income predictor meets the conventional .05 standard of statistical significance. 

However, the Hosmer and Lemeshow test statistic 0.523 shows the model does fit the 

data. 

As income is the only significant predictor variable, the predictability of IUTs for the 

effect of income may be determined from the equation: 

ln (odds of owning IUTs) = .686 +   -0.113 x income          (7.1)

7.4.4.1 Direction of relationships

Equation 7.1 may be used to predict the odds of individuals owning IUTs. The 

predictability is calculated using the formula:

Odds  = e
a + bX

Where: X = 0 for ‘No’ and 

 X = 1 for ‘Yes’ 

Then for NO responses odds  = e
.686 + -.113 (0)

=   e 
0.686

= 1.985 

Similarly for YES responses odds = e
.686  + -.113  (1) 

  = e 
0.573  

= 1.773

The calculated values indicate there is a positive relationship between income and 

owning IUTs. Given these values, the odd ratios indicate the odds of owning or not 

owning IUTs. 

7.4.4.2 Magnitude of relationships 

To estimate the magnitude of the relationship, the odds are converted to probabilities 

using the formula p = odds/(1+odds). Thus the odds of 1.985 and 1.773 translate to a 

‘no’ probability of .665 (66.5%) and a ‘yes’ probability of .639 (63.9%). This means 

there is a 64% probability that respondents will be prepared to invest in Islamic equity 
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funds for a one Ringgit increase in income. Alternatively, there is a 66% probability they 

will not invest in IUTs.

Figure 7.1 shows how the probabilities are distributed for observed frequencies.  

Figure 7.1 Observed groups and predicted probabilities
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ó

ó

F ó                                         i                  
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U ó                                         i i                
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Predicted òòòòòòòòòòòòòòôòòòòòòòòòòòòòòôòòòòòòòòòòòòòòôòòòòòòòòòòòòòòò

Prob: 0            .25            .5             .75             1

Group:  nnnnnnnnnnnnnnnnnnnnnnnnnnnnnniiiiiiiiiiiiiiiiiiiiiiiiiiiiii

Predicted Probability is of Membership for investment

          The Cut Value is .50

          Symbols: n – no investment

                           i – investment

          Each Symbol Represents 10 Cases.

The magnitude may also be determined from the Exp (B) statistic in Table 7.8. This 

statistic represents the ratio change in the odds of owning IUTs for a one Ringgit change 

in income (SPSS, 2005). The Exp (B) for income is 0.893. This means that the odds of 

owning IUTs is 0.893 times the odds of not owning. 

However, the model needs to classify subjects based on some prediction rules. 

Using a cut value of .500 the rule implies that subjects will return a ‘no’ response if the 

estimated probability is .5 or more. This is evident in the ‘no’ probability column in 
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Table 7.8. Consistent with the yes/no probability calculations of 63.9% and 66.5%, all 

probability observations fall to the right of the .5 cut as shown in Figure 7.1. This is 

observable in the ‘i’ and ‘n’ symbol distribution of predicted probabilities. The 

‘classification’ table shows 65.4% of cases are correctly classified.  

7.5 TEST RESULTS OF HYPOTHESIS H7a

This section examines the influence of fund size and performance as determinants of

investment behaviour. The tests are conducted pursuant to discussions in sections 5.6.1 

and 5.6.2.

7.5.1 Fund size as a determinant of investment behaviour

7.5.1.1 Industry concentration ratios

The extent of industry dominance by fund management groups is evident in Table 7.9. 

Panel A shows industry concentration ratios for the three largest Malaysian equity fund 

management companies. Collectively they account for 57% of the market in which 

Public Mutual is the dominant fund manager. They also account for 71% of all Islamic 

equity funds in which the AmMutual group singularly control 69% of Islamic money 

market funds. The concentration ratios in Panel B show two-thirds (68%) of all funds 

are controlled by five fund managers. The remaining 20 market laggards account for a 

mere 13% of the market.

Panel C singles out the ASM Mara Group (which ranks 18
th

 in the list of top 

fund management companies) for special attention. This group controls five of the oldest 

Islamic funds
143

. The mean age of these funds is 35.8 years of which the oldest fund –

ASM Dana al-Aiman was established in April, 1968. However, despite ASM’s long 

exposure to Islamic equity investing, it only controls 2.95% of the Islamic equity fund 

market. This implies fund age is not necessarily associated with fund popularity.

143

These funds did not commence as Islamic funds from inception. Their ‘Islamic’ status occurred by 

default following their conversions to Islamic funds. 
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Table 7.9 Industry concentration ratios of Malaysian equity funds

Management 

Group

Fund size

RM 

million

Market 

share

Asset allocation 

Islamic

Asset allocation 

conventional

Equity 

Islamic

Equity 

conventional

Fixed 

income 

Islamic

Fixed income 

conventional

Money 

market 

Islamic

Money 

market 

conventional

Other

Fund

categories

Panel A

Public Mutual 14,110 30.8% 21.7% 13.8% 49.6% 42.6% 38.5% 31.3% 0.0% 5.0% 11.5%

CIMB – Group 6,506 14.2% 30.1% 22.7% 18.0% 17.0% 1.2% 11.0% 0.0% 4.4% 11.3%

Am Mutual 5,418 11.8% 1.2% 2.1% 3.1% 2.0% 1.8% 9.3% 69.3% 61.8% 0.4%

26,034 56.8% 53.0% 38.6% 70.7% 61.6% 41.5% 51.6% 69.3% 71.2% 23.2%

Panel B

Five biggest fund 31,393 68.5% 64.4% 53.9% 74.6% 71.6% 66.9% 71.1% 69.3% 75.9% 33.0%

managers

Panel C

ASM Mara Group 100 0.73% 0.00% 0.05% 2.95% 1.11% 0.00% 0.00% 1.92% 0.00% 0.00%

Panel D

First ten funds 39,873 87.0% 84.1% 79.8% 82.2% 87.2% 75.0% 89.9% 69.3% 96.2% 87.4%

Next ten funds 5,203 11.4% 10.6% 17.1% 14.8% 11.5% 23.1% 9.8% 30.7% 2.6% 11.1%

Remaining  ten 

funds

731 1.6% 5.3% 3.1% 3.1% 1.4% 1.9% 0.2% 0.0% 1.2% 1.5%

Total funds 45,807 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

 Total % 2.9% 9.8% 12.0% 31.8% 3.0% 22.4% 0.8% 12.8% 4.6% 2.9%

This table shows concentration levels based on fund size in Malaysian Ringgit calculated from S&P equity fund data (The Star Bizweek, December 23, 2006, pp. BW18-BW20). See section 5.10.3.2
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The results also imply that because control of Islamic funds is concentrated in a very 

narrow band of (five) dominant funds, they possess the capacity to influence 

investment behaviour. Effectively, the collective behaviour of these funds is able to 

exert significant influence over fund selection among investors. This behaviour is 

especially important given the equity fund distribution and brokerage network 

controlled by large managers.
144

 Often, control is entrenched through commercial 

bank branch networks. There is in this behaviour the economic argument that inability

to access multiple distribution channels constitutes impediments to new entrants 

wanting to enter the market (Koutsoyiannis, 1999, citing the work of Bain, 1956) and 

a form of market failure (Rosly, 2005). Conversely, large market power produce cost 

efficiencies and so reduce transactions cost for investors (Bollen & Cohen, 2006).

The influence of individual fund managers is not addressed in this research. 

But Baumol, Goldfield, Gordon and Koehn (1990) argue that the relative ease in 

establishing new funds (as in Malaysia) is sufficient to conclude this type of market 

structure does not constitute entry barriers. Fund managers are however, able to hold 

onto market share by continually pre-empting competitors’ reaction through product 

innovation. This form of combativeness is indicative of behaviour postulated in game 

theory (Besanko et al., 2004) and the reason why many market leaders resort to 

mergers/acquisition to forestall or lessen competition. The rapid growth of Malaysian 

equity funds (see Table 4.2) suggest that the top fund managers continue to retain 

market dominance by continually adding new Islamic style funds (Securities 

Commission, 2004) and resorting to take-overs of smaller competitors .
145

144

See: Islamic Equity Funds: Challenges & Opportunities for Fund Managers, Fourth Harvard 

University Forum on Islamic Finance 30th September-1st October 2000. Accessed 20 July, 2007 from;

http://www.failaka.com/downloads/SAMBA%20HIFIP%20Paper%208-2000.pdf

145

Anwar, Zarinah (February 12, 2007). The Edge-Lipper Malaysia Fund Awards 2007, Kuala 

Lumpur. [Keynote address]
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Does this suggest firms are able to influence investor behaviour? Micro economic 

theory would suggest it does since greater market concentration accentuates 

oligopolistic power. In the Malaysian context, five trust management companies 

controlling 68.5% of the market imply they possess sufficient power to influence 

individual investment behaviour. On the other hand, Tirole (1988, p. 247) notes that:

Bain's (1956) original concern with market concentration was based on an intuitive 

relationship between high concentration and collusion.

This thesis does not suggest collusive behaviour exists in the Malaysian equity fund 

market – although intuitively, firms may, in an economic sense, possess such ability. 

One argument that rebuts this theory is the ease with which large foreign fund 

managers have been able to enter the market.
146

  Thus industry concentration cannot 

always thwart competition (Tirole, 1988) since conditions such as fund 

underperformance, general disenchantment with management, brokers and staff and 

other reasons may engender equity fund divestment from dominant funds. In this 

regard, call warrants have popularised direct market participation and somewhat 

negated equity fund preference. The latter instruments provide greater access to 

domestic as well as foreign markets without the need to access equity funds, direct 

foreign trading and speculating in currency accounts (Yacob, 2006). 

For these reasons and given the importance of fund managers, the next two 

sections focuses on equity fund performance and ‘fund flow’ performance. A 

comparative study of fund performance will indicate whether the level of 

competitiveness is influential in maintaining or increasing membership and 

investment activity. Fund flow analyses indicate the extent to which fund managers 

are able to retain/loose investor membership.

146

Islamic Finance News, March 30, 2007.
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7.5.2 Fund performance as a determinant – H7a

7.5.2.1 Descriptive statistics

Descriptive statistics for a selected sample of unit trusts is contained in Table 7.10. 

Table 7.10 Descriptive statistics fund returns and betas (2003-2006)

Variables N Range Minimum Maximum Mean Std. 

Error

Std. Dev

Panel A – Full sample

One year % return – all funds 182 65.03 -13.19 51.84 17.44 0.76 10.28

Three year % return – all funds 182 88.53 -18.03 70.5 21.31 1.13 15.31

3 year Beta all funds 182 4.73 0.03 4.76 2.42 0.08 1.07

Funds size – all funds 182 2879.31 0.29 2879.6 157.68 22.87 308.48

Panel B – Islamic funds

Islamic one year % return 45 53.75 -1.91 51.84 16.38 1.52 10.22

Islamic three year % return 45 70.87 -18.03 52.84 17.02 2.15 14.40

Islamic funds – 3 year beta 45 4.73 0.03 4.76 2.27 0.14 0.96

Islamic fund size 45 1554.89 0.29 1555.18 133.40 37.41 250.97

Panel C – Conventional 

funds

Conventional 1 year % return 137 62.6 -13.19 49.41 17.78 0.88 10.31

Conventional 3 year % return 137 85.09 -14.59 70.5 22.72 1.31 15.39

Conventional – 3 year beta 137 4.43 0.03 4.46 2.47 0.09 1.10

Conventional fund size 137 2879.2 0.4 2879.6 165.65 27.82 325.59

This table provides summary descriptive statistics for the full sample of unit trusts (Panel A) selected for analysis.  All funds 

listed on the S&P industry review dated December 23, 2006 are included in this table. Panels B and C are partitioned samples for 

Islamic and conventional unit trusts. The returns represent absolute changes in returns over the respective periods. The 

performances are calculated on a bid-to-bid basis in Malaysian Ringgit with income and dividends reinvested. Fund size is stated 

in RM (million).

Table 7.10 provides summary statistics for all Malaysian equity funds as at December 

23, 2006. Islamic funds account for 25% of these funds. The mean returns for both 

groups do not differ substantially. The mean betas suggest Islamic funds are slightly 

less-risk averse than conventional funds. Mean rankings in Panels B and C show 

conventional fund size (165.65) are much larger than Islamic funds (133.40). Islamic 

fund sizes are also smaller than the industry mean 157.68. Three-year returns for 

Islamic funds are also lower compared to industry mean and conventional funds. 

However, Islamic funds are less risky (in terms of beta) than conventional 

funds. This broad observation is consistent with those of Siddiqi (2004) and Wilson 

(1997a; 2002). In relation to performance, Elfakhani and Hassan (2005) find 
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performance of Islamic funds do not differ from conventional funds. This is also the 

finding of Fauziah, Suhaimi and Lai (2002). Abdullah, Hassan and Mohamad (2007) 

find Islamic funds perform better in bearish markets. A more detailed analysis in 

terms of statistical significance is presented in Table 7.11

7.5.2.2 Fund performance in terms of returns, risk and fund size

Table 7.11 presents summary results of regression tests running equation 5.7. 

Returns for all funds as well as for Islamic and conventional funds are significantly 

related to fund betas, with t-value at 15.757 and p = 0.000. Further, 67.3% of Islamic 

fund return variance is explained by beta and fund size. Islamic equity fund returns 

are slightly more influenced by fund size.

Table 7.11 Islamic & conventional equity fund performance comparisons

Variable Coefficient Std. 

Error

t-

Statistic

Prob. R-

squared

Adj. 

R-

square

F 

statistic

Prob.

All Funds 0.584 0.579 125.529 0.000

Intercept -1.462 1.346 -1.086 0.279

Volatility (beta) 7.550 0.479 15.757 0.000

Fund size 0.004 0.002 2.448 0.015

Islamic Funds 0.820 0.673 43.218 0.000

Intercept -4.255 2.397 -1.775 0.083

Volatility (beta) 8.675 0.943 9.203 0.000

Fund size 0.007 0.004 1.884 0.067

Conventional 

Funds

0.748 0.560 85.114 0.000

Intercept -0.559 1.624 -0.344 0.731

Volatility (beta) 7.220 0.562 12.839 0.000

Fund size 0.003 0.002 1.716 0.089

This table reports the estimation results for equation 5.7. The table presents summary statistics for the full sample of funds and 

the partitioned sample for Islamic and Conventional funds.  The t-statistics indicates significance at the .05 level. Fund 

performance is regressed against fund volatility and fund size. The comparisons relate to data current to December 23, 2006

However, these results should be examined against findings in other research. For 

instance, Shamsher and Annuar (1995) and Taib and Isa (2007) examine risk-adjusted 
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performance and find Islamic funds are unable to beat the market and perform below 

market portfolios. Ismail and Shakrani (2003) find that Islamic funds experience 

higher betas in down-markets than in up-markets.

The evidence from previous research on IEF performance however, is 

inconsistent. Hayat (2006) find that IEFs do not significantly under or outperform 

conventional counterparts. But in relation to Malaysian Islamic funds, Abdul Rashid

(2006) finds that Islamic funds do underperform conventional funds – but the 

difference is only statistically significant for the adjusted Sharpe index. Further, 

compared to Islamic funds, conventional funds carry more unsystematic risks. This 

latter finding perhaps explains the lower volatility (9.203) of Islamic funds as against 

12.893 for conventional funds. The difference is significant at the .05 level.  

The tests also suggest that fund management, fund size, risk and returns do 

influence decision to invest in Islamic funds since the t-statistics are significantly 

different between Islamic and conventional funds as can be observed in Table 7.11. 

However, the extent of this influence may be observed in net redemption/subscription 

away from or to funds based on the status, management style and popularity of fund 

managers. The next section addresses this issue. Hypothesis H7a can be accepted 

based on the above tests. 

7.5.2.3 Tests related to hypothesis H7b

7.5.2.3.1 Fund flows for selected Malaysian unit trusts

Table 7.12 provides descriptive statistics for the top three fund management 

companies identified in Table 7.9. The three fund managers in Table 7.12 collectively 

control 57% of the fund market in terms of size. Positive fund flows (net 

subscriptions) are indicated in bold while negative flows represent net redemptions.
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Table 7.12 Fund flows for selected Malaysian unit trust funds

FUND NAME & GROUP FUND flows – end of period FUND flows –  beginning of period

2003 2004 2005 2006 2003 2004 2005 2006

Panel A

Public Mutual Conventional 

Funds

Public Savings 0.193 -0.166 -0.162 -0.326 0.216 -0.029 -0.121 -0.051

Public Growth -0.039 -0.150 -0.234 -0.191 0.012 -0.120 -0.132 -0.144

Public Index -0.075 -0.205 -0.186 0.214 -0.143 -0.114

Public Industry 0.114 -0.199 -0.194 -0.211 0.144 -0.171 -0.086 -0.016

Public Aggressive Growth -0.081 -0.155 -0.195 0.389 -0.236 -0.084

Public Regular Savings -0.084 -0.136 -0.100 0.314 -0.128 0.008

Public Balanced -0.036 -0.132 -0.175 -0.131 -0.031 -0.024 -0.112 -0.006

Public Bond -0.090 -0.012 -0.186 -0.037 -0.031 -0.024 -0.112 -0.008

Public Smallcap 8.497 -0.954 0.263 -0.242 8.670 -0.817 0.299 -0.121

Public Equity 0.186 0.166 -0.148 -0.155 0.506 0.173 -0.037 0.090

Public Mutual Islamic Funds

Public Ittikal 0.353 0.069 0.480 0.127 0.372 0.346 0.540 0.259

Public Islamic Equity 0.296 0.029 0.322 -0.052

Public Islamic Bond 3.227 0.310 6.525 0.177 3.217 0.286 6.526 0.233

Panel B

CIMB – Conventional Funds

CIMB – Principal Bond Fund 2 8.098 -0.661 0.354 -0.463 8.279 -0.752 0.432 -0.607

CIMB – Principal KLCI-Linked 

Fund

0.023 -0.488 -0.186 -0.223 0.181 -0.311 -0.072 -0.152

CIMB – Principal Equity 0.015 -0.131 0.005 -0.272 -0.015 0.012 0.018 -0.225

CIMB – Principal Balanced 

Growth 

-0.017 0.099 0.604 -0.272 -0.038 0.322 0.611 -0.226

CIMB – KLCI-Linked Fund 2 0.004 -0.224 0.559 -0.397 0.196 -0.064 0.630 -0.333

CIMB – Principal Equity Growth 

& Income 

0.084 -0.349 0.096 -0.190 -0.121 -0.005 0.069 -0.098

CIMB – Principal Small Cap 

Fund 2

-0.062 -0.295 -0.061 -0.149 -0.116 -0.182 -0.118 -0.280

CIMB – Principal Balanced

Income Fund

0.086 -0.229 0.190 -0.147 0.212 -0.181 0.202 -0.213

CIMB – Principal Equity Fund 4 0.924 -0.153 -0.126 -0.256 0.924 -0.071 -0.084 -0.214

CIMB – Principal Equity Fund 2 -0.172 -0.008 -0.069 -0.372 0.017 0.027 -0.055 -0.284

CIMB – Islamic Funds

CIMB – Islamic Enhanced Index 1.781 0.266 1.813 0.223

CIMB – Islamic Dali Equity 

Growth 

0.228 -0.505 -0.109 -0.153 0.052 -0.385 -0.109 -0.094

CIMB – Islamic Dali 2 Equity 

Fund

0.192 -0.300 0.217 -0.210

CIMB – Islamic Small Cap 0.057 -0.265 -0.060 -0.392

CIMB – Islamic Balanced 0.367 -0.198 -0.125 0.074 0.361 -0.044 -0.065 0.066

Panel C 

Am Mutual Conventional 

Funds

AmCash Management 0.148 0.626 0.152 0.489 0.170 0.648 0.173 0.511

AmIncome 0.958 0.886 1.860 0.278 0.993 0.921 1.895 0.311

AmBond 1.178 -0.663 -0.218 -0.159 1.277 -0.704 -0.152 -0.114

AmConservative 0.382 -0.370 -1.028 0.467 -0.337 -0.297

AmTotal Return -0.044 -0.178 -1.136 -0.063 -0.210 -0.375

AmCumulative Growth 0.067 -0.232 -0.118 -0.304 0.037 0.049 -0.306 -0.289

AmNew Frontier 0.116 0.705 -0.050 -1.067 0.419 0.672 -0.259 -0.419

Am Mutual Islamic Funds

AM Al-Amin -0.729 8.221 0.508 -1.000 -0.700 8.256 0.535 0.130

AmBon Islam 19.572 -0.543 -0.539 0.191 19.673 -0.591 -0.450 0.220

AmIttikal 0.204 -0.081 -0.269 -1.029 0.197 -0.097 -0.408 -0.259
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Fund flows calculated under both methods qualitatively return similar results 

according to Zheng (1999).

Generally, all three managers experienced net outflows for years 2004, 2005 

and 2006 across most fund sectors. The Public Mutual Islamic funds recorded positive 

inflows for all four years. Read together with Table 7.9, it is understandable why 

Public Mutual enjoys a pre-eminent position in the Islamic funds industry. Public 

Islamic bond funds are the most prominent attractors of new investment funds. 

Among Islamic equity funds, the Public Mutual Ittikal fund is the most popular 

attractor of investment funds. CIMB equity funds also demonstrate strong fund 

inflows. CIMB Islamic funds are (relative to ASM and AmMutual) newcomers to the 

market following the take-over of the SBB fund management group. AmMutual cash 

management and fixed income funds also enjoy net inflows over the sample period. 

This trend confirms trends exhibited in Table 6.1 as well respondents’ asset 

preferences in Table 7.9. 

Table 7.12 also indicates that cash management and bond funds attracted strong 

inflows compared to other fund types. 

7.5.2.3.2 Comparing fund flows 

Fund flows are analysed for sample panel data outlined in section 5.10.3. Descriptive 

statistics for the full sample is set out in Table 7.13. 

Table 7.13 show statistics of lagged responses in fund flows. There are net outflows 

from conventional funds for 2004 and 2006. The data shows there is no net outflow of 

funds from Islamic funds over the sample period although the mean inflow for 2006 is 

weak compared to previous years. The fund flows to Islamic funds are significant for 

the two years during which negative flows were recorded against conventional funds.
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Table 7.13 Descriptive statistics - fund flows

Mean Standard Deviation

Conventional 

funds
Islamic funds

Conventional funds Islamic funds

Fund flows N = 45 N =17 N =45 N =17

2003 0.618 1.966 1.882 5.253

2004 -0.017 1.306 0.471 2.614

2005 0.549 1.150 3.533 2.214

2006 -0.130 0.152 0.357 0.551

This table reports fund flow descriptive statistics for sample selected funds. The funds selected are: AmMutual Funds; ASM 

Mara Funds; CIMB Unit Trust Funds; MAAKL Mutual; Pheim Unit Trusts; Prudential Unit Trust; Public Mutual Fund; and, TA 

Investments Funds.

Using descriptive statistics in Table 7.13, the t-statistics for equality of means 

compare the significance of fund flows for Islamic and conventional funds in Table 

7.14. For this test, the null hypothesis Ho is rejected when t > critical value. 

Table 7.14 Results of t-test - Islamic & conventional fund flows

Variables 
t-test p two-tailed sig. Critical value Inference 

2003 -1.391 0.170 2.008 Do not reject

2004 -3.299 0.002 2.000 Reject

2005 -0.652 0.517 2.000 Do not reject

2006 -2.371 0.021 2.000 Reject

This table reports the estimation results for equation 5.8 and 5.9. It presents summary statistics for the full sample of funds and 

the partitioned sample for Islamic and Conventional funds.  The t-statistics indicates significance at the .05 level. 

The difference for both 2004 and 2006 is statistically significant. This is reflected in 

both p-values 0.002 and 0.021 respectively. The differences reflect concerns with 

conventional fund performance. Because p-values for 2004 and 2003 are less than 

0.05, there is sufficient evidence to reject the null hypothesis. 

The tests confirm argument by Hoggett and Nahan (2002), Schwartz (2003) and 

Statman (2005a; 2005b) that investors will behave rationally and abandon funds when 

performance is poor. On the other hand, Grewal (2007, p. 29) agues that “…for 

Islamic capital markets to remain competitive, attractive and innovative indigenous 
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Islamic financial products must be introduced to meet the risk/reward profiles of 

investors and issuers”. 

What the foregoing tests imply in relation to fund flows is that there is, among 

respondents, a certain predisposition toward Islamic funds. This preference increases 

with increases in income, age and occupation. The fund flow data also suggest 

popularity of some fund managers over other. From Table 7.12 consistent net inflow 

to the Public Mutual fund group indicate a clear preference over other managers. In 

relation to fund styles, cash managed funds are clearly more sought after with the 

AmMutual group showing consistent fund inflows over the sample period.  

Further, preference is significantly associated with fund size and reputation of 

fund managers. The fund flow analysis implies that individual investment behaviour 

is influenced by fund size, reputations and performance.  

Hypothesis H7b may be accepted on the basis of these tests.  
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7.6 CHAPTER SUMMARY

7.6.1 Results of hypothesis testing

The results of tests conducted is summarised in Table 7.15

Table 7.15 Summary of test results

7.6.2 Chapter overview

The hypothesis testing in this chapter examined the x2:y2 and x3:y3 constructs of the 

theoretical model in Figure 5.1. The test results of H4a demonstrate that respondents 

are risk-averse in terms of their evaluation of risk/reward preferences. In general, 

indirect equity investment via units trusts is preferred to direct trading in the stock 

markets. The test results of H4b show risk profiles differ based on demographic 

variables. Age, education and income are significantly associated with risk/return 

Hypothesis Section reference Results and comments

H4a – Since financial dealings are ethically 

constrained within shariah parameters, it is 

hypothesised that respondents are risk-averse 

in risk/return dealings and expectations

7.2.1

Objective B1a

Accepted

There is evidence from 

investors’ risk profiles and 

selection and choice of assets

H4b –  Demographic profiles are positively 

related to Malaysian Islamic risk/return 

investment behaviour 

7.2.2

Objective B1b

Accepted

The relationship between 

personal profiles and different 

risk/return tradeoffs is positive 

H4c – Malaysian Islamic investors display 

different risk/return behaviour between asset 

classes and prefer less risky investments

7.2.3

Objective B1c

Accepted

This is evident in the mean 

ranking of assets

H5 –    Decision-making related to Islamic 

equity funds is significantly dependent on other 

economic and non-market factors

7.3 to 7.3.2

Objective B2

Accepted

Decision-making is influenced 

by global; fund management 

and domestic economic factors

H6 –   Demographics and personal attributes 

are positively related to demand for IUT’s

7.4 to 7.4.4

Objective B3

Accepted

Choice of investments is a 

function of personal attributes. 

Choice is also driven by 

competing investment 

alternatives 

H7a –  Fund management, fund size, risk and 

rewards positively influence investors’ choice 

to invest in Islamic funds 

7.5.1 to 7.5.2.2

Objective B4

Accepted

All three factors significantly 

influence decision-making

H7b =  Islamic investors will act rationally by 

subscribing or redeeming equity fund units 

based on fund performance     

7.5.2.3 to 

7.5.2.3.2

Objective B5

Accepted

This is shown in fund flows in 

and out of funds prompted by 

fund performance 
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profiles. There is no association between respondents’ occupation and risk 

preferences. Further, females are more risk-averse than males confirming similar 

trends in the US and Australia. The assets preferences in H4c testing indicate strong 

choice for Islamic funds over other funds. This is evident in actual assets held and in 

respondents’ hypothetical asset portfolios.

External and non-market factors examined in H5 are considered important 

determinants of investment decision-making. The US and Japanese economies, global 

exchanges, the performance of Wall Street and oil prices are rated significant 

investment decision-making factors. Respondents rate these factors ahead of 

economic conditions in Malaysia as determinants in investment behaviour.

 In relation to hypothesis H6, asset preferences in portfolio construction reflect 

strong choice for investment funds and risk-free instruments. Respondents are 

primarily concerned with paying off their mortgages.  

The final element in this empirical analysis is the examination of investment 

behaviour influenced by fund performance and management. The test results of H7a

indicate indifference between Islamic and conventional funds as neither fund types 

outperform each other in terms of  risk /reward outcomes. Thus, as the results in H7b

reflect, respondents are not beholden to any fund and will enter/exit funds purely on 

the basis of rational choice. Membership retention in Islamic funds is greater as 

exhibited in positive net inflows and weak outflows for the sample period. 

Having examined demographic, ethical, risk/reward and asset preferences in Chapters 

6 and 7, Chapter 8 will attempt to examine all three theoretical constructs in the TM 

model to examine how investment decision-making is influenced using structural 

equation modelling.      
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CHAPTER EIGHT

EMPIRICAL RESULTS

8 STRUCTURAL EQUATION MODELING ANALYSIS

8.1 INTRODUCTION

This chapter presents test results of the SEM application related to hypothesis H8. 

Section 8.2 deals with statistical measurement issues, the null hypothesis and factors 

patterns. In section 8.3 the SEM estimation method is developed and graphically 

illustrated in a path diagram. Section 8.4 deals with evaluation of the structural model 

and model fit. Section 8.5 details model re-specification and modification. It discusses 

the reasons and statistical techniques employed in restating the original SEM model 

without compromising the original models’ underlying theoretical foundation. 

Following the restated model, section 8.6 presents the modified SEM path diagram. The 

test results of the final modified model are presented in section 8.7. Section 8.8 

discusses the validation of the final model. The result of hypotheses testing is presented 

in section 8.9 while section 8.10 provides a summary of the chapter.

8.2 EVALUATING THE DETERMINANTS OF IEI BEHAVIOUR 

8.2.1 Measurement, null hypothesis and factor patterns

8.2.2 Response measurement

A review of research studies by Babakus et al. (2004), Hair et al. (2006), Dudley, 

Young and Powers (1985), Levesque and McDougall (1996), Minhas and Jacobs (1996) 

and Gerrard and Cunningham (1997) confirm the use of ‘choice attributes’ in measuring 

respondents attitudes and perceptions. These studies use Lickert and semantic 
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differential scales in response measurement for categorical data. Byrne (2001) and 

(Kline, 1998) strongly caution against categorical measurements with fewer than five 

scales.  However, Chou, Bentler and Satorra (1991) and Hu, Bentler and Kano (1992) 

argue that categorical data may be treated as continuous and then the test statistic is 

corrected after running the model. Consequently, only scaled items are assigned as 

predictors of latent constructs in Table 8.1. The item selection process is based on 

recommendations and critiques by Byrne (2001) and Kline (1998) as well as 

judgemental selection recommended and used by Babakus et al. (2004). 

In relation to incomplete (missing) data, Little and Rubin (2002) recommend 

using mean substitution in the maximum likelihood estimation (MLE) method. 

According to Roth (1994), listwise deletion is also acceptable provided the missing data 

proportion is < 5%. A further method suggested by Little and Rubin (2002) is to remove 

incomplete data altogether. The latter method is followed in this study for two reasons: 

firstly, to avoid mean substitution for missing data; and second, to facilitate running 

modification indices (MI).
147

 Adopting this method resulted in 26 observations being 

removed from the original 900 sample observations. The MI procedure generates a list 

of chi-square reduction for better model fit by proposing possible additions/deletions to 

paths.   

8.2.3 The null hypothesis

The hypothesis under test is that the model fits the data. The null hypothesis falsifies the 

model. It states that for the specified model, the data does not fit the model. Using chi-

square values as one test statistic for overall fit, the test hopes to find a small and non-

147

Modification Indexes cannot be run with missing data according to Arbuckle (2007). 
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significant chi-square value for this test. While the chi-square test is not the only model 

fit test, other tests of relative fit exist to reject the null hypothesis (see section 8.5).

8.2.4 Factor patterns

In Table 8.1 a number of latent constructs are identified. The rationale for identifying 

latent constructs stem from hypothesised relationships based on theory (Hair et al., 

2006). The theoretical underpinnings have already been explained and justified in 

sections 5.2 and 5.3. Here, the identification process for latent constructs goes further 

based on intuitive and judgmental assumptions – a methodology embraced by Babakus, 

Eroglu and Yavas (2004) and Byrne (2001). Furthermore, latent constructs emanate 

directly from factor analysis and regression tests reported in Chapters 6 and 7 (see 

column one in Table 8.1) associated with variables with significant factor loadings. 

Francis (2007) argues that factor dimensions with less than three significant 

explanatory variables are unreliable. This rule is followed in the present SEM analysis. 

A further consideration is that only indicator variables previously subjected to principal 

axis or component factoring are included in which Cronbach’s alpha show sufficiently 

high reliability (Hair et al., 2006). Factors with Cronbach’s alpha > .70 are generally 

considered very reliable (Baumgartner & Homburg, 1996). All factors selected for 

analysis in this study meet these criteria (see sections 6.3.4; 6.4.2 and 7.3.2). 

It will be observed from Table 8.1 that all factors have three or more 

explanatory variables. Variables with low factor explanatory power will be removed 

from the model to facilitate model fit to the extent that the main hypothesised model 

retains its theoretical validity and explanatory relevance (Byrne, 2001). This criterion is 

also followed very judiciously, to maintain the integrity of the original hypothesised 

model.
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8.2.5 Variables in the model

Table 8.1 shows variables included in the model. Gerrard and Cunningham (1997) in 

their study consider factors with eigenvalues >1 and factor loadings of five as 

significant determinants of Islamic banking behaviour. Similar approaches are used by 

Babakus et al. (2004) and Gunawan (1998). In conforming to this practice, factors with 

eigenvalues <1 (column seven Table 8.1) are excluded from the model. The reason (as 

shown in column eight) is that these factors do not display significant percentage 

variance in the factors. 

The final column in Table 8.1 provides label descriptions of seven latent 

variables whose parameters will be estimated in the SEM analysis. The three separate 

constructs MF1, MF2 and MF3 are disaggregated dimensions of a single construct – the 

‘market’ factor identified in Table 7.7. The ‘decision-making’ construct in Figure 8.1 is 

labelled ‘decision’. This construct is a second-order endogenous latent variable. Note 

that unlike the other five latent variables whose parameter values are determined from 

observed variables, the parameter values of the ‘decision’ variable is determined from 

other latent (unobserved) variables. 

Being an endogenous variable, the ‘decision’ variable is influenced by 

exogenous variables either directly or indirectly. As such, fluctuations in the value of 

the ‘decision’ variable are able to be explained by variations in the exogenous variables 

themselves.
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Table 8.1 Factors and variables in SEM model

Table 

reference

Variable description Variable short form Factor 1 

loadings

Factor 2 

loadings

Factor 3 

loadings

Initial

Eigenvalues

Variance 

explained %

Latent construct

Labels

Table 6.21 Familiarity with investment services of  fund manager fundmanagr 0.957 Familiarity

Familiarity with investment services of  brokers brokers 0.837

Familiarity with bank investment services bankadvise 0.767

Familiarity with investment services of  financial planner finplanner 0.707 4.204 70.1%

Familiarity with Dow Jones/RHB index klci 0.958

Familiarity with KLSE Shariah index syariahidx 0.696 0.731 12.18%

Table 6.21 Importance of the principle of ethical behaviour ethicbehav 0.908 Principles

Importance of the principle of moderation moderation 0.859

Importance of the principle of complete ownership ownership 0.816

Importance of the principle of doubtful transactions doubtful 0.810

Importance of the principle of riba usury 0.722 5.118 56.9%

Level  of understanding of the concept of gharar gharar 0.984 Concepts

Level  of understanding of the concept of maysir maysir 0.893

Level  of understanding of the concept of shariah compliance shariacomp 0.740

Level  of understanding of the concept of riba riba 0.674 1.705 18.9%

Table 6.25 The IUT idea is poorly marketed. attitude4 0.917 Attitudes

The IUT idea is not properly understood. attitude3 0.867

Financial advice on IUT is inadequate. attitude5 0.771

IUTs are too complex and confusing. attitude2 0.712 6.260 59.0%

It is difficult to switch from other investments to IUTs. attitude11 0.883

IUTs have made access to the stock market easy. attitude6 0.736

The IUT choice of products is limited. attitude10 0.729 0.940 9.3%

IUTs are a good way to promote savings attitude9 0.915

The idea is good but requires promotion. attitude8 0.872

IUTs are an attractive investment alternative. attitude1 0.687 0.893 8.5%

Factors influencing decision-making:

Table 7.7 Oil prices rating 9 0.767 Market – MF1

US/Japan economies and share markets rating8 0.716

Commercial and residential property markets rating 11 0.670

Property returns rating 10 0.660 6.998 46.6%

Advise of fund manager rating 3 -0.916 Market – MF2

Professional advise rating 2 -0.825

Advise of an investment agent rating 4 -0.813 1.768 11.8%

Malaysian stock exchange rating 13 -0.938 Market – MF 3

Malaysian economy rating 1 2 -0.842

Malaysian interest rates rating 1 4 -0.696 1.128 7.5%
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8.3 THE ESTIMATION METHOD

8.3.1 Path analysis

The Confirmatory Factor Analysis (CFA) method is used to test hypothesis H8.
148

Maximum Likelihood Estimation (MLE) is used to estimate parameters. A non-

aggregated approach is used to represent the constructs. In this approach, manifest 

(observed) variables are assigned to each latent (unobserved) variable. The initial 

structural model is presented in Figure 8.1. The seven latent constructs identified in

Table 8.1 are represented as endogenous (dependent) variables, each with its own 

indicators and residuals.
149

 The manner in which the constructs are linked is shown 

through a series of regression paths indicated by directional correlation arrows. Bi-

directional arrows indicate covariances.

The postulated model in Figure 8.1 is a typical second-order model (Byrne, 

2001). The factors for the first-order model are Familiarity, Concepts, Principles, 

MF1, MF2 and MF3. They operate as independent variables and are one unidirectional 

arrow away from their respective observed variables (Byrne, 2001). Residual 

measurement errors associated with these factors are accounted for by single indicators 

or disturbance terms (RES1…RES7). One path from latent variables to each set of 

observed variables is constrained to a value of 1.0 to allow factor loadings to be 

estimated for the other paths (Arbuckle, 2007). 

The second-order model postulated in Figure 8.1 is that decision (investment 

decision-making) is dependent on first-order factors (arrows pointing to). In turn, 

decisions (arrows pointing away) are shaped by attitudes and perceptions individuals 

display towards Islamic equity funds. 

148

 Model testing is achieved using SPSS version 15 together with AMOS version 7.

149

For example, attitude2 is an indicator and A2 its residual.
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Figure 8.1 Initial CFA model with unstandardised regression weights
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Figure 8.1 is the SEM path diagram. It represents the hypothesised second-order confirmatory factor analysis model. Familiarity, 

Concepts, Principles,  MF1, MF2 and MF3 are first order factors. Decision is the second order factor. Arrows to/from factors are 

regression paths. F1, F2 … measure errors variances. RES1, RES2…measure residual error variances.  Predictor (independent) 

variables appear as rectangles. Model constructs appear as ellipses. Latent constructs (small oval) + predictors = 1
st

 order model. 

Decision oval +  latent constructs = 2
nd

 order model. Direction of arrows indicate relationship. Regression weights are displayed 

above directional arrows. 
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The basis for the second-order model relies partially on the theory of rational decision-

making. As argued in behavioural finance individual behaviour is less than rational 

(Schleifer, 2000; Shiller, 2003; Shefrin, 2002; Statman, 2005a). That is, peoples’ 

decisions are often framed by circumstances and conditions exhibiting irrationality 

(Kahneman & Tversky, 1979). In relation to Islamic finance, Rosly (2005, pp. 81–82) 

argues “…rational behaviour would see that reason and divine values are not 

compartmentalised…(that) choice is made on the basis of faith with pecuniary benefits 

coming secondary”. And further that “…a Muslim individual does not act on blind 

faith. He uses reason and factual evidence…” The second-order model in Figure 8.1 

argues similarly namely, that the determinants of Islamic investment decision-making is 

a complex mixture of factual evidence displayed in behavioural variables, driven to 

some extent by ethical concerns but not entirely dependent on faith-based values.    

8.3.2 Decision-making postulated in the model

The underlying logic of the SEM model is derived from hypothesised relationships 

identified in Figure 5.1.  Adapting that logic to the SEM model: suppose respondent Q

is desirous of investing in Islamic equity funds. Q’s initial desire is fashioned by 

positive/negative perceptions of IEFs. Then, ex post IEF perceptions will result in: 

either net fund inflow or outflow as argued by Bollen and Cohen (2006) occasioned by

favourable/unfavourable perceptions of funds and managers(s); and, changed 

investment sentiment driven by general market conditions as observed in factor analysis 

in section 7.3.2. In ex ante decision-making: negative IEF perceptions will dissuade Q

from investing; allow Q to retain old habits; mentally divide options; but, if perceptions 

are positive, will result in positive investment commitments (decisions).

 Both decision-making processes are the result of attitudinal changes often 

driven by: mental illusions (section 3.2.2.3); framing or anchoring (section 3.2.2.5); 
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disposition effects (section 3.2.2.11) and cognitive biases. If Q’s perceptions of IEFs are 

generally negative, the iterative decision-making process suggested in the path diagram 

will stop – the decision will be abandoned. If Q’s perceptions are inconclusive or 

positive, the decision-making process follows the model postulated in Figure 8.1. 

Positive perceptions and attitudes lead to positive decisions (Camerer & Loewenstein, 

2002). Inconclusive decisions depend on perceived negative/positive outcomes. In this 

model, choice is “compartmentalised” (Rosly, 2005) – that is, it is unknown whether

shariah factors are primary or secondary determinants. Statistically, final decision 

outcomes depend on decision weights attached to each construct in the model. This is 

exhibited in regression weights between variable constructs.  

8.3.3 Maximum Likelihood Estimation (MLE)

The MLE method assumes multivariate data normality (Kline, 1998). However, the use 

of non-normal data is also acceptable (Muthen & Kaplan, 1985). Simulated tests by 

Schafer (1997) show that even allowing for non-normality, parameter estimates are not 

biased.  Further, Chu, Bentler and Satorra (1991) consider parameter estimates to be 

robust even though chi-square estimates and standard errors may not be accurate. 

8.4 STRUCTURAL MODEL EVALUATION AND MODEL FIT

The structural model uses confirmatory factor analyses (CFA) as the measurement 

model to test whether the model in Figure 8.1 fits the data. Figure 8.1 is the initial 

model and the path diagram shows the unstandardised parameter estimates.
150

 The 

unstandardised estimates are regression coefficients in which the variance of each 

predictor appears above each rectangle. The regression weights of the unstandardised 

150

This method of presentation is preferred because of ease of reference although tabulated results are 

available in AMOS 7.
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estimates corresponds to the B coefficients usually displayed in (SPSS) OLS regression 

output. Thus for example, the unstandardised regression coefficient for the 

fundmanagr/familiarity relationship is 1.15. As such, this regression coefficient 

predicts the amount of change in familiarity (latent variable) for every unit change in 

the fundmanagr predictor variable. The estimated error variances appear above the 

variable connectors (e.g. F1 = .15; RES2 = .143). As such, the greater the number of 

regression paths from manifest (observed) variables, the lower the expected error values 

and the greater the predictability power of the latent construct.  

8.4.1 Model summary and estimation 

8.4.1.1 Model

Table 8.2 provides an overall summary of initial model testing.

Table 8.2 Initial model test summary

The model is recursive

The sample size 874

Number of distinct sample moments 665

Number of distinct parameters to be estimated 116

Degrees of freedom (665–116) 549

Default model:

Chi-square 3505.845

Probability level .000

Minimum was achieved

The model is ‘recursive’ means there are no feedback loops (that is, there are no 

variables that follow paths that trace back to the same variables) (Arbuckle, 2007). 

There are 665 pieces of information that are used to compute estimates. ‘Minimum was 

achieved’ means that the estimation process found an admissible solution (Byrne, 

2001). The chi-square statistic of 3505.845 means there is a misfit of the model – the 
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model does not fit the data. Ideally, the
2 

value should be close to zero for a perfect fit 

– in practice, this is hardly achieved as there is no ‘perfect’ model in socio-economic 

research (Byrne, 2001). The 
2 

value 3505.845 indicates that the model should be 

respecified by adding/deleting indicator variables and regression paths. 

8.4.1.2 Estimation summary

While the graphical presentation of parameter estimates is set out in Figure 8.1, Table 

8.3 explains the statistical significance of the estimates.
151

 Estimates with correlations 

>1.00 are considered unreasonable (Byrne, 2001). Another measure of poor fit are: very 

small standard errors that cause parameters not to be defined; and, large standard errors 

that cause parameters not to be determined (Bentler, 1995; Joreskorg & Sorbom, 1989; 

as cited in Byrne, 2001, p. 75). 

In Table 8.4, the critical ratio (CR) is the parameter estimate divided by the 

standard error (SE).  According to Byrne (2001, p. 76) “… (the CR) operates as a z-

statistic in testing whether the estimate is statistically different from zero. Based on a 

level of .05, the test statistic needs to be > ±1.96 before the hypothesis (that the estimate 

equals 0.0) can be rejected.” 

The results in Table 8.4 are presented as regression weights. Close inspections 

of these weights reveal that except for two CR values (highlighted bold) all CR values 

are reasonable within the acceptable range. Further, the estimates are statistically 

significant as shown by their respective p-values. The greatest attenuation is between 

the Concept and Decision variables (CR = 0.765). Since understanding of shariah 

concepts constitutes the most fundamental element in Islamic decision-making process, 

the non-significant p-value is not indicative of weak relationship and should be retained 

(Byrne, 2001). 

151

 The AMOS software produces a range of other parameter estimates, such as standardised MLE 

estimates, correlation matrices, direct and indirect effects.  
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Table 8.3 MLE regression weights

Variable Variable Estimate S.E. C.R. P

Concepts <--- Principles 0.335 0.026 12.911 ***

MF2 <--- MF3 0.526 0.037 14.337 ***

MF1 <--- MF2 0.253 0.039 6.426 ***

MF1 <--- MF3 0.511 0.041 12.571 ***

Familiarity <--- Concepts 0.561 0.046 12.233 ***

Decision <--- Familiarity 0.24 0.042 5.741 ***

Decision <--- Concepts 0.042 0.054 0.765 0.444

Decision <--- Principles 0.329 0.037 8.934 ***

Decision <--- MF1 0.204 0.084 2.421 0.015

Decision <--- MF2 -0.21 0.07 -3.008 0.003

Decision <--- MF3 -0.018 0.077 -0.23 0.818

attitude3 <--- Decision 1.137 0.049 23.314 ***

attitude4 <--- Decision 1.166 0.051 23.009 ***

attitude5 <--- Decision 1.223 0.054 22.742 ***

fundmanagr <--- Familiarity 1.147 0.037 31.415 ***

riba <--- Concepts 1

shariacomp <--- Concepts 1.047 0.053 19.858 ***

masir <--- Concepts 1.614 0.063 25.66 ***

gharar <--- Concepts 1.652 0.063 26.305 ***

usury <--- Principles 0.695 0.027 25.432 ***

doubtful <--- Principles 0.871 0.029 30.273 ***

ownership <--- Principles 1.021 0.03 34.089 ***

moderation <--- Principles 1.032 0.028 37.296 ***

ethicbehav <--- Principles 1

rating7 <--- MF1 1

rating10 <--- MF1 0.84 0.043 19.647 ***

rating11 <--- MF1 0.885 0.044 20.242 ***

rating8 <--- MF1 1.099 0.05 22.096 ***

rating5 <--- MF2 1

rating4 <--- MF2 1.172 0.047 24.813 ***

rating2 <--- MF2 1.082 0.044 24.381 ***

rating3 <--- MF2 1.214 0.047 25.819 ***

rating14 <--- MF3 1

rating12 <--- MF3 0.919 0.031 29.291 ***

rating13 <--- MF3 1.02 0.033 31.344 ***

brokers <--- Familiarity 1

rating9 <--- MF1 0.835 0.046 18.181 ***

bankadvise <--- Familiarity 1.06 0.039 27.451 ***

finplanner <--- Familiarity 1.068 0.037 28.521 ***

attitude6 <--- Decision 1.154 0.058 19.753 ***

attitude9 <--- Decision 1.19 0.053 22.634 ***

attitude8 <--- Decision 1.154 0.051 22.486 ***

attitude10 <--- Decision 1.23 0.057 21.668 ***

attitude11 <--- Decision 0.94 0.051 18.333 ***

attitude1 <--- Decision 1.122 0.053 21.359 ***

attitude2 <--- Decision 1

Table 8.4 represents the AMOS output for the initial model shown in Figure 8.1. The Estimates are regression weights. CR is 

calculated as Estimates/SE. The p-values indicate significance at the 0.05 level.
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Moreover, the shariah concepts and principles are essential elements in decision-

making as hypothesised in the theoretical model in section 5.1.  The non-significant 

values point to important observations about Islamic ethical behaviour. 

8.4.1.3 Model-fitting

In SEM analyses, the aim is to determine a model goodness-of-fit such that the 

2 

statistic with its df is often used as a convenient 

measure of how well the model fits. The test statistics in Table 8.4 suggests the model 

does not fit the data. However, Baumgartner and Homberg (1996), Bentler and Bonnet 

(1980); and Bollen and Long (1992) all argue that evaluation should not rely entirely on 

one indicator. Instead, Bentler and Bonnet (1980) and MacCullum et al. (1996) both 

argue for other indices that use confidence intervals as indicators of statistical

significance. 

Table 8.4 Model fit summary

Model NPAR CMIN DF P CMIN/DF

Default model 116 3505.845 549 .000 6.386

Saturated model 665 .000 0

Independence model 35 22874.968 630 .000 36.309

In this Table, the abbreviations have the following meaning. NPAR = number of parameters; CMIN = minimum discrepancy; DF = 

degree of freedom; P = probability value. The default model is the model that is hypothesised. The saturated and independence 

models are baseline models generated by AMOS. The independence model is the model of interest as it displays estimates of the 

variances of observed variances and also assumes relationships between observed variances are zero (Byrne, 2001). 

2 

value 3505.845 that the model is not a good fit. Given the 

number of alternative fit statistics available, Browne and Mels (1992) recommend using 

other alternative fit measures.  
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8.4.1.4 Test of absolute fit

The chi-square test is an absolute test of model fit (Loehlin, 1992). If the probability 

value of the chi-square test is less than .05 (by convention), the null hypothesis may be 

rejected that the model fits the data (Bollen, 1989; Loehlin, 1992). However, the chi-

square model fit is very sensitive to sample size and non-normality of input variables 

(Byrne, 2001). But Hair et al. (2006) and Bentler and Chu (1987) both argue this 

restriction may be overcome by specifying at least 15 cases per predictor variable while 

the issue of non-normality may be addressed through alternative test statistics. In this 

case, absolute test indicated by the chi-square value 3505.845 implies the model does 

not fit the data.

Given this criteria, the ideal sample size would approximate 450 cases (30 x 15). 

The actual sample size in this study is 876 (after deleting cases with missing values). 

Hence, large chi-square discrepancies may be anticipated in model fits with sample size 

of 876. Thus, Bentler and Chu (1987) argue that the CMIN value is susceptible to large 

chi-square values that reject model fit whilst alternative model fits may render the same 

model acceptable and a good fit. Further, the observed variables in Table 8.1 associated 

with each latent construct are categorical scale items lending further sensitivity to chi-

square model fit (Bentler & Chu, 1987; Byrne, 2001). 

8.4.1.5 Tests of relative fit

The tight chi-square restrictions of absolute model fit may lead to rejection of a model 

that is substantially less false than a baseline model. Byrne (2001) argues that the model 

may be parsimonious and yet indicate variable associations that may be of substantive 

interest. Browne and Mels (1992) recommend reporting only the following alternative 
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fit measures: CMIN; P; FMIN; RMSEA with 90% confidence interval.
152

 These 

alternative or relative fit tests are displayed in Table 8.5.

Table 8.5 Test results of relative model fit

Baseline Comparisons

Model TLI CFI

Default model .847 .867

Saturated model         1.000

Independence model .000 .000

RMSEA

Model RMSEA LO 90 HI 90 PCLOSE

Default model .077 .075 .080 .000

Independence model .198 .196 .200 .000

The above output table show fit indexes calculated by AMOS.  TLI = Tucker-Lewis Index; CFI = Comparative fit Index; RMSEA = 

Root mean square error of approximation; LO 90 & HI 90 displays the lower and upper limits at the 90% confidence interval; 

PCLOSE = p value for testing the null hypothesis that the population RMSEA is not .05. 

By contrast, the Root Mean Square Error of Approximation (RMSEA) is one of the 

most informative and widely used fit criteria in SEM analysis. Hu, Bentler and Kano

(1999) suggest that a RMSEA value of .06 indicates a good fit. Further, since RMSEA 

is not very sensitive to sample size and recognises estimates with confidence intervals, a 

90% confidence interval with narrow upper and lower bounds suggests a good fit 

(Byrne, 2001, p. 85). The PCLOSE fit associated with RMSEA is a  p-value for testing 

the null hypothesis that the population RNSEA is not > .05 (Arbuckle, 2007). Browne 

and Cudeck (1993) suggest that a RMSEA of .05 is a ‘close fit’.  On this basis the 

RMSEA of .077 fails the model fit test.

The other model fit used in this study is the Tucker-Lewis index (TLI). TLI 

values ranging between zero and 1.00 indicate model fits in which a value close to .95 

is a measure of good fit for large sample sizes (Bentler & Bonett, 1980). The 

152

These acronyms refer to alternative model fit tests    
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comparative fit index (CFI) indicates that values close to 1 are a measure of very good 

fit (Bentler, 1990).  

This study uses the CMIN, TLI, CFI and RMSEA model fit alternatives for 

model assessment. The use of these alternatives is supported by Baumgartner and 

Homburg (1996). The results of the model-fit when running the original model is 

displayed in Table 8.5. It may be observed from estimations of the alternative fit models 

in Table 8.5 that none of these models supports a ‘fit’ of the original hypothesised 

model based on each test criteria discussed above. Hence the original model needs to be 

either respecified or modified or require both measures of restatement.

8.5 MODEL RE-SPECIFICATION AND MODIFICATION INDEXES

The ‘Default model’ in Table 8.4
2 

= 3505.845 statistic and 549 degrees 

of freedom. The rejection of this initial model is not unusual according to Anderson and 

Gerbing (1988) since a ‘perfect’ model cannot be predicted. If this were so, then the 

necessity for modelling is obviated.  On the other hand Bollen and Long (1992) suggest 

considering several models as alternatives instead of relying on a single model. 

Arbuckle (2007) and Byrne (2001), however, suggest respecifying the model by 

running Modification Indexes (MI) as a guide in reducing the 
2 

statistic. The idea is to 

2 

statistic reduces faster than the reduction in degrees of 

freedom (Arbuckle, 2007).   

Consequently, the initial hypothesised model in Figure 8.1 is respecified. This 

is achieved by only recognising factors with eigenvalues >1 pursuant to reasons 

advanced in sections 8.2.4 and 8.2.5. As a result, the following variables were 

dropped from the model: rating7; rating5; attitude6; attitude10; attitude11; 

attitude1; attitude8 and attitude9. The original model was also evaluated for 
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modification using MI. The AMOS MI output
153

recommends the addition of the 

following covariances: RES4 <--> RES7; RES4 <--> RES6; RES3 <--> RES6; RES2 <-

-> RES7. The effect of both changes is displayed in Figure 8.2. By treating these four 

covariances as free parameters, the MI shows the 
2 

discrepancy falls by 40.968, 

13.716, 13.871 and 29.509 respectively when the analysis is repeated. This is 

achieved by adding regression paths and covariances. Likewise, the MI also suggests 

including covariances between residuals that effectively reduce the discrepancy 

displayed in the 
2 

statistic.

8.6 MODIFIED PATH DIAGRAM

The effect of model re-specification and insertion of covariances is noticeable in Figure 

8.2. As suggested by the MI, covariances are added between the four factor residuals 

(double-headed curved arrows). Covariances have also been added between residuals of 

observed variables
154

 through covariance arrows.  These covariances are only relevant 

between the stated variables. The focus is on effects on respondents’ decision-making. 

Comparing Figures 8.1 and 8.2, it may be observed that despite the re-

specification and modifications, the original hypothesised model structure has been 

maintained without compromising the theory underpinning the model development and 

conceptualised factor relationships (Hair et al., 2006).

8.7 TEST RESULTS OF MODIFIED HYPOTHESISED MODEL

Coefficient estimates of model re-specification and path modification are displayed 

above paths in Figure 8.2. The model fit summary is examined to determine whether the 

‘restated’ model fits the data. 

153

 The output is very detailed and voluminous. 

154

The path diagram appears to be clustered owing to lack of print space. As a result some coefficients 

are obscured. 
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Figure 8.2 Unstandardised estimates of respecified model
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The coefficient estimates in Figure 8.2 are unstandardised to maintain consistency with Figure 8.1. The model is rerun using MLE 

estimation. The test results are discussed below.  

Notice that a number of predictor variables have been dropped from the initial model 

shown in Figure 8.1. The respecified model is now tested for absolute and relative fit.  
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8.7.1 Test for absolute fit

The test results of the respecified model are presented in Table 8.6

Table 8.6 Absolute model fit

Model NPAR CMIN DF P CMIN/DF

Default model 113 870.040 321 .000 2.710

Saturated model 434 .000 0

Independence model 56 17141.280 378 .000 45.347

It may be observed that the restated model fit is significantly better than the initial 

model in Table 8.4. After running the MI index, the chi-square dropped from 

3505.845 (Table 8.4) to 870.40 (Table 8.6). The chi-square statistic is still too large 

and the p-value is significant. Ideally, the 
2 

statistic should be < .05 for absolute fit.

Since these fit criteria have not been met, the null hypothesis of no fit must be 

accepted. However, as discussed in sections under 8.4, chi-square model fit is not the 

only criterion. Other tests of relative fit are now considered.

8.7.2 Test for relative fit

The TLI value lies close to 1 which Bentler and Bonett (1980) suggest reflects a very 

good fit. This result is also confirmed in the CFI test index regarded by Bentler (1990) 

as a measure of good fit. 

Table 8.7 Test of relative model fit

Baseline Comparisons

Model TLI CFI

Default model .961 .967

Saturated model 1.000

Independence model .000 .000

RMSEA

Model RMSEA LO 90 HI 90 PCLOSE

Default model .044 .041 .048 .996

Independence model .225 .223 .228 .000
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The RMSEA model fit test is of particular importance. Brown and Cudeck (1993, p. 

158) maintain that “we are of the opinion that a value of about 0.08 or less for the 

RMSEA would indicate a reasonable approximation and would not want to employ a 

model with a RMSEA greater than 0.1”.

At the lower extreme, a RMSEA of 0.06 is considered a measure of good fit by 

Hu and Bentler (1999). Both conditions are met with the RMSEA statistic of 0.044. 

Further, it may be concluded with approximately 90% confidence, that the population 

RMSEA for the restated model lies between 0.041 (LO 90) and 0.048 (HI 90) 

(Arbuckle, 2007). The PCLOSE for testing the hypothesis that the population RMSEA 

is zero also negates the null hypothesis. 

From the above test results, it may be concluded that the restated model fits the 

data and the null hypothesis may be rejected. However, Arbuckle (2007) argues that 

SEM models cannot be accepted – they merely fail to be rejected. This means there 

may be other SEM models with similar latent constructs that may arrive at different 

model outcomes. However, even though the alternative model fits are good, the model 

itself needs to be validated before inferences can be made (Hair et al., 2006). 

8.8 VALIDATING THE FINAL MODEL

The restated model involving modification and re-specification is largely a post-hoc 

measure. This suggests that the test result may be due to chance. In other words, the 

model of good fit must be validated to negate this possibility (Cliff, 1983; Hair et al, 

2006). Ideally, the accepted model should be validated against new data to determine 

how well the hypothesised model fits. In the absence of such data, Byrne (2001) and 

Bentler and Chou (1987) suggest doing a correlation of parameter estimates between 

the original model and the final model.
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Table 8.8 Initial and Restated parameter estimates

INITIAL  MDEL Estimate RESTATED MODEL Estimate S.E. C.R. P

Concepts <--- Principles 0.335 Concepts <--- Principles 0.320 0.026 12.39
0.000***

MF2 <--- MF3 0.526 MF2 <--- MF3 0.544 0.04 13.682
0.000***

MF1 <--- MF2 0.253 MF1 <--- MF2 0.160 0.03 5.244
0.000***

MF1 <--- MF3 0.511 MF1 <--- MF3 0.467 0.038 12.374
0.000***

Familiarity <--- Concepts 0.561 Familiarity <--- Concepts 0.571 0.046 12.324
0.000***

Decision <--- Familiarity 0.240 Decision <--- Familiarity 0.185 0.047 3.972
0.000***

Decision <--- Concepts 0.042 Decision <--- Concepts -0.029 0.057 -0.498 0.618**

Decision <--- Principles 0.329 Decision <--- Principles 0.277 0.038 7.261 0.000***

Decision <--- MF1 0.204 Decision <--- MF1 0.059 0.092 0.643 0.52**

Decision <--- MF2 -0.210 Decision <--- MF2 -0.168 0.058 -2.894 0.004***

Decision <--- MF3 -0.018 Decision <--- MF3 0.023 0.074 0.312 0.755**

attitude3 <--- Decision 1.137 attitude3 <--- Decision 1.215 0.054 22.486
0.000***

attitude4 <--- Decision 1.166 attitude4 <--- Decision 1.466 0.073 20.043
0.000***

attitude5 <--- Decision 1.223 attitude5 <--- Decision 1.383 0.074 18.701
0.000***

fundmanagr <--- Familiarity 1.147 fundmanagr <--- Familiarity 1.175 0.038 30.538
0.000***

riba <--- Concepts 1.000 riba <--- Concepts 1.000
0.000***

shariacomp <--- Concepts 1.047 shariacomp <--- Concepts 1.059 0.038 27.831
0.000***

masir <--- Concepts 1.614 masir <--- Concepts 1.669 0.067 24.968
0.000***

gharar <--- Concepts 1.652 gharar <--- Concepts 1.725 0.068 25.458
0.000***

usury <--- Principles 0.695 usury <--- Principles 0.631 0.028 22.791
0.000***

doubtful <--- Principles 0.871 doubtful <--- Principles 0.859 0.031 27.741
0.000***

ownership <--- Principles 1.021 ownership <--- Principles 1.045 0.031 34.033
0.000***

moderation <--- Principles 1.032 moderation <--- Principles 1.040 0.029 35.833
0.000***

ethicbehav <--- Principles 1.000 ethicbehav <--- Principles 1.000
0.000***

rating10 <--- MF1 0.840 rating10 <--- MF1 1.000
0.000***

rating11 <--- MF1 0.885 rating11 <--- MF1 0.943 0.049 19.151
0.000***

rating8 <--- MF1 1.099 rating8 <--- MF1 1.170 0.079 14.894
0.000***

rating4 <--- MF2 1.172 rating4 <--- MF2 1.000
0.000***

rating2 <--- MF2 1.082 rating2 <--- MF2 0.904 0.034 26.911
0.000***

rating3 <--- MF2 1.214 rating3 <--- MF2 1.078 0.036 30.119
0.000***

rating14 <--- MF3 1.000 rating14 <--- MF3 1.000
0.000***

rating12 <--- MF3 0.919 rating12 <--- MF3 0.911 0.032 28.919
0.000***

rating13 <--- MF3 1.020 rating13 <--- MF3 0.936 0.035 26.943
0.000***

brokers <--- Familiarity 1.000 brokers <--- Familiarity 1.000
0.000***

rating9 <--- MF1 0.835 rating9 <--- MF1 0.896 0.068 13.103
0.000***

bankadvise <--- Familiarity 1.060 bankadvise <--- Familiarity 1.157 0.047 24.575
0.000***

finplanner <--- Familiarity 1.068 finplanner <--- Familiarity 1.164 0.046 25.228
0.000***

attitude2 <--- Decision 1.000 attitude2 <--- Decision 1.000
0.000***

iutfamiliar <--- Familiarity 0.786 0.044 18.055
0.000***

This table shows standardised regression weights generated by AMOS for parameters shown in column 1 and 3 and 6 and 8. 

Only parameters common to both models are retained for calculating the correlation coefficient between the regression estimates. 

**, *** indicate statistical significance at the 5% and 1% levels respectively.

.

A correlation close to 1.00 indicates that the original model is empirically robust 

(Byrne, Shalveson & Muthen, 1989; as cited in Gunawan, 1998). In line with this 

suggestion, a bivariate correlation of standardised regression coefficients of the initial 
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and restated model is conducted. The bivariate test retained only coefficients common 

in both models as demonstrated in Table 8.8. The calculated correlation coefficient 

between the estimated parameters is 0.981 (significant at the 0.01 level). It can be 

inferred that despite the modifications and re-specification, the final model is 

empirically robust.

8.9 TESTING HYPOTHESIS H8

Hypothesis H8 postulates that the determinants of Islamic investment behaviour are 

not driven solely by shariah and ethical concerns but by complex relationships 

between various decision-making latent constructs. The interaction of these 

relationships is disclosed in Table 8.8. 

The last three columns of Table 8.8 provide evidence of the significance of 

relationships between variables. For example, in the sixth row of the RESTATED

MODEL the critical ratio (CR) is 3.972. This implies that the probability of getting a 

ratio of 3.972 in absolute value is < 0.001 (Arbuckle, 2007). However, the focus in 

this study is the restated model – especially the extent and direction of latent variables 

on the endogenous variable ‘Decision’. Looking at the (italicised bold) ‘decision’ 

variable relationships, the estimates of regression weights indicates the extent to 

which the variables go up when ‘decision’ goes up by 1. The critical ratio (CR) of 

regression weights are estimates of standard errors above zero.
155

 The level of 

significance for regression weights is the probability of getting critical ratios in 

absolute values less than 0.001 (two-tailed). 

From Table 8.8 the MLE estimates suggest that attitude3 goes up 1.215 when 

decision goes up by 1. This condition holds for attitude4 (1.466) and attitude5 (1.383) 

as well. No change occurs in the decision/attititude2 relationship as the correlation is 

155

 Thus, the decision/familiarity CR of 3.972 is z = .185/.047 = 3.936 (adjusted for decimals).
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exactly 1. Recall the four negative attitude statements from survey question B8: IUTs 

are too complex and confusing (attitude2); IUT idea is not properly understood 

(attitude3); IUT idea is poorly marketed (attitude4); financial advice on IUT is 

inadequate (attitude5). The MLE values imply that decision to invest in IUTs will be 

negative as long as the four negative attitudes and perceptions persist.

In the decision/familiarity relationship the estimate of 0.185 means that when 

familiarity goes up by 1, decision goes up by .185. The same observation holds for 

the decision/principles relationship. However, when concepts go up by 1, decision 

goes down by -0.029. This implies that the probability of getting a CR of .498 in 

absolute value is 0.618 – meaning that the regression weight for concept in the 

prediction of decision is not significantly different from zero at the .05 level (two-

tailed).
156

The implication for decision-making is that positive perceptions of shariah principles 

results in positive decisions for Islamic funds (decision increases by .277 when 

principles go up by 1).  The opposite holds for shariah concepts – understanding 

shariah concepts do not translate into positive preferences for Islamic funds. As Rosly 

and Abu Bakr (2003) and Dar and Presley (1999) note, this is due to cognitive biases 

in financial behaviour. 

In relation to other factors represented by the MF1, MF2, MF3 constructs, the MLE 

estimates are mixed. Only MF2 is negatively correlated with decision. Contextualised 

to the survey questionnaire, MF2 variables relate to rating professional advice of fund 

managers, agents and reputation of funds. In respondents’ estimations, the investment 

services of these entities do not rate very high in decision-making

156

 The p-values > .001 are calculated at the .05 level of significance ( Arbuckle, 2007).
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Table 8.9  Summary results of the direction and magnitude of hypothesised relationships

Hypo-

thesis

TM construct Relationship Hypothesised

Direction 

Direction in Model Regression

weight

p-value Summarised test results of 

hypothesis H8

H3 y1, x1;  y2, x2 Attitude2àDecision Positive Positive 1.000 0.000 Supported – changes evenly matched 

y1, x1;  y2, x2 Attitude3àDecision Positive 1.215    0.000 Supported – relationship is strong 

y1, x1;  y2, x2 Attitude4àDecision Positive 1.466    0.000 Supported – relationship is strong

y1, x1;  y2, x2 Attitude5àDecision Positive 1.383    0.000 Supported – relationship is strong

H1b y1, x1 DecisionàFamiliarity Negative Positive 0.185 0.000 Supported – relationship is weak

H1b y2, x2 DecisionàConcepts Negative Negative -0.029 0.618 Not supported – p > .05

H2 y1, x1;  y2, x2 DecisionàPrinciples Mixed Positive 0.277 0.000 Supported – relationship is moderate

H3 y1, x1; y3, x3 DecisionàMarket factor 1 Negative Positive 0.059 0.520 Supported – although relationship not 

significant p > .05

H5 y1, x1 DecisionàMarket factor 2 Negative Negative -0.168 0.004 Not Supported –  relationship 

significant but negative

DecisionàMarket factor 3 Positive 0.023 0.755 Supported – although relationship not 

significant p > .05

The above table must be read in conjunction with Table 8.8. The hypothesis tested was H8: The determinants of Malaysian Islamic equity fund decision-making behaviour are not framed entirely 

by ethical values and concerns. 
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Other variables listed in the B15 categories are more influential in decision-making. 

Of these, as observable in Figure 8.2, global economic and the economic 

fundamentals of the Malaysian economy are key drivers in decision-making. Table 

8.9 amplifies the direction and extent of variable relationships. 

In general, shariah concepts, although well understood and accepted, do not 

feature significantly in investment decision-making. Individuals recognise the 

importance of shariah principles but do not exhibit this in actual investment 

behaviour. Rather, they ‘frame’ their decisions more on attitudes and perceptions 

toward IUTs. Furthermore, respondents find IUTs to be complex, not properly 

understood, poorly marketed and poorly informed as shown in the factor analysis in 

section 6.4. These findings explain (in part) the stickiness in demand for IEFs in 

Table 4.2. 

8.10 CHAPTER SUMMARY

This chapter introduced structural equation modelling for the first time in Islamic 

equity investment empirical studies. The SEM model for testing is based on the 

theoretical model developed in Chapter 5. That TM model postulated a number of 

relationships on how Islamic equity fund decision-making is framed. A number of 

separate tests were conducted in Chapters 6 and 7, each partially explaining complex 

inter-relationship between variables. Those tests were unable to simultaneously 

examine decision-making behaviour in a single cohesive test model. 

In developing the SEM model, five distinct constructs were identified from survey 

response data – familiarity, concepts, principles, market factors, decision and 

attitudes. The first SEM test model incorporated clusters of variables that were 
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subjected to principal axis factor analysis. Of these, four constructs served as 

exogenous variables as their parameter values could be estimated from manifest 

(observed) predictor variables. In conformity with previous studies and 

recommendations in the literature, only factors with eigenvalues >1 with a minimum 

of three explanatory variables were considered for inclusion in SEM testing. An 

initial SEM model was run with MLE estimation that indicated the hypothesised 

model did not fit the data. 

The initial model was then respecified using modification indexes that identified 

model improvements based on chi-square estimates. The modified model was then 

rerun to determine whether the restated model fitted the data. The absolute chi-square 

model fit criteria showed that this model too did not fit the data and the null 

hypothesis of no fit was accepted. However, a number of different tests of relative 

model fit showed contrary results to the chi-square absolute fit criteria. All relative 

model fits showed good fits, especially the RMSEA index. The result of the restated 

model was then subjected to further test to ensure model validity. The bivariate 

correlation test indicated a very high level of relatedness between the two models. 

Finally, hypothesis testing using the results of the final model showed that Islamic 

equity investment behaviour is not driven entirely by ethical and shariah concerns. 

Instead, the empirical evidence shows weak relationship between the latter and 

investment behaviour. On the other hand, behaviour is more inclined to be 

determined by market forces, familiarity with investment concepts and practices, 

familiarity with services of market intermediaries and economic factors (local and 

global).     
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CHAPTER NINE

9 CONCLUSION, LIMITATIONS AND FURTHER RESEARCH

9.1 INTRODUCTION

The aim of this thesis was to examine the determinants of Malaysian Islamic equity 

investment behaviour, under conditions where individuals are faced with exercising 

choice between competing investment alternatives – shariah-based and conventional. 

To achieve this objective, a theoretical model was developed postulating relationships 

between the determinants of investment behaviour in conformity with methodology 

suggested by Hair et al. (2006) and Neuman (2006). A number of behavioural 

relationships were hypothesised from this model.  

The hypotheses were tested relying on: cross-sectional survey data from 900 

respondents; panel data of performance of Islamic and conventional unit trusts; and, 

unit trust equity market data accessed from S&P performance reports and online 

databases. Different multivariate data analyses techniques were used in hypothesis 

testing. The use of the SEM statistical technique added a new dimension in this 

research as this was the first occasion the SEM methodology was applied in Islamic 

behavioural finance.

Test results are reported in three empirical chapters and the findings are 

summarised in Table 9.1. The remainder of this Chapter is organised as follows. 

Section 9.2 presents summary results of all hypotheses testing in the three empirical 

chapters. Section 9.3 discusses the outcome of research objectives. The implications of 

this research, in terms of its findings and its significance in future research are

discussed in section 9.4. This research may possibly have been distracted by 

limitations in terms of scope, data and other factors. This aspect is discussed in section 
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9.5. Finally, sections 9.6 deals with suggestions for further research stimulated by this 

thesis.        

9.2 FINDINGS OF HYPOTHESIS TESTING

The findings are summarised Table 9.1. What follows is a discussion of these findings.

9.2.1 Direction and magnitude of hypothesised relationships

Tests results of H1a demonstrate demographic profiles contribute positively to 

investment in IEFs. Personal income exerts the most influence. However, the 

association of respondents’ occupation to IEFs is not supported. The dominant reason 

for saving is to direct funds toward retirement and to enjoy financial security. 

However, significant proportions of respondents savings is invested in time deposits, 

savings account and equity funds.

Hypothesis H1b comprises three elements. Respondents’ familiarity with IUTs

is not supported – the evidence indicates attenuation of IUT familiarity. Although there 

is some familiarity with services provided by equity advisors, knowledge of the stock 

market, indexes and services is generally poor. 

Hypothesis H2 is partially supported to the extent that shariah concepts and 

principles are not significantly understood by all age groups and genders. 

Understanding of riba and shariah concepts is significant but less so for the gharar and 

maysir concepts.

The test results related to attitudes and perceptions of IUTs is mixed. 

Hypothesis H3 is accepted as the evidence suggests investment behaviour is not driven

predominantly by religious and ethical concerns. But there is qualified support here as 

well. There is significant support for negative perceptions related to the understanding 

and marketing of IUTs. On the contrary, respondents display significant positive 

perceptions of IUTs in terms of choice and attractiveness as equity alternatives.
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Table 9.1 Summary of Objectives, hypothesis and results

Research question Main & sub-objectives Hypothesis tested Test  Results

Questions 1, 2 and 3 Objective A

To determine whether demographics, personal 

investment attributes and familiarity with the 

equity market influences investment behaviour

Refers to findings in Chapter 6. 

Question 1

To what extent do demographic profiles, 

investment and savings habits and 

market knowledge, influence behaviour 

toward Islamic equity funds? 

Sub-objective A1a 

To examine investment behaviour exhibited in (1) 

current asset holdings and savings and 

(2) relationships between gender, age, education, 

occupation, income and  current Islamic  fund 

investments

Hypothesis H1a 

Respondents’ demographic profiles, asset 

holdings and savings behaviour is positively 

related to personal investments and investment 

in Islamic equity funds.  

Home ownership is the foremost asset held by respondents.

Investment in unit trusts is the second most significant assets held by 

respondents. Investment in IEFs not significant

Savings accounts and fixed deposits are the most popular investment 

products for personal savings.

Main reasons for investing: long-term security & retirement.

Investing in education is the weakest.  

Gender, age, education and income – positively related to 

respondents’ actual Islamic investments holdings.

Occupation not significant determinant of IEF investment 

Sub-objective A1b  

To examine whether investment knowledge, 

awareness of IUTs and understanding of market 

concepts influences Islamic investment behaviour

Hypothesis H1b  

Knowledge and understanding of IUTs, equity 

funds, market intermediaries and concepts is 

positively related to investment in Islamic 

equity funds.

Respondents are not familiar with IUTs.

Very little awareness of equity investment services.

Individuals seek investment advice mainly from banks and fund 

managers.

There is moderate familiarity with the KLCI index and weak 

awareness of the Syariah stock index.

Individuals’ familiarity with fund managers is very significantly 

related to possession of Islamic unit trusts.  

The services of fund managers, brokers and banks are the primary 

links for investment in IUTs.

Question 2

Is Islamic investment behaviour aligned 

with religious and ethical values and 

criteria?

Objective A2  

To examine the influence of shariah and ethical 

value orientations on investment behaviour

Hypothesis H2

The understanding and importance of shariah 

concepts and principles is positively related to 

Islamic equity investments. 

There is significant understanding of riba and shariah compliance

concepts but weak understanding of gharar and maysir concepts.

These concepts are significantly associated with individual 

demographics. 

Individuals attach very high importance to the principles: riba, 

doubtful transactions, moderation, ethical behaviour and complete 

ownership. 

There is no association between gender, age and these shariah 

principles.

Of the demographic profiles, the level of education is most 

significantly associated with shariah compliance issues.

Ownership of IUTs is significantly related to understanding of 

shariah concepts and principles.

Although shariah concepts and principles rank high in respondents’ 

estimation, summated responses show significant affinity for riba-

based investment products.    

Question 3

What attitudes and perceptions do 

individuals display toward Islamic unit 

trusts?

Objective A3 

To determine investors’ attitudes and perceptions 

toward IUTs

Hypothesis H3  

Attitudes and perceptions toward Islamic unit 

trusts are not driven solely by religious and 

ethical concerns.

Factor analysis identifies two significant dimensions of attitudes and 

perceptions.

First, IUT idea is poorly marketed; not properly understood and 

advised.

Second, difficult to switch to IUTs; choice is limited but the idea has 

made access to equity market easy.
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Table 9.1 continued…

Research question Main & sub-objectives Hypothesis tested Test  Results

Questions 4, 5 and 6 Objective B

To determine the influence of risk preferences, 

economic factors, asset choice and equity fund 

flows on decision-making

Refers to findings in Chapter 7

Question 4

How significant are respondents’ 

risk/return profiles and their ranking of 

economic and market factors in framing 

investment decisions?

Sub-objective B1a

To examine risk/return characterisations of 

Islamic investors

Hypothesis H4a

Since financial dealings are ethically constrained within 

shariah parameters, it is hypothesised that respondents are

risk-averse in equity dealings and expectations.

Overwhelming majority of respondents are risk-averse.

Majority prefer medium-risk coupled with stable returns.

Majority prefer returns of 10% and over.

Sub-objective B1b

To examine influence of demographic profiles 

on risk/return preferences

Hypothesis H4b 

Demographic profiles are positively related to Islamic 

risk/return investment behaviour. 

Females are more risk-averse compared to males.

Risk-seeking increase with age – from age 36 onward.

Higher educated individuals are more risk-seeking as are 

business and trade persons and those whose earnings 

exceed RM55 000.

Those with incomes > RM100 000 are most risk-seeking.

Sub-objective B1c

To examine respondents’ risk/return character in 

asset classes

Hypothesis H4c 

Malaysian Islamic investors display different risk/return 

behaviour between different asset classes and prefer less 

risky investments

Highest returns are expected from property investments.

Highest expected risks are associated with investment in 

listed shares.

Medium risks/returns are expected from investments in 

unit trusts.

Fixed deposits and cash managed accounts attract the least 

risk/return trade-off.

Objective B2

To examine the influence of economic and 

market factors on investment decision-making

Hypothesis H5

Decision-making related to Islamic equity funds is 

significantly dependent on economic and non-religious 

factors.   

Factor analysis identify three main factors influencing 

decision-making:

(1) Oil prices; (2) US and Japanese economies and 

(3) influence of global markets

Question 5

What does the hypothetical asset 

allocation portfolio suggest about asset 

choice and preferences of Malaysian 

Islamic investors? 

Objective B3

To examine choice and asset allocation 

preferences of Islamic investors

Hypothesis H6

 Choice and asset allocation preferences are positively 

related to demographics, personal attributes and 

expectations

Home equity via mortgage repayments ranks as the highest 

asset preference.

Investment in IEFs rank second followed by preference for 

liquid assets.

Actual investment in IUTs is held by: males mainly; in the 

35–55 age group; those highly educated; by professionals 

and those in higher income brackets.

Preferred investment in IUTs: preferred by majority; 

mainly by females; between ages 26–45; by professionals 

and ordinary workers; mainly in income brackets RM 15 

000 – 45 000.

Gender, age and educational level are the most significant 

predictors of investment in IUTs.
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Table 9.1 continued…

Research question Main & sub-objectives Hypothesis tested Test  Results

Question 6

Does fund size and performance 

influence investment behaviour?

Objective B4

To examine the influence of fund size and 

performance as determinants of investment 

behaviour 

Hypothesis H7a  

Fund management, fund size, risk and rewards positively 

influence investors’ choice to invest in Islamic funds 

Hypothesis H7b

Islamic investors will act rationally by subscribing for or 

redeeming equity fund units based on fund performance.  

Market concentration show three fund managers control 

57% of equity fund market share.

These managers control IEF market for: asset allocation 

funds; equity funds; money market funds.

Top five managers control 67% of Islamic fixed income 

funds.

Fund performance between Islamic and conventional 

funds not significantly different.

Conventional funds perform better in terms of returns –

Islamic funds perform better in terms of risk.

Fund size does matter – short term returns and volatility 

favour drift to larger conventional funds. 

Fund flows indicate greater fund retention in IUTs.

Greater inflow of funds toward Islamic funds.

Greater outflow of funds from conventional funds.

Among fund managers, Public Mutual greatest attractor of 

Islamic funds; then AmMutual; then CIMB.  

Question 7

Can Islamic investment behaviour be 

explained in a single behavioural 

model?

Objective C

To use SEM statistical procedure for examining 

relationships between investment behavioural 

constructs

Refers to findings in Chapter 8

Objective C1

To perform a series of simultaneous regression 

equations examining significance of decision-

making relationships between a number of 

behavioural constructs 

Hypothesis H8

The determinants of Malaysian Islamic decision making 

behaviour are not framed entirely by ethical values and 

concerns. 

Investment decision-making is dependent on first-order 

factors (arrows pointing to) decision construct. In turn 

decisions (arrows pointing away) are shaped by attitudes 

and perceptions people display toward IUTs.

Direction of decision-making relationships  to IUTs:

Familiarity with investment services is positively 

related to decision to invest in IUTs;

There is a negative relationship between understanding 

of shariah concepts and decision-making;

The importance of shariah principles is positively 

related to IUT investment; and, 

Global economic factors are negatively related to IUT 

investment.

Decision-making is highly dependent on peoples’ 

attitude and perceptions of Islamic unit trust. 

Negative attitudes and perceptions impact negatively 

on decision-making. 

The SEM analysis suggests that reversing negative 

attitudes and perceptions results in positive decisions 

toward IUTs

Greatest attenuation in decision-making is the negative 

relationship between shariah investment concepts and 

decision to invest in IUTs – people hold onto shariah 

ethical values but behave contrary in their investment 

behaviour.
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Hypothesis H4a is accepted on the basis that the dominant responses favour medium 

risk with stable returns. This observation points to risk-aversion even though 

respondents’ return expectations of 10% and above is considered very high (see Table 

7.1).

Hypothesis H4b is accepted. Risk-seeking is related to age and income. Higher 

educated individuals are more risk-seeking. Females are more risk-averse. The

relationships between personal profiles and risk/return tradeoffs are positive and 

supports hypothesis H4b. The evidence in Table 7.3 indicates that respondents display 

different risk/return behaviour and prefer less risky investments. 

Hypothesis H4c is accepted. Highest preference is for fixed deposits and cash 

managed accounts. Risk expectations are highly associated with direct equity 

investments. Property investment is not considered very risky. This behaviour supports 

H4c. 

Hypothesis H5 is accepted since global market conditions and oil prices are 

some of the factors ranked highly in respondents’ estimation as important determinants 

in investment decision-making. 

Asset preferences are not driven solely by ethical values and principles as can 

seen from preference for fixed-income securities. This implies that Islamic values are 

not fully subscribed in asset choice. Although H6 is accepted, the strong value 

orientations displayed in H2 does not support respondents’ choice of asset classes. 

Hypothesis H7a and H7b are accepted. The state of the equity fund market 

shows fund management, size and performance does matter in fund selection and 

equity choice. Large fund management companies are more popular. Industry 

concentration ratios show fund size allow large market players to exert greater control 
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over market share. Further, fund flows in and out of equity funds suggest there is no 

loyalty attached to IUTs driven by ethical considerations. However, on a dual 

preference basis, the evidence show that fund flow into IEFs are more resilient in terms 

of retention – that is, individuals are more likely to hold onto IEF units than units in 

conventional funds.

Hypothesis H8 is also accepted. Decision-making behaviour takes in a number 

of observed and unobserved factors. Familiarity with investment services is positively 

related to decision-making. There are negative relationships between understanding of 

shariah concepts and decision-making. The importance of shariah principles is 

positively related to decision-making. Global economic factors are negatively related.

Table 9.2 Direction and magnitude of relationships

Ref Investment behaviour related to Result Direction & magnitude

H1a Gender, age, education, income Accepted Positively related

Occupation Rejected Very weak and insignificant 

Asset holdings Accepted Preference is predominantly for liquid asset classes

Reasons for savings Rejected Savings mainly for security and retirement

Destination of savings Accepted Savings predominantly directed into equity funds

H1b Familiarity vs. unfamiliarity with IUTs Rejected Negative – familiarity weak and insignificant

Familiarity with investment services Accepted Significant association – but only with some service 

providers 

Familiarity with market indexes Accepted Moderate association with KLCI but weak familiarity with 

shariah indexes

H2 Shariah concepts – riba & compliance

Shariah concepts – gharar & maysir

Accepted

Rejected

Significant understanding

Weak understanding

Shariah principles Accepted Significant importance attached to principles

H3 Attitudes and perceptions towards IUTs Mixed results Negative perceptions are very significant

Positive perceptions only of some attitudes 

H4a Risk aversion based on level of returns and risk Accepted Positive – there is significant desire for medium risk and 

stable returns.

H4b Risk/return attributes based on demographics Accepted Risk characteristics linearly associated with age and income

H4c Risk/return behaviour based on asset class Accepted Mean ranking of assets show preference for riskless assets 

and equity funds.

H5 Investment decision-making based on economic 

& other factors

Accepted Mixed – many reasons

Significant – oil prices, US, Japanese markets

Significant – Malaysian economic factors

Moderate - professional advise 

H6 Asset preferences Accepted Positive – IEFs rank second as preferred assets

H7a Fund management, size and performance –

influences decision to invest in IUTs

Accepted Positive – some fund managers more popular than others

Positive – industry concentration show strong preference 

for large fund managers

Neutral – performance between Islamic and conventional 

funds not significant

H7b Fund flows     Accepted Positive – greater inflow to Islamic funds 

H8 Investment decision-making Accepted Mixed – decision-making dictated by many factors 

Negative – Islamic principles not very significant 

determinants in decision-making
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9.3 COMMENT ON FINDINGS AND RESEARCH OBJECTIVES

9.3.1 Influence of demographics, knowledge and compliance issues on 

investment behaviour (Objective A1)

9.3.1.1 Demographic influence toward Islamic funds – (Objective A1a)

The findings summarised in Table 9.1 indicate there are clear investment trends among 

those who own different asset classes. Seng (2003) and Rosly (2005) argue shifts 

toward investment in equity funds is attributable partly to losses experienced during

the 1997 East Asian financial crises – investors were looking for more risk mitigating 

alternatives. Taking a different perspective, actual asset class spreads imply 

respondents are simply managing systematic risk better – by mitigating risk through a 

combination of low beta equity instruments, fixed-income securities, liquid 

instruments and property investments (Ismail & Shakrani, 2003). This tendency 

supports Rosly’s (2005, pp. 81–84) argument of rational (Islamic) investment 

behaviour – that individuals will make rational choice when confronted with 

risk/return alternatives that sometimes override ethical considerations. 

The pattern of short-term investment options exhibit strong liquidity preference 

– 68% in savings account 7% and time deposits (Gitman, 2005a; 2005b). Low direct 

stock investments (11%) imply that prior risk inhibitions dissipate when investors are 

presented with real alternatives such as Islamic funds (Barber, Odean & Zheng, 2000; 

Bollen & Cohen, 2006). 

Another finding from Tables 6.2 and 9.1 indicate that males in general, are 

more prone to invest in direct equities. In particular, males invest more in IUTs 

(18.5%) over females (11.3%). The asset-mix held by each gender supports findings 
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by Bajtelsmith and Van Derhie (1996), Hinz, McCarthy and Turner (1996) and 

Jianakoplos and Bernasek (1998) that: women invest more conservatively than men; 

and, that men are more likely to invest in risky assets  while women are more likely to 

invest in savings and fixed income deposits. 

In terms of age, Table 6.2 show asset holdings are more prevalent among 

middle and older age respondents. This trend is partially supported in findings by 

Summers, Duxbury, Hudson and Keasy (2006) who argue there is no significant 

correlation between asset allocation and age. However, research by Bajtelsmit and Van 

Derhie (1996) does confirm age as a significant determinant of investment – especially 

among females.  A further trend in Table 6.2 shows greater affinity for investing in 

IUTs by highly educated individuals. This trend is consistent with findings by Dar 

(2004) in a UK context that higher education levels influence the propensity for using 

Islamic-based finance products.

A further indication of the direction of investments in Islamic funds is 

demonstrated in respondents’ pattern of regular savings in Tables 6.2 and 9.2. More 

females (71.5%) prefer to invest in savings account than men (63.9%) and almost 

equally in time deposits for both sexes. This behaviour is supported in findings by 

Hinz, McCarthy and Turner (1996) and that of Bajtelsmit and Van Derhie (1996) 

mentioned earlier. As people age, more funds are committed to investment in unit 

trusts. Table 6.3 shows there is an almost equal distribution of preference for unit trusts 

in the three age categories 36–56 years and over. Both Gitman (2005b) and Bodie et al. 

(2007) point to evidence from the USA where a greater proportion of investors turn to 

mutual funds as preferred investment alternatives. Of all age groups, individuals 46 

years and over represent the group with the largest proportion of investment in unit 
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trusts and direct equities. Among the more educated, 26.2% responded positively 

(‘yes’) to investment in unit trusts.  

This
2 

relationships (p < .05, two-tailed) between 

IUT investment and gender, age education and income (Table 6.4). This finding is 

confirmed in the goodness-of-fit result shown in Table 6.5. Interestingly, respondents’ 

occupation is not a significant determinant of IUT ownership. The non-significance of 

occupation is also to be found in research by Dar (2003; 2004).   

To sum, the test results indicate the aim of objective A1a was met.  

9.3.1.2 Familiarity with IUTs, investment services and market indexes 

(Objective A1b)

Objective A1b examined Islamic investment behaviour from a knowledge-based 

perspective. The growth of the Islamic equity funds market shown in Tables 4.2 and 

4.4 indicate an emerging Islamic (ethical) equity investment market competing with a 

substantially mature conventional equity funds market. These tables point to 

competition between style equity funds, money market funds, secured income funds 

and capital guaranteed investment instruments. Historical data on fund inceptions in 

Table 4.2 show a total of 55 equity funds with 10 year and more trading history at end 

December, 2006. Eight of these constitute Islamic funds, of which six were formerly 

reserved for Bumiputera investors.
157

 The intractable progress since Islamic finance 

was officially legislated in 1983
158

 suggests either a lack of knowledge of Islamic 

funds or a general unfamiliarity with ethical investments. 

The test results of hypothesis H1b show weak understanding of IUTs, 

investment services and market indexes (Table 6.10). Brailsford et al. (2004) argue that 

157

These were: Kumpulan Modal Bumiputera (KMB) Yang Pertana; KMB Yang Kelapan; KMB 

Yang Keempat; KMB Yang Ketiga; KMB Yang Keenam and KMB Yang Kedua.

158

Strictly, this applies to the realm of Islamic banking. 
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equity market participation increases with increased personal knowledge of the market 

and its machinations. Hanson and Tranter (2006) in their Australian study point to 

evidence that high profile IPOs popularise direct equity stock market participation. The 

lagged effect results in positive attribution toward direct equity participation. A case 

study of the US Magellan Fund by Brodie et al. (2007, p. 584) confirms how strong 

fund performance initiates interest in mutual funds. However, as indicated in Table 

7.9, concentration ratios for long-established and mature Islamic funds (e.g. the ASM 

Mara funds) in Malaysia, does not support the argument that loyalty and populist 

enthusiasm instil preference for ethical funds. Some investment in IUTs may be driven 

by tokenism – which is difficult to establish. Even if this is true, the “feel good” notion 

argued by Wilson (1997a; 2002) through token interest in Islamic instruments suggest 

emerging awareness of Islamic funds. However, evidence of widespread lack of 

awareness of IUTs found in this research implies the ethical inspiration is not evident 

in actual investment behaviour. The slow uptake in account numbers in Table 4.2 

supports this argument.   

Benchmark research conducted by IFSA (2005)
159

 show increased investment 

participation through services offered by managed funds stemming from increased 

awareness. This trend is noticeable in the cumulative growth patterns of Islamic equity 

funds in Table 4.2. Since individual responses to IUT familiarity is not very significant 

(Table 6.8), this means interest in IUTs generally originate from the collective efforts 

of fund managers, the joint endeavours and publicity of the FMUTM and the Securities 

Commission.   

Another finding related to H1b is: there is a reasonable predictor coefficient 

between knowledge of the Syariah index and familiarity with market indexes. The 

159

The Investment and Financial Services Association of Australia.
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regression coefficients in Table 6.12 support the significance of these associations. The 

correlation with the Syariah index suggest elements of heuristic and cognitive bias. 

Complicated equity participation is justified by simply tagging activity ‘shariah 

compliant’. The combination of responses in Table 6.8 imply individuals base their 

understanding of Islamic investment funds on populist ideas, ‘rule-of-thumb’ or ‘feel 

good’ association (see section 3.2.2.3 and 3.2.2.4).

In relation to Malaysian investors, Nik Ruslin
160

  comments:

The Securities Commission realises there is a general lack of understanding of Islamic finance 

and unit trust investment. That is why the SC is committed to holding seminars, conferences 

and road shows together with industry partners to encourage awareness of Islamic 

investments…so that more public awareness will instil confidence in the Islamic (alternative) 

investment market… (Personal interview April 16, 2007, Kuala Lumpur).

As opposed to familiarity with the Syariah index, Table 6.8 show moderate familiarity 

with investment service providers. Gerrard and Cunningham (1997) in their research in 

Singapore identified lack of knowledge of Islamic banking products as a major reason 

for the low uptake of Islamic finance. Dar (2004) in his study finds low socio-

economic and educational backgrounds (especially among people from the Indian sub-

continent) contribute to a lack of enthusiasm for Islamic finance products. Dar (2004, 

p. 16) adds another dimension that “education, occupation, location and income are 

significant determinants of Islamic financial services”.

Bley and Kuehn (2004) on the other hand, argue that lack of knowledge of the 

Arabic language is a potential delimiter in use of Islamic finance products. They 

reason that those familiar with Arabic are more perceptive of Islamic finance 

terminology and concepts and therefore display greater affinity for partaking in Islamic 

finance. Tahir (2004) however, argues that awareness of equity investments is 

associated with fundamental knowledge of finance, the equity market and its operation, 

160

Head, Islamic Capital Market, Strategy & Development Division, Securities Commission 

Malaysia.
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and understanding shariah compliance. Greater awareness of shariah compliance is 

correlated with greater equity investment. The problem with these arguments is one

associated with ‘mental framing’ and its influence on choice (Tversky & Kahneman, 

1981). Most of these empirical findings rely on choice alternatives from the 

perspective of how problems are framed. Extrapolating this argument, it means 

individuals will respond either negatively or positively to Islamic equity investing,

depending on how financial propositions and outcomes are ‘framed’.   

 Studies related to demand for Islamic banking and finance products confirm 

findings shown in Tables 9.1 and 9.3 pointing to weak association with Islamic equity 

investment prompted by weak understanding of the equity market, its service 

intermediaries and market concepts. Thus, the initial slow growth in Islamic equity 

funds in formative years (Table 4.2) does not suggest insipid demand but rather 

attenuation to low market exposure, low exposure to services of market intermediaries 

and lack of equity sophistication (Seng, 2003). 

9.3.2 Influence of shariah concepts and principles on investment behaviour 

(Objective A2)

Objective A2 sought to examine shariah value orientations related to equity 

investment. The findings in Table 6.14 indicate there is good understanding of 

shariah compliance (60.8%) and riba (68.5%). In contrast, the concepts of gharar

(41%) and maysir (36%) are not that well understood. Overall, respondents 

considered the five shariah principles in Table 6.15 to be very important – responses 

were generally over 80%. These results suggest there is a firm belief in principles 

coupled with lesser understanding of key shariah investment concepts. 

The chi-square tests of association in Table 6.16 substantiate these findings. 

A clearer picture emerges in Table 6.17 showing disaggregated relatedness to 
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personal attributes. Males are generally more acquainted with shariah concepts than 

females. Further, the more people age, the greater shariah ethical understanding. 

Better educated individuals have a better understanding of shariah concepts. 

However, the chi-square test in Table 6.18 shows there is no association between 

gender, age, occupation and the importance of shariah principles. But this finding is 

somewhat contradictory to responses in Table 6.15 – especially that related to the 

importance of riba in Table 6.18 which shows the null hypothesis of no association 

cannot be rejected in relation to gender, age and occupation. 

A more plausible explanation for this apparent inconsistent behaviour is 

provided by Rosly and Abu Bakar (2003) who observe that people are very inclined 

toward shariah-based finance practices but display contrarian behaviour in actual 

financial practices. Dar (2004, p. 21) too, observes “…the UK Muslims are at best 

indifferent to Islamic finance, implying that demand for Islamic financial services 

may not be a purely religious phenomenon”. Such observed behavioural biases 

provide insights in the manner (Muslim) investors frame decisions (Tversky & 

Kahneman, 1981). Both Barberis and Thaler (2003) and De Bont and Thaler (1995) 

argue (albeit in a quantitative sense) that in complicated decision-making, investors 

make irrational choices, many of which may be inconsistent with optimal investment 

strategies. A similar argument is expressed by Statman (2005b). Thus in this study, 

respondents’ choice of interest-bearing deposits and cash managed instruments 

(Table 7.6 and 7.7) confirm Rosly and Abu Bakr (2003) behavioural paradigm. 

It is also argued that inconsistent behaviour may be construed non-rational in 

the context argued by Thaler (1993), Schleifer (2000) and Shefrin (2002). Such

ethical inconsistencies lead Schwartz (2003) and Hoggett and Nahan (002) to argue 

that perhaps ethical investment is not ethical after all. The behavioural biases in 
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choice of non-compliant assets partly explain Islamic contrarian investment in which 

people hold onto both shariah and non-shariah compliant investments simultaneously 

notwithstanding the fact that shariah compliance is very prescriptive (DeLorenzo, 

2005a; 2005b). For instance, preference for interest-bearing instruments confirms the 

way investors frame choice. 

Asset choice in Table 6.23 imply decisions are framed in terms of 

interest/profit trade-offs. A plausible reason for this perceived non-ethical 

behavioural paradox is argued by Abd Majid and Yusof (2006), Haron and Norififah 

(2000) and Rosly and Abu Bakar (2003). According to them, people tend to shift 

investments in and out of Islamic and conventional investment products to take 

advantage of temporary profit/interest return differentials often ignoring ethical 

considerations. Another reason is the ‘mental framing’ argument whereby people 

tend to segregate investment decisions – mentally dividing assets into risk classes. 

For instance, Islamic individuals invest some funds in very risky assets (stocks) 

while simultaneously adopting very ethical position with other assets (Bodie et al., 

2007). By choosing to invest some funds in fixed-income deposits, they then prefer 

other risky investments and products that pay higher returns (Statman, 2005a). As 

shown in Table 6.1, two-thirds of savings are invested in interest-bearing investments 

and it may be inferred that Islamic investors are indifferent to which investment 

produce higher returns. 

9.3.3 Attitudes and perceptions toward IUTs (Objective A3)

Objective A3 sought to examine respondents’ attitude and perception toward IUTs. 

Only 22% (Table 6.24) of respondents consider IUTs to be attractive investment 

alternatives. When responses to attitudes and perceptions are factor analysed, three 
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factors extracted represent opposing dimensions. Four variables with significant 

loadings on Factor1 (F1) indicate negative perceptions of IUTs. These negative 

perceptions suggest general disenchantment with the way Islamic equity funds are 

marketed and portrayed to the public. The most significant negative variable with 

loading of 0.917 is that ‘the UIT idea is poorly marketed’. Collectively, the 

explanatory variables associated with F1 further explain the slow growth in IEFs in 

Table 4.2. Positive perceptions revealed in factors F2 and F3 are only accompanied 

by two explanatory variables with significant loadings.  Francis (2007) maintains that 

factors with less than three significant variable loadings are unreliable. The negative 

factor dimension implies attitudinal difficulties with IUTs. Positive dimensions 

imply possible ways of overcoming these difficulties.    

Since F1 loadings are significant in terms of perceptions, it has been used in 

the second-order factorial SEM structure. The factor extraction for H3 is supported 

in research by Gerrard and Cunningham (1997) and Gunawan (1998).  The 

exploratory factor analysis results in Table 6.25 and the SEM model in Figure 8.2 

both support the H3 hypothesis that attitudes and perceptions toward IUTs are not 

driven by religious nor ethical concerns. 

A further finding in relation to perceptions of IUTs is that the idea (thus far) 

is unappealing due to the dearth of product range and depth. This finding is 

supported by Abdul Kader (2000)
161

who alluded to the lack of product choice in 

unit trust management. He maintains weakness in unit trust marketing is a cause of 

the unattractiveness of unit trusts to those not yet committed to the idea.     

161

Abdul Kadir, Ali – Chairman, Securities Commission Malaysia. Address to the 5
th

 Asia Oceania 

Regional Conference, Kuala Lumpur, April 20, 2000.
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9.3.4 Influence of risk/return attributes on investment behaviour (Objective 4)

Objective is linked to hypothesis H4a, H4b and H4c that examined respondents’ 

risk/return behaviour. 

Reviewing Table 7.1 the research finds 53% of respondents prefer a mixture of 

medium risk/stable returns which is indicative of risk-averse behaviour (Peirson et al., 

1997). In Table 7.2 respondents’ return expectations indicate 71% expect returns of 

10% and above. It is accepted in the literature that high return expectations imply high-

risk behaviour (Bodie et al., 2007; Copeland & Weston, 1992; Peirson et al., 1997; 

Ross, Westerfield & Jordan, 2006). When risk/return characteristics are disaggregated, 

they reveal distinct patterns in terms of demographic profiles. Males exhibit riskier 

attitudes than females supporting findings by Bajtelsmit and Bernasek (1996). Risk 

profiles increase linearly with age – higher risk associated with older age is consistent 

with findings by Bajtelsmit and Van Derhei (1996) and Hinz, McCarthy and Turner 

(1996). Respondents who are less educated tend to be more risk-averse. 

The analysis in Table 7.2 show significant associations between risk/return 

profiles and demographic attributes. Those on very high incomes and occupied in 

trades and business persons are high risk-seekers (Summers, Duxbury, Hutson & 

Keasy, 2006). These findings are inconsistent with those of Shanmuganathan (2006) 

who finds that education and income not to be significant determinants of risk. 

However, liquid asset preferences are better discriminants of risk attributes. 

Ranking risk and return expectations, the Friedman one-way test for risk/return 

differences show the highest mean rank for returns is property investment at 3.61 while 

the highest mean rank for risk is listed shares at 3.71. Fixed deposits and unit trust 

funds ranked third and fourth respectively. These risk/return measures suggest 

respondents are generally risk-averse. Shanmuganathan (2006) finds Malaysians are 
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marginally more risk-seeking. In contrast, based on the composition of respondents’ 

current asset holdings in Table 6.1 matched with hypothetically constructed portfolios 

in Tables 7.6 and 7.7, this research finds little evidence of significant risk-seeking 

among individuals.  

9.3.5 Other factors influencing investment decision-making (Objective 5)

Factor analysis in Table 7.5 identified combinations of factors that contribute most to 

investment decision-making. Three factor dimensions emerge from the findings. 

For the first dimension, the factor loadings show that the effect of oil prices and 

the US and Japanese economies substantially influences investment decisions. 

Evidence may be found in the 1998 bear market crisis in which volatility on the 

Malaysian stock market was influenced by other external factors (Abdul Kadir, 2000). 

Further, Malaysia’s dependence on the US and Japan as major trading partners 

(Pramanik, 1994) underlines the importance placed by respondents on these extraneous 

factors. Oil prices feature significantly since the removal of fuel subsidises is 

considered inflationary with adverse impacts on the real economy.
162

 Indeed, Roll 

(1977) argued that although all market information is in the public domain, decisions 

are still influenced by a variety of extraneous and non-market factors.

The second dimension identifies fund management, professional advice and 

fund reputation as influential decision-making factors. As noted in the discussion on 

market concentration ratios in section 7.5.1 and Table 7.9, large funds possess 

significant capacity to influence investment choice. However, in Table 7.5, 

respondents rated professional advice as a negative constituent in decision-making. 

162

See Malaysian Institute of Economic Research (July 17, 2007). National Economic Briefing.  

Kuala Lumpur. Retrieved June 20, 2008, from 

http://www.mier.org.my/presentations/archives/pdf/22NEB.pdf
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This implies strong fund manager exertion over decisions regarding choice. The third 

dimension identifies the Malaysian stock market, economy and interest rates as 

significant determinants of investment. Interestingly, respondents rated domestic 

concerns third in terms of factorial significance. Rating domestic economic issues low 

in order of investment decision-making rankings suggests a nonchalant appreciation of 

the domestic economy.  

9.3.6 Investment behaviour displayed in asset preferences (Objective 6)

The research findings show ethical values are discernable in asset preferences. In 

response to constructing hypothetical portfolios, this research established a number of 

personal preferences concurring with trends in managed assets – see Tables 7.6, 7.7 

and 7.8. These tables, read in conjunction with Tables 4.2, 4.3 and 4.4, reveal strong 

inclinations toward unit trusts and liquid assets as preferred investment destinations. 

Importantly, these rankings almost mirror mean asset rankings in Table 7.6. Similar 

trends are prevalent in national assets under management (Table 4.4). These findings 

are consistent with those of Shanmuganathan (2006).

Do these trends reveal asset preferences prompted by ethical considerations? 

Table 7.7 indicate 14.6% of respondents own IUTs. Nationally, the proportion of 

shariah-based NAV to total industry NAV is presented in Table 4.2. Although 

indicating growth in trend terms, IEFs growth shows resistance when viewed in terms 

of overall growth in the industry. The mean asset portfolio rankings in Table 7.6 show

strong desire for Islamic unit trusts – ranking second preferentially. Individually, 

profiles of ethically inclined investors may be inferred from asset ownership dispersion 

in Table 7.7. From these tables the typical Islamic investor may be characterised as: 

male; aged 26–55; educated, probably with a degree; and, probably a professional or 

salaried person (attributes are significant at p < .05 level).      
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In relation to preferred IUT ownership, this study finds (from Table 7.8): 

65.2% prefer IUTs; mainly preferred by females (36.3%); aged 26–45 (44.8%); 

probably well educated (46%); professional or salaried and predominantly earning 

between RM 15-25 000 (33%).

9.3.7 IUTs – influence of size and performance (Objectives B1 & B2)

9.3.7.1 Fund size and performance as determinants of behaviour (Objective B1)

As argued in section 7.5.1, the Malaysian equity fund market may be classified as an 

oligopoly market – the first five large-sized fund management companies account for 

68.5% of the market (Table 7.9). What characterises these managers is the 

homogeneity or differentiated nature of their products/funds that potentially affect the 

way investors frame choice (Hasan, 2006; Koutsoyiannis, 1979). Oligopolists are

inherently price-setters. Thus for instance, reduction in fees could potentially divert 

investable funds away from liquid assets (fixed deposits) to equity funds. 

To the extent to which this is conceivable, such behaviour may also influence 

demand for Islamic funds – observable from fund category concentration ratios in 

Panel B Table 7.9. The evidence in Table 7.9 suggests that marketing strategies of 

these oligopolists does influence fund selection. This may be observed from units in 

circulation in Table 4.2. Conventional fund sizes are larger compared to IUT size and 

total fund size measured in terms of statistical means (Table 7.10) and units in 

circulation in Table 4.2. The industry statistics suggests that fund age or maturity is not 

a significant determinant of fund selection. This is indicated by the ASM Mara group’s

(the oldest Islamic fund manager) industry market share. On the other hand, the 

intractable market share points to investor disenchantment with this group. In Panel C

Table 7.9, the market share of this management group is negligible in relation to that of 

the other groups. 
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In relation to fund performance, mean returns for conventional funds 

marginally exceed those for IUTs over one year and moderately over the three year 

period (Table 7.10). These findings are consistent with studies conducted on 

Malaysian fund performance (Table 3.3). Abdul Rashid (2006) finds Islamic funds 

do under-perform conventional funds – but the difference is only statistically 

significant for the adjusted Sharpe Index – the reason being that conventional funds 

carry more unsystematic risks. Abdullah et al. (2007) find Islamic funds perform 

better in bearish markets. Taib and Ismail (2007) find IUTs perform below the 

market portfolio and there is no performance persistence. Zaidi and Abdul Karim 

(2004) also find no performance persistence. Shamsher and Annuar (1995) find that 

Islamic equity fund returns are unable to beat market returns. Ismail and Shakrani 

(2003) argue Islamic unit trusts display higher betas in down-markets. Behaviourally, 

Wilson (2007) argues that Islamic investors have yet to resort to hedging using 

options contracts in portfolio optimisation.  

The findings in this research, taken together with the above studies, suggest 

that close competitiveness between Islamic and conventional funds (based on fund 

size and performance) do exhibit tendencies to attract investors as evidenced in Table 

4.2. Conventional funds, however, have a competitive advantage over IUTs in 

relation to risk/return attributes partly because of their maturity and their ability to 

transcend ethical investment barriers. However, Rozali and Abdullah (2006) find no 

significant difference between fund types. In fact, Low (2007) and Lian, Leng and 

Chen (2004) show all Malaysian equity funds exhibit poor market timing and 

negative overall performance. 

The mixed performance finding in these studies is not consistent and 

therefore not definitive in assessing fund selectivity. Thus, the relative measure of 
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attractiveness for IUTs is displayed in ‘total units in circulation’ that point to a 

gradual inclination toward IUTs (Table 4.2). Importantly though, the evidence in this 

study suggests the trend is not attributable to ethical consciousness – the SEM 

analysis in Figure 8.2 shows there is a negative relationship between understanding

of shariah ‘concepts’ and ‘decision’(coefficient = -.03, p-value < .05).  However, a 

closer examination of Figure 8.2 shows a moderate positive relationship (coefficient 

= 0.28, p-value < .05) between the ‘principles’ and ‘decision’ constructs. 

These two (concepts and principles) apparent behavioural contradictions form 

an important substance in (Islamic) behavioural finance. Statman (2005a, p. 31) 

refers to it as ‘normal’ – that is behaviour “…affected by cognitive biases and 

emotions…rational investors care only about risk and expected returns of their 

overall portfolios, whereas normal investors care more”. Islamic investors may be 

perceived to ‘care more’ about IUTs even though they are less informed about 

shariah issues conceptually. If this behaviour is irrational, then Cosgel and Minkler 

(2003, p. 330) argue it falls “…outside the domain of economics”. In terms of 

prospect theory (Kahneman & Tversky, 1979), such behaviour could possibly be 

influenced by framing – people are influenced by the context and ambiance of faith 

and belief. Wilson (1997a) argues that holding some form of Islamic investment is a 

convenient way of expressing religiosity through a ‘feel good effect’. Ackert et al. 

(2003) attribute such behaviour to heuristics – a reductionist process of rationalising 

that ethical funds are better.       
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9.3.7.2 Fund withdrawal and subscriptions as indicators of investment 

behaviour (Objective B2)

The theoretical model (Figure 5.1) postulates that ‘stakeholders’ may possess the 

ability to influence fund management behaviour by demanding ‘legitimacy’ and 

exercising ‘power’ – two unobserved behavioural variables. Intuitively, these confer 

non-financial means whereby investors ‘exert’ pressure for managerial change. 

Investor activism includes redeeming units in significant numbers if fund management 

and financial performance is perceived as sub-standard (Agle, Mitchell & Sonnenfeld, 

1999). According to these authors, when management perceive stakeholder 

(shareholder) disenchantment, they resort to conciliatory measures to allay stakeholder 

concerns. Bollen and Cohen (2006, p. 1) argue investor activism is displayed in cash-

flow volatility. They find that “… (monthly) volatility of investors’ cash flows is lower 

in socially responsible funds than conventional funds” because socially responsible 

(SR) investors are more committed to their investments and less to fund returns. Geczy 

et al. (2003) use anecdotal evidence and associate lower fund withdrawals with greater 

SR loyalty.  

This research examined fund redemption/subscriptions of the top three unit 

trust managers who between them, account for 56.8% of market share (Table 7.9). 

Examining fund flow performance, this research finds no definitive behaviour of the 

type evident in Bollen and Cohen’s (2006) research – see Table 7.12. The greatest net 

negative fund flows is pervasive within conventional funds for the period under 

review. The Public Mutual Islamic Funds display the greatest net fund inflows. The p-

value test statistic show (Table 7.14) this tendency is most significant for all three 

managers for the period 2004–2006 (p = 0.002; p = 0.021 at the 5% level). It may be 

argued that attenuation toward conventional funds is not embedded as there is a 
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reversal of this trend in 2003 and 2005. Importantly though, net fund flow is indicative 

of investor sentiment and selectivity and lends support to the theory that fund size does 

matter (Brailsford et al., 2004). Similarly, Sirri and Tufano (1998), Chevalier and 

Ellison (1997) and Del Guercio and Tkac (2002) find that investment flows and past 

performances do influence investor decision-making. Further, risk-adjusted returns of 

larger funds are more likely to attract investors (Evans, 2006).  

The empirical evidence in Tables 7.12, 7.13 and 7.14 suggests that large fund 

managers are likely to attract Islamic investors given their size, performance and 

product range. These factors do influence investor behaviour toward Islamic funds.    

9.3.8 Decision-making (Objective C1)

The theoretical model (TM) also postulated a number of relationships between 

variables as a means of examining the determinants of investment behaviour. The 

objective of the SEM model was to test the statistical significance of relations 

identified in the TM. There are no SEM applications in Islamic finance literature 

against which the present findings may be tested.

The final SEM model in Chapter 8 is a hybrid model. It is an agglomeration of 

ethical, financial and quantitative factors that postulates decision-making as multi-

factor quadratic functions. The development of a behavioural model proposed in this 

thesis challenges the rigidity of previous IEF studies. It argues shariah compliance is a 

flexible multifaceted combination of behavioural factors in which ethical value 

orientations are not always the dominant determinants. Philosophically, this view is 

expressed by Al-Shatibi:



344

God made this blessed righteous shariah accommodating and convenient…had they had to act 

against convenience they could not have honestly fulfilled their obligations. (cited in Masud, 

2005, p. 5)

The view expressed by Ibn Ashur (El-Mesawi, 2006) is that the shariah objective is to 

regulate the management of wealth. It does so through flexibility and not transgression.

The model in Figure 8.2 reveals the strength of relationships and the findings may be 

summed as follows with reference to Table 8.9. 

First, decisions to invest in IUTs are constrained by negative attitudes and perceptions. 

The critical ratios of attitude 2, 3, 4 and 5 are > 1.96 indicating that the parameter 

estimates are significant at the 0.05 level. Decisions are positively related to attitudes. 

The greater the positive perceptions, the higher the decision attribute and therefore the 

greater the propensity to invest in IEFs. In this case, it means that as long as negative 

perceptions persist, attitudes toward IUTs will not change.    

Second, there is a positive relationship between familiarity and decision. The CR = 

3.972 suggests the parameter estimate is significant at the 0.05 level. The relationship

between familiarity and decision is also positive. Familiarity with fund managers is the 

strongest predictor of IUT familiarity followed by that of financial planners. This 

indicates is that IUT familiarity is strongly influenced by interactions with investment 

service providers.    

Third, the importance of shariah concepts is negatively associated with decision. Weak 

understanding of shariah concepts translate into negative decision toward IUTs. For 

reasons advanced in section 9.3.2, this finding agrees with the observation by Rosly 

and Abu Bakar (2003) and Gerrard and Cunningham (1999) but is not supported by 

the findings of Bley and Kuehn (2003) and Loonat (2004). However, there is a 

significant correlation (.23 coefficient) between shariah compliance and riba. This is a 
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noteworthy relationship since riba is considered the single most important factor in 

shariah compliance (DeLorenzo, 2004b; Usmani, 1998; 2002). 

Fourth, the importance of shariah principles is positively related to decision and is the 

strongest predictor of decision. The reason for this association is discussed in section 

9.3.2. and section 9.3.7.1.

Fifth, the two shariah constructs of concepts and principles are significantly associated 

with IUT familiarity (.57). The CR for both parameter estimates exceeds 1.96. What 

this suggests is that greater understanding of shariah principles and concepts will lead 

to greater encounter with financial intermediaries and greater inclination toward IUTs.

Sixth, the first construct MF1 concerning global economic factors – oil prices, the US 

and Japanese economies – rate high in respondents’ opinion. However, the second 

constructs MF2 does not exert significant influence on decision. This finding 

corroborates findings discussed in 9.3.1.2. The third construct MF3 relating to the 

Malaysian economy, although positively associated with decision-making, does not 

feature very high in the estimation of respondents. There is also a negative correlation 

between interest rates and the Malaysian economy.     

9.4 RESEARCH IMPLICATIONS

This research has implications for investors, fund managers, the FMUTM, the 

Securities Commission of Malaysia and Malaysian policy makers and researchers.

First, investors who are not already acquainted with IUTs but who possess good 

understandings of shariah concepts, principles and compliance issues will be more 

inclined toward IUTs through greater interactions with equity service providers. 

Without this essential understanding, the probability of engaging in IUT-linked 

investment becomes less probable. The evidence in this research also suggests that 
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individuals need to use investment services provided by market intermediaries and 

other investment advisors. 

Second, negative attitudes and perception toward IUTs impact adversely on 

individuals desire to accept IUTs as competitive alternatives to conventional funds. 

The greater negative perceptions, the greater the attenuation toward IEFs.

Third, fund managers need to understand the various determinants of Islamic fund 

investment – especially the behavioural aspects. Mere focus on fees, performance and 

popularity are not the only essentials of attracting new participants. Further, the 

evidence shows that individuals are quick to change brand loyalty through increased 

redemptions occasioned by sub-standard performance. Smaller fund managers should 

also understand that fund size does matter. Larger funds behaving as oligopolists 

should be aware that financial behaviour has an ‘emotional’ element – people find 

personalised services more emotionally reassuring. Thus, in order to clawback and 

increase market share, they are better placed to attract investors through personalised 

services and not mere price differentiation. This behaviour is prevalent in attracting 

clients with large portfolio holdings. Furthermore, since the three dominant fund 

managers in Malaysia also hold banking licences in their own right, and given their 

market reach through branch networks, they are able to exert considerable influence to 

deter market entry by competitors. Free markets benefit from price competition but 

barriers to entry – especially through saturated marketing – hamper competition. A 

cursory glance at front and back-end fees by US funds show that unhindered 

competition leads to low fee structures and market growth as argued by Elton, Gruber, 

Brown and Goetzman (2003).          

Fourth, as the peak fund manager body in Malaysia, the FMUTM should consider the 

implications of findings in this research especially the way people perceive IUTs and 
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investment alternatives. The evidence show weak understanding of market concepts 

and the role of intermediaries. Not many individuals read the financial press to 

acquaint themselves with the equity market.  The market dominance of the five largest 

fund managers overshadows the role of smaller funds. This necessitates the orderly and 

fair distribution of products for all funds through brokerage/agency networks 

monitored by the FMUTM. Anecdotal evidence from interviews with agents and 

financial planners indicates that restrictive cross-marketing of investment products 

through tightly controlled agency networks limit endeavours by rivals to compete. The 

FMUTM should address such restrictive market practices considering the research 

finding that a significant reason for fund withdrawal is disenchantment with fund 

managers.    

Fifth, this research provides empirical evidence on the demographic profiles of 

respondents/investors. First, the Securities Commission (SC) could use the findings in 

promoting its investor awareness campaign. Second, the seriousness of understanding

the application of shariah concepts and principles in equity dealings is an issue the SC 

needs to address through early learning endeavours. Such efforts must not be seen as 

measures to conscientise investors through promoting doctrines but rather 

conscientious efforts aimed at showing the benefits of ethical investments. Third, as 

the industry regulator, the SC should look at predatory practices and abuse of market 

power by fund managers that may be to the detriment of the industry. This thesis does 

not suggest such behaviour exists but the high market concentration ratios point to 

potential for such behaviour to manifest. 

Sixth, for researchers, this thesis provides a start in the use of SEM analysis. 

Furthermore, future research may benefit from findings related to Islamic behavioural 

finance.
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Finally, this research finds high preference for liquid assets among respondents. 

However, such behaviour is consistent with income foregone through lost (equity) 

opportunities and lower returns. Economically, high savings is a deterrent against 

inflation but also curtails productive capacity through reduced private investment. 

Admittedly, Malaysian government efforts directed through PNB and the EPF do

address some of these problems. However, the SC with the assistance of the Treasury 

could devise means enabling large liquidity holdings to be channelled to short-term 

cash-flow borrowing by productive enterprises.   

9.5 POSSIBLE LIMITATIONS

In examining the determinants of Islamic investment behaviour, this research may 

have overlooked some pertinent factors or data that may have resulted in refinements 

of some findings. The following limitations have been identified.

9.5.1 Sample adequacy 

The sample size for this research did not include many responses from older age 

respondents. This lack of evidence precluded making observations related to inter-

generational asset accumulation and wealth transfers. A larger sample size from older-

aged people could have provided more evidence on intertemporal consumption and 

evidence on the propensity to direct savings into equity funds.

9.5.2 Collaborative approach with FMUTM 

This research relied on cross-sectional data collected over a large area. Another 

approach would have been to conduct data collection with the cooperation of the 

FMUTM. The assistance of the FMUTM could have resulted in more responses from 

regular equity investors and high net worth respondents. This research could also 
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possibly have benefited from the assistance of Bursa Malaysia by applying 

methodology used by the Investment and Financial Services Association of Australia 

and the Australian Stock Exchange in their regular survey of investor sentiments.   

9.5.3 The role of PNB and EPF 

This research specifically avoided participation by these two entities. The reason for 

this exclusion was to avoid sample bias. The survey questionnaire did not seek 

responses to questions of asset holdings through these two entities for two reasons. 

Firstly, collecting data on asset-specific investments would have entailed elements of 

privacy that may have resulted in large non-response bias. Second, collecting sensitive 

financial information may have resulted in breaches of survey ethics and compromised 

the integrity of these institutions. 

9.5.4 Measuring reward as opposed to returns

This study relied on broad-based risk/reward responses. However, the length of the 

survey questionnaire was designed to allow a maximum 20 minutes for completion. 

Thus time constraints did not allow for a more in-depth questioning of specific 

risk/return preferences. Specifically, the SEM model could have benefitted through 

more intense risk/reward responses in the analysis. 

9.5.5 Absence of non-Muslim respondents

 The survey was restricted to Muslim respondents only. Evidence from interviews with

market intermediaries suggest that non-Muslim individuals constitute a sizeable 

proportion of Islamic fund investors. Given this absence, no conclusions are possible 

on the influence of non-Muslims on Islamic fund behaviour.
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9.6 SCOPE FOR FURTHER RESEARCH

The findings in this research present opportunities for further research – especially in 

areas of limitations discussed in section 9.5.

First, a new study will benefit from the research methodology adopted in this thesis. 

The veracity of the theoretical model was upheld in the SEM model analyses and in 

other multivariate tests. The TM model is flexible and could be used as a convenient 

basis for extending behavioural research in future studies.   

Second, the limitations on sample size can easily be overcome by redesigning the 

survey instrument and allowing more time to focus on responses from older aged 

respondents.

Third, future studies will benefit from active participation of peak bodies such as the 

FMUTM. An industry/regulator collaborative research approach is not constrained in 

data collection. Thus, data random selection can be assured to a high degree. Further, 

the inclusion of these groups can focus on industry-specific issues to be included in the 

survey instrument(s).

Fourth, it may be possible to include the EPF in future research provided 

confidentiality of case-sensitive information is not compromised. The large database 

built up by the EPF provides excellent and reliable information of investment 

behaviour.

Fifth, a technique often used in measuring risk/return profiles is the use of hypothetical 

stock/fund construction. This methodology was found to be very effective in research 

conducted by Tahir (2004) in a Australian setting. Future research could incorporate 

that methodology together with behavioural elements to gain a better understanding of 

Islamic investment behaviour. 
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Sixth, new research should seriously consider including non-Muslim respondents in 

future sampling. This methodology will add another dimension to understanding

Islamic behavioural finance.  

Finally, this thesis employed SEM methodology for the first time in research 

associated with Islamic finance. This effort should be viewed as only a start in using 

highly sophisticated statistical techniques for analysing data. The SEM model 

developed in this thesis may be replicated even with pure quantitative data. In fact 

Arbuckle (2007), Byrne (2001) and Hair et al. (2006) agree that the structural 

equation model developed by Joreskorg and Soborn (the founders of this technique) 

was initially designed to accommodate only quantitative data. This thesis benefited 

from advances in SEM technology and sophisticated algorithms allowing categorical 

data to be accommodated as well. Future studies will benefit even more as new ideas 

and features are added to SEM techniques. Two aspects that require special attention 

in SEM analysis are sample size and measurement scales. As noted in the discussion 

in Chapter 8, absolute chi-square model fit is very sensitive to sample size and model 

fits are not always achievable using chi-square criteria. Measurements scales for 

categorical data should preferably not be less than seven Lickert scale values.     
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10 APPENDIX 1 QUESTIONNAIRE SURVEY

THIS QUESTIONNAIRE IS DIVIDED INTO TWO PARTS 

PART A PERSONAL DETAILS 

To be completed by respondent 

Please place in envelope provided

PART B INVESTMENT & OTHER DETAILS

Please ensure all questions are completed in full

PART A

A1 What is your Gender?  Male  Female

A2 What is your Age? -25 -35 -45

46-55 56-65 66 over

A3 Your highest level of Education is:

Secondary School University Graduate

 Technical education  University Post-graduate

A4 Please indicate your occupation:

 Business person  Trade person  Self employed

 Professional person  Office/Clerical Retired

Paid Employee

A5 What is your annual income from all sources?

 RM           0 – 15 000  RM 15 000 – 25 000 RM 25 001 – 35 000

 RM 35 001 – 45 000  RM 45 001 – 55 000 RM 55 001 – 75 000

RM 75 001 – 100 000 RM 100 001 and over

A6 Which of the following Investments do you Own?

 Home Property Investments No investments

Units in Property Trusts  Units in Islamic Unit Trusts

 Stock Exchange shares  Units in Other Unit Trusts

A7 Do you save regularly?

 Yes  No   If  Yes, where do you invest your savings?  Savings account

Time deposit   Unit Trust Shares Property trust

A8 What are your reasons for investing?

 For long-term savings   For Retirement Education For security Other
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PART B ISLAMIC EQUITY FUNDS AND UNIT TRUSTS

B1 How familiar are you with Islamic Unit Trusts?  Please tick one of the following:

1.1 Very familiar

1.2 Somewhat familiar but not very

1.3 Heard about it

1.4 Not familiar at all

B2 Are you familiar with the following Investment services? Please tick One only in each row  

Type of Service Very 

familiar

Somewhat 

familiar

Heard 

about it

Not at all 

familiar

2.1 Share Brokers

2.2  Investment Fund /Investment manager 

2.3  Bank investment service

2.4  Professional Financial Planner

2.5  Professional Accounting Service

B3 How familiar are you with the following Indexes ? Please tick One only  in each row

Name of Index Very 

familiar

Somewhat 

familiar

Heard 

about it

Not at all 

familiar

3.1  The KLSE Composite Index

3.2  The Bursa Syariah Index

3.3  The Dow Jones RHB Islamic Index

4B4 What is your understanding of the following Islamic concepts?

Islamic Concepts Very 

good

Fairly 

good

Some idea 

but not 

good

Not at all 

familiar

4.1  Shariah compliance

4.2  Riba

4.3  Gharar

4.4  Maysir

B5 There are many Principles involved in Islamic finance and Investments. How important 

are the following principles to you?  Please tick only ONE for each principle.

Principle Very 

important

Important Not 

important

I don’t 

know

The prohibition of Riba (interest)

The prohibition of doubtful transactions

The principle of Moderation

The principle of Ethical behaviour 

The principle of complete ownership

B6 Select ONE of the following that describes your perception of Investment in shares

6.1 Very little knowledge & experience

6.2 Some investment understanding & knowledge

6.3 Experienced investor with good investment knowledge
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B7 Knowledge of the Investment Market. Select which of these apply to you.

7.1 Self taught

7.2 I belong to an investment club/group

7.3 I use an accountant/financial advisor

7.4 How often do you read the financial press? Monthly Weekly   Daily

Never                 Only when necessary            Via the Internet

B8 Describe your attitude to these statements relating to Islamic Unit Trusts (IUT’s). 

Please tick only ONE choice for EVERY statement.

Statement Strongly 

agree

Agree Disagree Strongly

disagree

I don’t 

know

IUTs are an attractive investment 

alternative

IUT’s are too complex and confusing

The IUT idea is not properly understood

The IUT idea is poorly marketed 

Financial advise on IUT is inadequate

IUTs has made access to stock markets easy

It is Not necessary to comply with Shariah

The idea is good but requires promotion

IUT’s are a good way to promote savings

The IUT choice of products limited

Its difficult to switch to IUT’s

B9 Suppose you had some money invested in Islamic funds, what decision would you 

make?

Decision Yes No Not sure

I will make additional contributions to the Funds

I will not make more contributions - I need the money now

I will move out of the fund

I will use the Fund to plan for my retirement

B10 Investing with any Investment Fund carries risks and there is no guarantee of returns. 

This means that you may loose your capital. Despite this risk, will you still consider 

investing under the following options?  Select the best option.

High risk with higher returns 

Medium risk but stable returns

No risk at all – e.g. place funds in fixed deposit

B11 What do you consider a fair rate of return 5%  6% 7% 8% 9% 10% 

per annum? 10-15% 15% >

B12 Perceptions of Risk/Return on Investment options.  Tick what level of return you expect 

from each investment option.  Then Tick the Risk will you accept for each option.

Investment Option Return Risk

Low Medium High Low Medium High

Property

Shares in Listed companies

Units in Investment Fund

Pension Funds

Fixed term deposits

Cash Management accounts
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B13 Estimated time I will leave funds in Islamic Unit Trusts

> 10 years 6-10 years    3-5 years  1-2 years    < 1 year  I don’t know

B14 When you make an Investment, how do you Rate the following:  

Factors High Medium Low

Choice and range of investment options

Professional advise 

Advise of a Fund manager

Advise of an Investment Agent

Reputation of Investment fund

Tax Effectiveness

Global stock exchanges

US/Japan economies and share markets

Oil prices

Property returns 

Commercial and residential property market

Malaysian economy

Malaysian stock exchange

Malaysian interest rates

The performance of Wall Street

15 Understanding Islamic Investment Behaviour

Suppose you had RM 50 000, how would you allocate the funds between these alternatives.

Investment RM  Amount

Pay off your home Mortgage/ loan

Invest in Property Fund

Invest in shares directly 

Invest in Islamic Unit trust

Place money in fixed term deposit 

Place money in Sukuks

Keep money in cash management Trust

TOTAL allocation RM 50 000
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11 APPENDIX 2 VARIABLES & DESCRIPTIONS

Ref Short form Variable description Variable Coding

A1 gender Gender 1 male; 2 female

A2 age Age Cohorts 

1=18-25; 2=26-35; 3=36-45; 

4=46-55; 5=56-65;

6= 66 over

agecat New age category A2 Cohorts 5&6 combined

A3 educlevel Highest level of Education 1 = secondary school

2 = technical education

3 = university graduate

4 = Post-graduate

A4 occupat Occupation 1 = business person

2 = trades person

3 = self employed person

4 = professional person

5 = office/clerical person

6 = retired

7 = employee

occupation New respondents occupation category A3 – 1, 2 & 3 combined

A5 income Annual Income - all sources 1 =   0-15k; 2 = 15-25k;

3 = 25-35k; 4 = 35-45k;

5 = 45-55k; 6 = 55-75k

7 = 75-100k; 8 = 100k >

A6 Question Which of the following Investments do you 

own?

homeinv Home 1 = Yes   2 = No

propinv Property Investments 1 = Yes   2 = No

propunits Units in property Trusts 1 = Yes   2 = No

islamunits Units in Islamic Unit Trusts 1 = Yes   2 = No

klseshares Shares on Stock Exchange 1 = Yes   2 = No

otherunits Other Unit Trust Funds 1 = Yes   2 = No

noinvest No investments 1 = Yes   2 = No

A7 Question Do you save Regularly?

regsave Do you save Regularly – Yes/No 1 = Yes   2 = No

savingacct Savings Account 1 = Yes   2 = No

timedepost Time Deposit 1 = Yes   2 = No

unitrust Unit Trust 1 = Yes   2 = No

shares Shares 1 = Yes   2 = No

proptrust Property Trust 1 = Yes   2 = No

A8 Question What are your Reasons for Investing?

longterm Long-term savings 1 = Yes   2 = No

retirement Retirement 1 = Yes   2 = No

educate Education 1 = Yes   2 = No

security For Security 1 = Yes   2 = No

othreason Other reasons 1 = Yes   2 = No

B1 Question How familiar are you with IUT’s? Scales

iutfamiliar Familiarity with Islamic Unit Trusts 1 = very familiar

2 = somewhat familiar

3 = heard about it

4 = not familiar at all
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B2 Question Are you Familiarity with the following 

Investment services?

brokers Share Brokers B1 scales

fundmanagr Fund/Investment Manager B1 scales

bankadvise Bank Investment Advise B1 scales

finplanner Financial Planner B1 scales

accountant Professional Accountant B1 scales

B3 Question How Familiar are you  with the following 

market Indexes?

klci Familiarity with KLSE Index B1 scales

syariahidx Familiarity with Syariah Index B1 scales

djrhbindex Familiarity with DJ RHB Index B1 scales

B4 Question What is your understanding of the 

following Islamic concepts?

Scales

Understanding Islamic concepts 1 = very good

2 = fairly good

3 = some familiarity

4 = not familiar at all

shariacomp Shariah Compliance B4 scales

riba Riba B4 scales

gharar Gharar B4 scales

masir Maysir B4 scales

B5 Question How important are the following principles 

to you?

Scales

Importance of Islamic finance principles 1 = very important

2 = important

3 = not important

4 = don’t know

usury Prohibition of Riba B5 scales

doubtful Prohibition of Doubtful Transactions B5 scales

moderation Principle - Moderation B5 scales

ethicbehav Principle - Ethical behaviour B5 scales

ownership Principle - Complete Ownership B5 scales

B6 Question Select ONE of the following that describes 

your perceptions of share investments

percepshares Perception of Investment in Shares 1 = very little knowledge

2 = some knowledge

3 = experienced investor

B7 Question Select your knowledge of the Investment 

market

Knowledge of Investment Market

knowleginv Knowledge of the Investment Market 1 = self taught

2 = investment group

3 = accountant/advisor

readpress How often do you read Financial Press 1 = monthly; 2 = weekly;

3 = daily; 4 = never;

5 = when necessary

6 = via the internet

B8 Question Describe your attitude to IUT’s Scales

Attitudes towards Islamic Unit Trusts 1 = strongly agree; 2 = agree

3 = disagree; 4 = strongly 

disagree; 5 = don’t know

attitude1 IUT's are an attractive investment alternative B8 scales

attitude2 IUT's are too complex and confusing B8 scales

attitude3 The IUT Idea is not properly Understood B8 scales
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attitude4 The IUT Idea is Poorly Marketed B8 scales

attitude5 Financial advise on IUT is Inadequate B8 scales

attitude6 IUT's have made access to Stock market easy B8 scales

attitude7 It's NOT necessary to comply with Shariah B8 scales

attitude8 IUT Idea is good but requires Promotion B8 scales

attitude9 IUT's are a Good way to promote Savings B8 scales

attitude10 IUT Choice of Products is Limited B8 scales

attitude11 It's Difficult to Switch to IUT's B8 scales

B9 Question What decision will you make if you had 

some money to invest?

Scale

Decide to invest more funds 1 = yes; 2 = No; 3 = not sure

decision1 Will make additional contribution to IEF B9 scales

decision2 Will NOT make more contributions B9 scales

decision3 Will move OUT of Islamic Fund B9 scales

decision4 Will use Fund for retirement B9 scales

B10 Question Select the best risk option

invoption Consider Investing under different 

Risk/Return options

1 = high risk/high return

2 = medium risk

3 = no risk

B11 Question What do you consider affair rate of return?

faireturn Expectation of Fair rate of Return 1=5%; 2=6%; 3=7%; 4=8%;

5=9%; 6=10%; 7=10-15%

8= 15%> 

B12 Question What is your risk/return perception on the 

following?

Scales

Risk/Return Perceptions 1=low; 2=medium; 3=high

4=low; 5=medium; 6=high

retprop Expected Return from Property Investment B12 scales

riskprop Expected Risk from Property Investment B12 scales

retshares Expected Return from Listed Shares B12 scales

riskshares Expected Risk from Listed Shares B12 scales

retunits Expected Return from Unit Trust Funds B12 scales

riskunits Expected Risk from Unit Trust Funds B12 scales

retpension Expected Return from Pension Funds B12 scales

riskpension Expected Risk from Pension Funds B12 scales

retfixdeposit Expected Return from Fixed Term Deposit B12 scales

riskfixdep Expected Risk from Fixed Term Deposit B12 scales

retmangacc Expected Return from Cash Managed 

Accounts

B12 scales

riskmangacc Expected Risk from Cash Managed 

Accounts

B12 scales

B13 Question Estimated time I will leave funds in IUT’s

investime Estimated Time funds will be left in IUT's 1=10yr; 2=6-10yr; 3=3-5yr;

4=1-2yr; 5=<1year;

6 = don’t know

B14 Question When making a decision how will you rate 

the following?

Scales

Rating decision-making factors 1=high; 2=medium; 3=low

rating1 Choice & Range of Investment Options B14 scales

rating2 Professional Advise B14 scales

rating3 Advise of Fund Manager B14 scales

rating4 Advise of Investment Agent B14 scales

rating5 Reputation of Investment Fund B14 scales
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rating6 Tax effectiveness B14 scales

rating7 Global Stock Exchanges B14 scales

rating8 US/Japan economies & Stock Market B14 scales

rating9 Oil Prices B14 scales

rating10 Property Returns B14 scales

rating11 Commercial & Residential Property Market B14 scales

rating12 Malaysian Economy B14 scales

rating13 Malaysian Stock Exchange B14 scales

rating14 Malaysian Interest Rates B14 scales

rating15 Performance of Wall Street B14 scales

B15 Question How much would you allocate funds 

between these alternatives?

Assign monetary value

Allocation of funds

paybond Pay off Mortgage/Loan RM

invpropfund Invest - in Property Fund RM

invshares Invest - in Shares RM

invislamunit Invest - in Islamic Unit Trusts RM

fixedeposit Invest - Fixed Term Deposit RM

sukuks Invest - in Sukuks RM

invcmtrust Invest - Cash Management Trust RM

TOTAL RM  50 000
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