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Abstract

This paper examines Islamic unit trust funds’ performance and
evaluates whether the performance persists over several time periods.
On average, overall funds’ performance as well as each fund
performance is evaluated. Besides using raw return, this paper also uses
Sharpe index, Treynor index as well as Jensen Alpha index to evaluate
the funds’ performance. Evaluating persistence in performance is done
by comparing the performance measures on year to year basis starting
1999 to 2003 and also on several time intervals of one (1999), two
(1999-2000), three (1999-2001), four (1999-2002) and five (1999-2003)
years. In addition, this study also ranks each trust fund according to
the performance indicators. Top 25% and bottom 25% of the funds
in the ranking are then analyzed to look at petsistence in being in the
place through the differing time intervals. The results show that
persistence in performance of the overall funds, on average, cannot be
proved in the differing time periods. However, the results differ when
each fund is being evaluated. Some funds persist in performance while
the others do not. Similar results are also shown in the ranking
performance. Thus, the evidence of the persistence in performance
could give some hints to the potential investors to carefully choose
which funds to commit.

Keywords: Unit trust performance, Capital Asset Pricing Model,
Persistence in Performance, Sharpe Index, Treynor Index, Jensen-
Alpha Index
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INTRODUCTION

Unit trust fund is a fund set up by a management company to channel
investors’ money into a range of securities. It offers a variety of benefits to
the investors in term of investment diversification, professional fund
managers, higher potential returns, liquidity and a variety of investment
instruments. In Malaysia, there are 5 categories of unit trusts, which are equity
unit trust, property unit trust, Islamic unit trust, balanced and diversified unit
trust and specialty unit trust. Each category provides specific investment
objective to cater the diverse goals of investors.

The unit trust industry in Malaysia is becoming popular. The number of
approved unit trust funds including the trust funds based on Syariah
principles, increased from 52 in 1994 to 219 in October 2003. Since 1990s,
Islamic trust funds, in particular, have shown rapid expansion especially in
term of the number of unit trust funds, units in circulation and the net asset
value (NAV). The net asset value of private Islamic trust funds, for example,
increased nearly 650% from 1997 (NAV = RM384.82 million) to 2002
(NAV = RM2888.23 million). From the total net asset value of private sector
funds, Islamic private sector funds contributed 13.6% in 2002 compated to
7.3% in 1997. This tremendous increase has shown a successful progress of

Islamic trust funds in being one of the investment platforms for potential
investors.

As of February 2004, there are 44 Islamic unit trust funds that provide
an additional avenue for investors especially Muslims to participate in the
capital market. In Islamic unit trust, the funds collected are invested in a
portfolio of stocks from companies in which activities are in accordance with
the Syariah principles. Specifically, the investments will not be made in
companies involved in activities, products or setvices related to conventional
banking, insurance and financial services that make business in gambling,
alcoholic beverages, and non-halal food products and also use riba or usury
interest in the business transactions.

Generally potential investors make an investment in a unit trust if it
shows good performance and able to persist over time. Thus, studies on
persistence in performance of unit trusts are of interest to potential investors
as well as to fund managers. If persistence does occur, it is important for
them to make use of past performance as an indicator for future
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performance besides other investment guiding principles. Unfortunately, many
studies on this meaningful phenomenon show ambiguous results.

In Malaysia, many studies done on the performance and the persistence
in petformance of unit trusts mainly focused on the conventional or non-
Islamic trust funds. Studies on performance of unit trust funds based on
Syariah law or Islamic law are relatively new. Zaidi (2003) and Mohd Azlan
Shah et al (2003), for instances, have found that the performance of Islamic
unit trust funds on average was below the conventional ones. However a
question arises on whether such performances persist over time since the
studies previously done focused on only one period of time.

This paper is our attempt to evaluate the persistence in performance of
Islamic unit trust funds in Malaysia. The performance is based on average
raw return and risk adjusted returns using Sharpe index, Treynor index and
Jensen Alpha index. The persistence in performance is evaluated according to
the performance of the return in each year and in several time intervals of
one, two, three, four and five years. The persistency is also looked at the
individual trust fund’s ranking performance within top 25% and also bottom
25%.

The organization of this paper is as follows. Section II reviews some of
the past-related studies on the issue, while section III describes data and
research methodology used to measure the performance and the persistence
of performance of unit trust funds. Empirical result are presented and
analyzed in section IV. Finally, section V consists of some concluding remarks
and policy implications.

LITERATURE REVIEW

Studies on performance and persistence in performance of unit trust are
numerous, especially in the United States (US) as well as in the United
Kingdom (UK). Early empirical studies in the US done by Sharpe (1966),
and Jensen (1968) found that the mutual funds did perform pootly against
the market. The funds returns on average did not outperform the market
returns. Studies in 1980s, nevertheless, have shown some positive implications
on the mutual funds progress. Hensiksson (1984) and Chang and Lewellen
(1984) revealed that fund managers during 1970s have access to information
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to offset their expenses. Ippolito (1989) particularly, reported that mutual
funds with higher turnover, fees, and expenses tend to earn sufficiently high
return to offset the higher charges.

Empirical findings in 1990s, showed some development in the
performance persistence of the mutual funds. Hendricks et al (1993),
Goetzmann and Ibboton (1994) and Brown and Goetzmann (1995) found
that past performance could provide information about future performance
in the mutual funds. They asserted that buying good-performing funds over
short-term investment period could give investors significant risk-adjusted
returns.

Studies on UK mutual funds also revealed some persistency in the
performance. Blake and Timmerman (1998) found that the historically best-
performing quartile of funds performs better in the following period than the
historically worst-performing quartile of funds. Quigley and Sinquefield
(1998), on the other hands, found that the bad performing funds do petsist,
net of expenses, rather than the good performing funds.

In Singapore, empirical findings by Chua and Koh (1985), Koh and Koh
(1987), and Ariff and Johnson (1990) found no evidence that the unit trust
could outperform the market. Chia and Tse (2000) uncovered a little
consistency in the performance ranking of the evaluated portfolios. However,
they found evidence of repeat performance of some top funds. Fund
managers could make excess returns above the risk-free rate in the medium
to long term.

In Malaysia, eatly empirical study by Chua (1985) found that on average,
the unit trust funds outperformed the market return and the performance was
faitly consistent over time. The high performance funds are usually associated
with their low asset size, low expense ratio and low portfolio turnover.
Studies by Ewe (1994), Chuan (1995), Shamser and Annuar (1995) and Hin
and Wah (1997) nevertheless, found contradicting results. The returns on unit
trust funds, on average were lower than the market return. Ewe (1994)
suggested that the unit trust funds were poorly managed and fund managers
did not have ability to forecast accurately the movement of stock price and
other investment. Shamser and Annuar (1995) also found inconsistency of the
funds performance over time and the degree of diversification was below
expectation. They also concluded that the poor performance of the funds
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could result from the regulatory constraints imposed by authorities on the
amount and type of investment allowed and a lack of professionalism in the
industry. Hin and Wah (1997) added that difference performance
measurement did not influence ranking performance of the unit trust funds.
Recent study by Fauziah, Suhaimi and Lai (2002) on 78 unit trust funds in
Malaysia also found similar results. They suggested that to get higher return,
investor should choose unit trust funds that are larger in size and exist longer
in the market.

Studies on the performance and the persistence in performance of
Islamic unit trust funds in Malaysia are relatively new since the existence of
most of the Islamic unit trusts only begins in 1990s. Even though using
different market benchmarks, empirical studies on Islamic unit trust funds by
Zaidi (2003) and Mohd Azlan Shah et al (2003) found that, on average, most
of the funds returns were negative and could not outperform the market.
Nevertheless the studies did not investigate the persistence in performance.

Our study attempts to reexamine the performance of Islamic unit trust
funds and then evaluate whether the performance persists over time. The
data and methodology used in the study are explained below.

DATA AND RESEARCH METHODOLOGY

This study examines performance of 12 Islamic unit trust funds and evaluates
whether the petformance persists over time'. The list of all funds and their
abbreviations are shown in Appendix 1. In general, the weekly closing prices
from May 1999 to the first week of May 2003 are selected. This time period
is chosen to minimize the effect of economic crisis which had occurred in
1997. Since available, The Kuala Lumpur Syariah Index (IKLSI) is selected as
a benchmark for the market return and is also used in the computation of
betas based on the Capital Asset Pricing Model (CAPM). The Islamic weekly

There are 44 Islamic unit trusts currently available in the market. We do not study all of

them since most of them only begin in 2000. We also assume that survivorship bias does
not occur since all the funds are present in all the periods selected. Thus, issue of
performance persistence caused by the survivorship bias is immaterial.
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inter bank rates (IIBR) are selected to represent the risk-free rates. Since the
rates are quoted annually, they have to be converted to weekly basis. For
comparison purpose, we also present the Kuala Lumpur Composite index
(KILCI) as the market benchmark. All data are collected from the Bloomberg
Data Base and Bank Negara website.

To begin with, the weekly return of each of the unit trust funds is
computed as below.

Rar: (Pit - Pi, 1-1)/ P;’ 1 (1)

where R is the weekly return of the fund i at the week t and P, is the
unit trust price of fund 1 at the end of week t. The price is usually termed as
net asset value per unit. In the meantime, the weekly return of the market

portfolio is calculated as follows.

Rmt: (It - It—l) / Iz-l (2)

where R_ is the weekly return of the market portfolio at week t and I
is the level of the Kuala Lumpur Syariah Index at the end of week t.

Risk of holding an asset consists of systematic risk and unsystematic risk.
Systematic risk, usually symbolized with a beta, is risk that affects every firm
while unsystematic risk is the one that only affect specific firms and can be
lessened by diversification. To estimate Beta or systematic risk of a unit trust,
we use the Capital Asset Pricing Model (CAPM). The traditional CAPM was
derived independently by Sharpe, Lintner and Mossin in the mid 1960. The
CAPM essentially postulates an equilibrium relationship between risk and
expected return of risky asset. A greater risk should carry a greater return.
More volatile or more risky funds have betas larger than one while less
volatile or less risky funds have betas smaller than 1.0. Beta is used as an
indicator for investors to judge systematic risks between different funds. The
CAPM in term of risk premium is estimated as follows;

RR, =B [ER,R)+E, ©

where,

Rpt—Rfl = the risk premium on the portfolio p

R_-R, = the market risk premium during period t

By = the beta coefficient for portfolio p

Ept = a random error term for portfolio p in period t
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We use three measures of performance in evaluating the Islamic unit
trust funds. They are Sharpe (1966) Index, Treynor (1965) Index, and Jensen
(1969) Alpha Index. Sharpe (1966) measure of portfolio performance is
called the reward-to-variability ratio (RVAR), which is actually a ratio of
excess portfolio return to the standard deviation of its return. Using the
Sharpe Index, higher value means better portfolio performance. Thus

RVAR = [average TR —average RF] /SD, @
= Excess return/Risk

where,

TR = total return for portfolio p during some period of time
RF = risk free rate of return during the period

SDP = the standard deviation of return for portfolio p during

the period

The Treynor Index (1965) presented a similar measure called reward-to-
volatility ratio (RVOL). This measurement relates the averages excess return
on the portfolio during some period to its systematic risk as measured by the
portfolio’s beta. The reward-to-volatility ratio is;

RVOL = {average TR -—average RF} /B o)

where B_is the beta value of the fund estimated from the CAPM. In
this case, we are calculating the excess return per unit of the systematic risk. As
with RVAR, higher value of RVOL indicates better portfolio performance.

The Jensen measure usually known as Jensen Alpha Index, introduced by
Jensen (1969) is used to determine the size of the excess return achieved by a
fund. This measurement is based on the CAPM except it has an intercept
known as alpha. The alpha is estimated from an equation presented below.

R-R, = dh+B [ER R)+E, ©)

The CAPM asserts that equilibrium condition should result in a zero
intercept term. Therefore, the alpha should measure the contribution of
portfolio managers since it represents the average incremental rate of return
per period beyond the return attributable to the level of the risk assumed.
Specifically, if alpha is significantly positive, there is evidence of supetior
performance and vise versa, and if the alpha insignificantly different from
zero, there is evidence that the pottfolio manager has matched the market on
the risk-adjusted basis.
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Equation 6 can be rearranged to better demonstrate what o, really is.
Rearranging terms, the equation becomes:

oy = Rp-R9) — [Bp Rm-Ry)] @
where the bars above the vatiables indicate averages for the period
measured.

Equation 7 states that, oy is the different between the actual return on
portfolio p during some petiod and the risk premium on the portfolio that

should have been earned, given its level of the systematic risk and the use of
the CAPM.

We look at the persistence in funds’ performance by two ways. First, we
examine whether the performance of the average raw returns and the risk
adjusted returns of overall funds as well as the individual fund can persist over
year to year basis starting 1999 to 2003 and also over several time periods
of two (1999-2000), three (1999-2001), four (1999-2002) and five years
(1999-2003). Second, we rank each trust fund according to the performance
indicators. Top 25% and bottom 25% of the funds in the ranking are then
analyzed to look at persistence in being in the ranking through the differing
time intervals. The results of all findings are presented in the next section.

EMPIRICAL FINDINGS

Table 1 and 2 indicate the average raw returns of all funds in each year and
in several time intervals against the market benchmarks (the KISI and the
KLCI) and the risk free rates. On average, the funds raw returns were
positive and above both the market rates as well as the risk free rates in 1999,
However, the performance did not persist, since in 2000 and 2001, the
returns were below the market rates. In 2002, they were above the market
rates again even though in negative sign and in 2003, they were the worst with
the average of -0.2585 percent weekly. The similar trend is also found in table
2 wherein the performance of the trust funds against the market was up and
down given the average returns were calculated in time interval of one to five
years.
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Table 1: Yearly Average Returns, Risks and Diversification of Trust Funds

Year 1999 2000 2001 2002 2003
|[Returns
Funds —Raw Return 0.4198 | -0.4295 0.0629 -0.0519 -0.2585
Funds — Sharpe Index 0.1090 | -0.1347 0.0039 -0.0563 -0.2099
Funds — Treynor Index | 0.4912 | -0.6153 0.0150 -0.1273 -0.4161
KI.SI 0.2910 | -0.3291 0.0793 -0.1266 -0.1678
KLCI 0.2459 | -0.2845 0.0771 -0.1031 -0.1884
IIBR weekly 0.0485 | 0.0515 0.0538 0.0524 0.0534
Portfolio Risks
Funds-St dev 3.6513 | 3.5329 2.3374 1.6442 1.4035
Funds-Beta 0.7601 | 0.7772 0.5893 0.7204 0.7423
Market Risks
KISI- St dev 34370 [ 33N 2.6754 1.5400 1.5120
KLCI- St Dev 3.8523 | 3.4736 2.9431 1.7547 1.6502
Diversification
R2 0.5627 | 0.5461 0.5169 0.4894 0.7094
No. of Observations 33 52 52 52 18
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Table 2: Returns, Risks and Diversification on Different Time Intervals

Year 1999 |1999-2000| 1999-2001 |1999-2002 |1999-2003
Returns
Funds — Raw Return 0.4198 | -0.0998 -0.0380 -0.0418 -0.0607
Funds — Sharpe Index 0.1090 | -0.0390 -0.0263 -0.0312 -0.0390
Funds — Treynor Index | 0.4912 | -0.1997 -0.1257 -0.1286 -0.1543
KI1.SI 0.2910 | -0.0884 -0.0247 -0.0528 -0.0628
KLCI 0.2459 | -0.0785 -0.0195 -0.0425 -0.0552
IIBR weekly 0.0485 0.0503 0.0516 0.0519 0.0520
Portfolio Risks
Funds-St dev 3.6513 3.6050 3.1977 2.8565 2.7640
Funds-Beta 0.7601 0.7704 0.7201 0.7201 0.7207
IMarket Risks
KILSI- St dev 3.4371 3.3588 3.1079 2.7627 2.6750
KLCI- St Dev 3.8523 3.6120 3.3634 3.0033 2.9083
Diversification
R2 0.5627 0.5408 0.5151 0.5061 0.5062
No. of Observations 33 85 137 189 207
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Compared to the risk free rates, the funds only managed to be in
superior place in 1999 and 2001 when the average raw returns were above
the risks free rates while most of the time the performance was no better than
the performance from doing a buy and hold strategy. Thus, the persistency of
the performance using the average raw returns of all funds cleatly cannot be
proved. Furthermore, using the risk adjusted returns of Sharpe index and
Treynor Index to measure performance also gives no meaningful indicators
of persistency.

The funds risks are symbolized by the standard deviation and beta.
Overall, the risks termed by standard deviation show a decreasing trend,
perhaps indicating that the volatility of the funds price decreased as time goes
away from the economic crisis period of 1997-1998. The betas were all
below one averaging around 0.7 in each year and in differing time periods.
This shows that the Islamic trust funds are of low risk type of investment.
Market risks, symbolized by the KIL.SI and KI.CI standard deviations were
also decreasing overtime in all differing periods.

As R-squared from the CAPM can be used to indicate the degree of
diversification of the investments, the results show that, on average the degree
of diversification in Islamic unit trust funds is around 0.5. This reveals that
fund managers for Islamic funds, on average do not diversify well enough in
a large number of securities.

Table 3 lists out ranking performance of each trust fund based on the
raw returns. It indicates the performance of each fund against the market
(KLSI). The figures reveal that the performance of some funds can persist
over time while others do not. Investigating through different time horizons,
Abrar Investment Fund (AIF), Tabung Amanah Bakd (TAB), BHLB Pacific
Dana Al-Thsan (BHLBPDI) and Kuala Lumpur Ittikal Fund (KLIF) are able
to perform above the market at all time while Amanah Saham Wanita
(ASW) fails to do so over the same period. Thus, the persistence in
performance does exist in individual fund.

In addition, table 4 and 5 list out the ranking performance based on the
risk adjusted returns through the Sharpe and Treynor indexes in each year and
in several time intervals. The tables indicate that the ranks derived from the
Sharpe and Treynor indexes are not so much different. The coefficient of
correlation between the ranks of the Sharpe and Treynor indexes in each year
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and in each time interval, on average is more than 0.95. Thus, the use of
Sharpe and Treynor indexes as an indicator to the ranking performance is
consistent. Furthermore, table 4 and 5 present the Jensen Alpha Index of
each fund. The results show that none of these alphas significant at 5% level.
Hence, there is no evidence that the fund managers have the ability to
outperform the market.

To better understand the ranking performance, the top 25% and the
bottom 25% of the funds are arranged in simplified tables 6, 7, 8 and 9. The
idea is to extract which funds persist in being the top 25% or the bottom
25%. As the table 6 indicates, none of the funds persist in being the top 25%-
and bottom 25% all the time. The funds that mostly appeated in top 25% is
TAB (three times out of five years), while ASW appeared most in the bottom
25% (four times). Table 7 further analyzed the ranking performance through
difference time horizons. It is found that TAB is able to appear in the highest
place in top 25% while ASW is in the lowest place in the bottom 25% in all
period of different time intervals. This shows that the persistence in being in
the ranking cannot be rejected. Similar results are also shown by table 8 and
9, using Sharpe and Treynor indexes to measure the ranking performance.
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CONCLUSION

The Islamic unit trust funds are now becoming increasingly popular to
Malaysian investors. This is especially for the Muslim who needs alternative
platform of investments which do not deal with non-halal activities. For these
investors, investing in Islamic funds does not only provide them with
profitable returns when proper measures are taken, but it can also help others
such as firms specifically and the ummah generally. At the same time, it does
not disobey the rules prescribed by the Al-Quran.

Knowing which funds to invest is indeed a crucial task. Investors need
to verify all the required information and. study the performance of each
fund. This paper helps in evaluating the performance and examining the
existence of persistence in the performance of Islamic trust funds in Malaysia.
12 unit trust funds that comply with Syariah principles are chosen in this
study. Performance of each fund is evaluated using raw returns as well as the
risk adjusted returns based on the Sharpe index and the Treynor index for a
period of May 1999 to May 2003. Persistence in performance is then analyzed
by comparing the performance indicators in each year and also in several
time intervals of one (1999), two (1999-2000), three (1999-2001), four (1999-
2002) and five (1999-2003) years. Both performance persistence of overall
funds and each fund on average are investigated. In addition, this study also
ranks each trust fund according to the performance indicators. Top 25% and
bottom 25% of the funds in the ranking are then evaluated to look at
persistence in being in the place through the differing time intervals.

The results show that persistence in performance measured by average
raw returns as well as the risk adjusted returns of all the funds cannot be
proved in the differing time periods. The funds outperform the market at
one time but fail to persist at other time. However, similar conclusion cannot
be made on each individual fund. It is found that some funds can persist
over time than the others. Abrar Investment Fund (AIF), Tabung Amanah
Bakti (TAB), BHLB Pacific Dana Al-Thsan (BHLBPDA) and Kuala Lumpur
Ittikal Fund (KLIF) are examples of the good performing funds that show
petsistency while Amanah Saham Wanita is an example of bad performing
fund that persists.
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Similar results are also shown in the ranking performance. Given
different ime horizon of investment, it is found that Tabung Amanah Bakti
under the management of Asia Unit Trusts Berhad (AUTB) is able to be in
top 25% at all time. This could be a reason why the fund managed to get
the prestigious The Edge-Lipper Malaysia Unit Trust Fund Awards 2002 under 3
years performance category. In contrast, Amanah Saham Wanita fund is the
lowest in the ranking at all ime. One possible explanation to this situation is
that the fund does not diversify enough to lower the unsystematic risks. The
R? of this fund, on average, is only 0.2587.

In conclusion, persistence in performance of the Islamic trust funds
depends on how investors look at it. As a whole, the funds, on average do
not show any persistence in performance. However, individually, some funds
persist in performing above average returns than the others. The ranking
performance by individual fund also gives similar results. The implication is,
since on average the Islamic trust funds as a whole do not show persistency
in performance, the fund managers need to do more publicity to attract
more investors to invest in their funds. This is especially important if the
funds individually show some persistency in performance than the others. In
addition, since the degree of divetsification of the funds on average is 0.5, the
fund managers should also improve their investment strategies as to diversify
their funds in other syariah based platforms deemed profitable.

End Notes:

There are 44 Islamic unit trusts currently available in the market. We do
not study all of them since most of them only begin in 2000. We also
assume that survivorship bias does not occur since all the funds are
present in all the periods selected. Thus, issue of performance persistence
caused by the survivorship bias is immaterial.
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