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Abstract

Shariah Advisory Council (SAC) of Securities Commission (SC) formulated a new revised Shariah screening
methodology of two-tier quantitative assessment for activity-based screening benchmarks and the newly- formulated
financial ratio benchmarks, while the qualitative assessment remains the same. The revised methodology is an effort
to expand the Islamic capital market’s (ICM) international reach which is in line with the SC objectives. The
objective of this paper is to examine the impact of the recent announcement of new changes in the Shariah screening
methodology by the Malaysian Securities Commission on the share prices of the affected companies and Islamic
capital market. We use an event study method to see if the changes have a significant reaction from the market,
specifically, from investors and fund managers. On the announcement date, that is, on 29 November 2013, 158
non-Shariah compliant stocks were removed from the previous list of Shariah compliant stock that was issued in
May 2013 and 16 stocks were added to the approved list. Out of 158 non-Shariah compliant stocks, only 137 stocks
are available for the analysis. For the new Shariah compliant stocks, only 16 stocks are included in the sample. We
find an immediate but short lived negative impact on the stock returns towards the deletion, but none towards the
addition of new stocks to the Shariah index. However, the announcement has no significant impact on the overall
return of the FBM Emas Shariah index.

Keywords: Shariah screening, Islamic capital market, Islamic finance
1. Introduction

It is well-known that the performance of equity markets is essential to the economy. The efficient of the system in
the equity market could generate better income to the country’s economy. Due to that fact, one of the important
elements to ensure the possible income to the economy is the screening methodology that classifies the Shariah and
non-Shariah stocks. This is because, the classification of the particular stock would affect the performance of the
volume of the stock trading and as well as the share prices. In Malaysia, particularly as a Muslim country, the status
of a particular stock would affect Muslim investor’s decision to invest in Shariah stocks. As compared to
non-Shariah stocks, Muslim investors have no freedom in buying any stock except for Shariah compliant stocks
which comply with Shariah investment requirement. Therefore, equities that are compliant with Shariah investment
requirement provide confidence to Muslim investors in which leads to higher demand of Shariah stock and
consequently could possibly increase the stock prices.

The essence of portfolio screening is the incorporation of ethical, social and religious values in the investment
decision. The answer to whether ethical screenings are able to influence firms’ financial behavior and investment
portfolio lies in several theoretical arguments. First based on the work of Merton (1987), Angel and Rivoli (1997)
argued that ethical screening can be considered as a kind of segmentation in the equity market where some
companies are eliminated from some of the segments. The reaction to the screening depends on the comparable risk
adjusted returns to unscreened funds.

Shariah screening is one aspect of incorporating of religious value. It is processes of selecting investments that are
complying with the Shariah principle. Shariah outlines the activities in which Muslims are forbidden to involve with,
such as riba and the consumption of alcohol. Therefore, Muslims are prohibited in investing in assets that earns
returns and earnings primarily from such activities. In Malaysia, companies that listed on Bursa Malaysia can be
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classified as Shariah-compliant and Non-Shariah compliant. The determination of Shariah-compliant companies is
done by Shariah Advisory Council (SAC) of the Securities Commission, Malaysia (SCM). Figure 1 shows the
screening process of Shariah Advisory Council (SAC) of the Securities Commission Malaysia (SC).

SAC received input and support from the SC

v

SC obtained information on the companies through, among other, audited
financial report and inquiries made to the companies

v

SAC, through the SC, will continue to review the Shariah status of
securities listed on Bursa Malaysia, on an annual basis, based on the
latest available annual audited financial statement of the companies.

v

SAC will review the Shariah status of the listed securities form two-tier
quantitative approach, which applies the business benchmarks and
financial ratio benchmarks.

v

SAC will classify the securities as Shariah-compliant if the business
activities and financial ratios are within the benchmarks.

v

Compile the result and issue list of Shariah-compliant securities.
Announcement in May and November every twice a year

Figure 1. Shariah screening method of Securities Commission, Malaysia
Source: Shariah Advisory Council (SAC) of the Securities Commission Malaysia (SC), November 2015

As compared to other screening methods employed for instance by Dow Jones Islamic Market (DJIM) and FTSE
Shariah indices, the SCM’s method is perceived to be lenient. The allegation lies on the different quantitative
screening benchmark used by the SCM. Hence, if the Malaysian Shariah approved companies are tested using the
DJIM or FTSE screening methods, there will be fewer companies qualified. Rahman et. al. (2010) found that only 35
percent of Malaysian Shariah compliant stocks qualify under DJIM’s quantitative screening. Pok (2012) also tested
the local Shariah compliant stocks and found that 63 percent of them qualify under FTSE criteria.

It is argued that the different screening method raises confidence issue among investors. Why there is a different
benchmark in determining the lawful (halal) and unlawful (haram) status of companies? Companies which violate
the Islamic law principles should remain unlawful irrespective of the localities. In an attempt to enhance the
robustness of the screening methodology, SCM will revise its Shariah screening methodology which will take an
effect on November 2013.

In Malaysia, the development of the Islamic financial system has increased the concerned of Halal and ‘barakah’
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income earned by the Muslim investors. In general, with the reference of the equity market, Muslim investors will
ensure that transaction of stock trading of buying and selling stocks are listed in Shariah-compliant securities by the
Shariah Advisory Council (SAC) of Securities commission Malaysia (SC). The SAC of Securities Commission
formulated a new revised Shariah screening methodology of two-tier quantitative assessment for activity-based
screening benchmarks and the newly- formulated financial ratio benchmarks, while the qualitative assessment
remains the same. The revised methodology is an effort to expand the Islamic capital market’s (ICM) international

reach which is in line with the SC initiatives.

Table 1. Comparison between previous (May 2013) and revised (November 2013) business activity benchmarks

Previous Activity-Based Benchmarks (May 2013)

Current Activity-Based Benchmarks
(November 2013)

5% - SAC will measure the level of mixed
contribution activities that are clearly prohibited in
Islam (i.e., riba-based activities, gambling,
tobacco-related activities, liquor and pork; Shariah
non-compliant entertainment, interest income from
conventional accounts and instruments)

10% - SAC will measure the level of mixture activities
companies that involves matters such as “umum
balwa”, ‘uruf” (custom) and the rights of the
non-Muslim community which are accepted by Islam.

20% -SAC will measure the level of contribution from
mixed rental payment from Shariah non-compliant
activities (i.e., rental payment that involved in
gambling, sale of liquor etc).

25% - Sac will measure the level of mixed
contribution activities that basically permissible
according to Shariah and consist of aspect maslahah
(public interest).

- Other activities that may affect the status of Shariah
compliant. Any activities that may question about their
Shariah status that may deemed non-permissible
according to the Shariah. Such as hotel and resort
operations, share trading, stockbroking etc.

5% - To measure the level of mixed contribution
activities that are clearly prohibited in Islam.

0] conventional banking and insurance
(i) gambling
(iii) liquor and liquor-related activities

(iv) pork and pork-related activities;
(V) non-halal food and beverages;
(vi) Shariah non-compliant entertainment;

(vii) interest income from conventional
accounts and instruments, including
dividends from investment in Shariah
non-compliant instruments and interest
income awarded arising from a
judgement of a court or arbitrator;

tobacco and tobacco-related activities;
and

other activities deemed non-compliant
according to Shariah

20% - To measure the level of contribution activities
of mixed rentals from Shariah non-compliant;

-To measure the level of mixed contribution activities
that basically permissible according to Shariah and
consist of aspect maslahah (public interest), but other
activities that may affect the status of Shariah
compliant is also classified under this benchmark.

(viii)
(ix)

Financial Ratio Benchmarks
Compute the financial ratios:

- Debt/ Total Assets;

- Cash and Cash Equivalent/
Total Assets

*Each ratio that is intended to

measure riba-based elements in a company financial
statements must be less than 33 percent.

Source: Malaysia Islamic financial centre (MIFC), www.mifc.com
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Table 1 shows the first-tier of the quantitative assessment of the business activity benchmarks. The new revised
methodology streamlines the business activity benchmark from four benchmarks (5%, 10%, 20%, 25%) to two
benchmarks (5% and 20%). The second-tier of the quantitative assessment is the financial ratio screening. This is
another improvement to the current screening methodology in which there was no screening process for the financial
ratio from the previous methodology. The financial ratio will be assessed by SAC in order to measure the level of
riba or riba-based elements in the company. The financial ratios consist of cash over total assets and debt over total
assets. Each of the ratios above must be lower than 33% in order to fulfil the requirements as Shariah-compliant
securities (Securities Commission Malaysia, 2015).

The assessments are as follows:
a) Cash and Cash Equivalent/over total assets

The calculation will be included the cash placed in conventional accounts and instruments only. Cash
placed in an Islamic account will be excluded in the calculation.

b) Debt over total assets

The calculation will be included the interest-bearing debt of the conventional accounts. Islamic financing
such as sukuk that has been used by the company will be excluded in the calculation.

The revision of the screening methodology has triggered the motivation of this study. Based on the previous
literature, most of the researchers scrutinize the comparison of the performance between the Shariah stocks and
conventional ones. However, the study that particularly discussing the Shariah screening criterion is very rare in the
literature. Even though, there are some of the studies related to Shariah stock screening (Haron & Nursofiza, 2008;
Dusuki & Abdullah, 2009; Jamal et al., 2010; Shamsuddin, 2014; Yazi et al, 2015) yet they are not emphasizing on
examining the effect of the Shariah compliance announcement of the new screening methodology towards stock
price changes. In particular, how the stock prices would be affected by the results of Shariah complaint
announcement (i.e, previously Shariah compliant that removed from the list and previously non-Shariah compliant
but has been added to the Shariah compliant list)? This paper is different from Yazi et al. (2015) as we also
investigate the impact of screening announcement on the FBM Emas Shariah index without Initial Public Offering
(IPO) stocks and FBM Hijrah index as well as Islamic Equity Fund. It is believed that IPO issuance has a negative
impact on the stock market return (Li and Shi, 2016). In addition, we further examine the reason behind why are the
stock are delisted. Therefore, the impact of the recent announcement of new changes in the Shariah screening
methodology by the Malaysian Securities Commission on the share prices of the affected companies and Islamic
capital market is the main objective of this study.

2. Literature Review

In Islamic finance system, Haron and Nursofiza (2008) stated that there are many index providers. Namely,
Dow-Jones Islamic World Index (DJIM), Morgan-Stanly Compliance Islamic Index (MSCI), Financial-Times Stock
Exchange Shariah Index (FTSE-SI), Standard & Poor Shariah Index (S&P-SI), and FTSE Bursa Malaysia Emas
Shariah Index (using unique Shariah screening methodology by SAC of SC). In Malaysia, SAC was established in
May 1996 under section 18 of the Securities Commission Act 1993 (SCA). The role of SCA 1993 is to safeguard the
ICM with accordance to the Shariah law. Any related issues such as the development and the functions of ICM will
be controlled under the SCA 1993. The qualifications of the members that represent the SAC are well-known
Shariah scholars that have vast experience and knowledge related to Islamic banking, economics and finance.

Nathie (2008) argues that there will be no influenced of the equity market by the change of the Shariah compliant
status. However, it is believed that the awareness of the Islamic finance has been dramatically growing from the
Muslim investors. Thus, the Shariah compliant status could be one of the significant indicators for the investor to
make the decision to purchase the stock.

SAC of SC will announce the list of Shariah compliant stock twice a year, which is in May and November.
According to the Wong (2013), when the announcement has been made by SC on 29 November 2013, the price
performance of the Shariah compliant stock that turns into non- Shariah compliant stock has declined. One situation
that can explain this is due to outflow of the funds from Shariah compliant stock to non Shariah compliant
investment. This situation pays attention to its importance on investigating the stock price behavior that has been
announced by the SAC of SC.

Ashraf and Mohammad (2014) who studies the performance of global and regional Islamic Indices (IEIs) find that
there is no abnormal return associated with the IEIs on a global basis. Dusuki and Abozaid (2007) the Muslim
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investors will decide to sell off their stock ones the stocks have turned into the non-compliant stock. This is because,
if given that the demand remains the same, the investors who start to sell off the stocks would result in increases the
stock’s supply and consequently the stock price will go down. In contrast, if the stock turns into Shariah compliant
stocks, it assumes that the investors will start to buy the stock and thus resulting increase the stock price. This
indicates that switching the stock status will affect the demand and supply of the stocks and consequently affect the
price determination.

2.1 Theoretical Aspect

There is a vast literature assessing the information content of announcements of non-screened index revisions. For
example, the early studies on revisions by the S&P 500 index include Shleifer (1986) Harris and Gurel (1986), Jain
(1987), Beneish and Whaley (1996) and Lynch and Mendenhall (1997).

In general, the impact of an inclusion of a stock in an index results in a short-term positive price effect for added
firms, while the impact of the exclusion of a stock from an index results in a short term negative price effect for
deleted firms. There are several hypotheses have been proposed to explain such market reactions. These are i) price
pressure hypothesis, ii) liquidity hypothesis, iii) information hypothesis.

Scholes (1972) proposes price pressure hypothesis to explain such market reaction. He argues that investors,
including index fund managers react to index revision by performing portfolio rebalancing which leads to upward
price pressure for inclusions and downward pressures for deletions. Thus, this implicates temporary price changes
which should revert in the long run. Harris and Gurel (1986) support this hypothesis when they study the S&P 500
revision from 1973 to 1983. They find there is an immediate 3% increase in the price of stocks that are added to the
index after the announcement which then fully revert after two weeks.

Liquidity hypothesis suggests inclusion increases public information on the stock, thus reduces asymmetric
information. Reduction in asymmetric information enhances stock liquidity, which is measured by the bid-ask spread,
and reduces stock volatility which reflecting the reduced risk premium. This raises the attractiveness of the stock
which produces a positive effect on the price.

Information hypothesis states that events such as index revision convey information about the added or deleted
stocks which cause permanent price changes. Stock inclusion for example, proves the quality of stocks which
increase the price of the added stocks, while stock deletion indicates below quality stocks which results in stock price
reduction. This is in line with the efficient markets hypothesis where information about stocks should be reflected in
the price of stocks immediately after the announcements and the information effect should be permanent. Stoll
(1978), Beneish and Gardner (1995), Heflin and Shaw (2000), Hedge and McDermott (2003) and Gregoriou (2011)
support Information and Liquidity Hypothesis.

Similarly, in the case of social index, the impact of Shariah index changes may produce more obvious and even
stronger signaling effects. This is so because the decision to add or delete a stock for a Shariah index is unique since
the selection criteria is based on whether a stock complies to Shariah or Islamic law. Even more so the deletion from
Shariah index requires investors and index fund managers to immediately rebalance their portfolio, which would not
happen in the case of conventional as well as social index. Literature in the market reactions to Shariah stock
decomposition is limited.

Bacha and Abdullah (2001) investigate the market reaction of the Malaysian Shariah index decomposition over
three-year sample period, from 1997 to 1999 which contain 39 inclusions and 21 deletions. They find that inclusion
experience a positive impact while deleting is negative. Yazi et al (2015) investigate the market reaction on the
recent changes in Shariah stock composition following the changes in the Shariah screening methodology announced
in November 2013. Their findings support Bacha and Abdullah (2001) that inclusion of a stock in the Shariah
compliant list has a positive effect on the value of the stock while removal from the list negatively affects the price of
the stock.

3. Research Methodology
3.1 Sample Selection

We choose 29 November 2013 as it was when the new screening methodology was announced. On the
announcement date, 158 non-Shariah compliant stocks were removed from the previous list of Shariah compliant
stock that was issued in May 2013 and 16 stocks were added to the approved list. Out of 158 non-Shariah compliant
stocks, only 137 stocks are available for the analysis. For the Shariah compliant stocks, only 16 stocks are included
in the sample. Daily stock prices and the market indexes, namely the FTSE Burs a Malaysia EMAS Shariah (FBM
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Shariah), FTSE Bursa Malaysia KLCI (FBM KLCI) and FTSE Bursa Malaysia Hijrah (FBM Hijrah), are obtained
from Datastream and Bursa Malaysia. The period ranges from 30 days before to 30 days after the announcement
date.

3.2 Method

This study will use daily share prices of the sample securities, which will be collected from DataStream and Bursa
Malaysia. Other data such as details of the companies in the index and proxy of market portfolio will also be
collected from appropriated sources. In analyzing the impact of SC revised Shariah screening methodology on
Malaysian capital market performance, an event study methodology will be implemented, i.e. 1 November 2013.

The performance of selected securities in the FBM Shariah index is the measure of abnormal returns. Market model
approach is used in this study (MacKinlay, 1997), where FBM KLCI Index will be the proxy of the market.
Consistent with Sadeghi (2008), this study uses an event window of t=-125 to t=-16 and day t=+16 to t=+125.

The return measurement under the market model is as follows:
Rig= o + Bi Rt + &
Where:
R;; = The return on firm i at time t
o; = The intercept term with constrained «=0
B;= A parameter the measures the sensitivity of R;; to the market index with constrained
p=1
R,,+= The corresponding return on the FBM KLCI Index at time t

&= A random variable that by construction has an expected value of zero, and is assumed to be uncorrelated
with R,,;

The coefficient is based on ordinary least squares estimation.

The above equation will be used to calculate the abnormal return of each security over a test period run from t=-15
days prior to the event date (t=0), to t=+15 trading days after the event date. The daily abnormal returns (AR;,) for
security | on day t of the test period will be measured as follows:

ARyt = Ryt~ Ry
In addition, the average abnormal return (AARy) will be calculated based on the equation below:
2?;1 ARjy

AAR; = ==

Where T is defined as the trading days before the event date, which is T=-15 trading days. Statistical test will be
applied to specify if individual abnormal returns differ from zero.

4. Results and Discussion

Table 1 shows the CAAR and the t-statistics for each of the selected event windows for stocks that are deleted from
and included in the FBM Shariah index on 29 November 2013. We find that the CAAR of stocks deleted from the
FBM Shariah index are negatively affected and significant for 1 and 3 days event windows while for the remaining
event window, the CAAR is negative but insignificant. This indicates that the investors react quickly to the deletion
announcement by switching their investment in the other Shariah compliant stocks within 3 days before and after the
announcement. The results are consistent with Sadeghi (2008), Mcgowan and Muhammad (2010) and Bacha and
Abdullah (2001) who find that stocks that are no longer listed as Shariah compliant would experience a decrease in
share price. This is consistent with the price pressure hypothesis that there will be a selling pressure in the market
which leads to pushing the stock price down. As a result, the situation will lead to a temporary deviation from the
equilibrium price that would turn to negative market returns. According to Wong (2013), investors are given six
months to dispose of the non-Shariah compliant stocks if the market is equal of higher than their investment cost.
However, if the investment costs are higher than the market price, investors are allowed to hold the stock until its
meet the breakeven (i.e., market price equal to investment cost). In this study, even though the Malaysian Securities
Commission gives investors six months from the announcement to dispose of the non Shariah compliant securities,
but they do not wait for that long to adjust and rebalance their Shariah compliant portfolio.

Unlike result in deletion, we find that there is no significant effect on stocks’ CAAR for all event windows for
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inclusion of new stocks in the FBM Shariah index. The findings are inconsistent with Sadeghi (2008) and Mcgowan
and Muhammad (2010) that report the positive impact on stock prices when the stocks are announced as Shariah
compliant stocks. The possible reasons could be due to insensitivity to market towards information on new Shariah
compliant stocks. Another potential reason could be there is lack of portfolio rebalancing from investors including
Islamic index funds.

Table 2. Cumulative average abnormal return (CAAR) and t-statistics for selected event window (deletion and
inclusion)

Cumulative Average Abnormal Return (CAAR and T-statistics for selected event window

DELETION INCLUSION

Short term CAAR % t-statistics CAAR % t-statistics
(-1, +1) -2.57006 -2.57653** -0.59731 -0.44073
(-3, +3) -2.85161 -1.87152* -2.89567 -1.39874
(-10, +10) -4.17473 -1.58187 0.232892 0.06495

Pre announcement
(-15, -1) 1.34669 -0.60377 3.384885 1.116951
(-30, -1) 1.494713 0.494713 3.509995 0.818996

Post announcement
(+1, +15) 0.95895 -0.42994 -1.39419 -0.46006
(+1, +30) 3.391557 1.075206 1.412084 0.329485

Note: **,* means statistically significant at the 5 per cent and 10 per cent levels, respectively.

Figure 2 shows the comparison of the CAAR and cumulative index return for selected event windows for deletion
and inclusion of stocks in the FBMS index. This figure supports our findings that the removal of stocks from the
Shariah index negatively affects the price of the stocks. In average, those stocks that were removed from the Shariah
index experienced poor CAAR at least for three weeks before the price picks up again.

IR A W

— e I - KLCI

| VN YW N S
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Figure 2. Comparison of the cumulative average abnormal return (CAAR) and cumulative index return for selected
event window (deletion and inclusion)
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We further scrutinize the new stocks that were included in the FBMS index. IPO stocks may overshadow the effect
of announcement of the addition of new Shariah compliant stocks in the FBM Shariah index. Thus, we remove all
IPO stocks from the sample and analyze again to see if the results change. Table 2 shows the CAAR and the
t-statistics for each of the selected event windows for stocks without IPO that are included in the FBM Shariah index
on 29 November 2013. Surprisingly, none of the CAAR for all the event windows for inclusion stocks is significant.

Table 3. Cumulative average abnormal return (CAAR) and T-statistics for selected event window (inclusion without
IPO)

Cumulative average abnormal return (CAAR) and T-statistics for selected event
window

INCLUSION W/0 IPO

Short term CAAR % t-statistics
(-1, +1) -0.3276 -0.19593
(-3, +3) 3.60034 -1.40966
(-10, +10) 0.339161 0.076668
Pre announcement
(-15, -1) 3.986045 1.066146
(-30, -1) 4.864474 0.920016
Post announcement
(+1, +15) 2.84021 -0.75967
(+1, +30) 0.766005 0.144874

Note: *** means statistically significant at the 5 per cent and 10 per cent levels, respectively.

Table 3 shows the CAAR and the t-statistics for each of the selected event windows for FBM Hijrah Index before
and after the announcement date on 29 November 2013. Similarly, none of the CAAR for all the event windows for
Islamic index FBM Hijrah is significant.

Table 4. Cumulative average abnormal return (CAAR) for FBM Hijrah and T-statistics for selected event windows

FBM Hijrah
Short term CAAR % t-statistics
(-1, +1) 0.957567 1.174707
(-3, +3) 0.98716 0.792793
(-10, +10) 2.886001 1.33816
Pre announcement
(-15, -1) 0.588985 0.323132
(-30, -1) 2.208773 0.856863
Post announcement
(+1, +15) 1.371411 0.75239
(+1, +30) 0.438212 0.169998

Note: *** means statistically significant at the 5 per cent and 10 per cent levels, respectively.

Figure 3 shows the returns comparison between FBM Shariah, FBM Hijrah and FBM KLCI for selected event
windows. It shows that there is also no significant difference in the return changes after the announcement date
between all three indexes. It seems that the announcement does not carry much information to the market. The
returns behavior of FBM Shariah and FBM Hijrah follows the returns behavior of FBM KLCI.
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Figure 3. Return comparison between FBM Shariah, FBM Hijrah and FBM KLCI for selected event windows

Figure 4 shows the comparison of the average return, cumulative return and cumulative index return for selected
event windows. It indicates that there is no significant impact of stocks inclusion and deletion exercise on the return
of the FBM Hijrah index. The FBM Hijrah index is seen closely mimic the trend of FBM KLCI index.
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Figure 4. Comparison of the average return, cumulative return and cumulative index for selected event window
(FBM Hijrah index)

AR Hijrah

cumulative hijrah

cumulative index-KLCI

Table 5 shows the CAAR and the t-statistics for each of the selected event windows for Islamic equity funds on 29
November 2013. We find that the CAAR of Islamic equity funds are negative (significant) only for the 1 and 3 days
event window while the remaining event windows are insignificant.
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Table 5. Cumulative average abnormal return (CAAR) and T-statistics for selected event window (Islamic Equity
funds)

Islamic Equity (Malaysia)

announcement CAAR % t-statistics
(-1, +1) -0.7896774 -2.48765641**
(-3, +3) -0.8915345 -1.83861348*
(-10, +10) -1.1755969 -1.39974869
Pre announcement
(-15, -1) 0.09123456 0.12445166
(-30, -1) 0.75845344 0.74327474
Post announcement
(+1, +15) -0.5872025 -0.80099394
(+1, +30) 0.79982646 0.78381977

Note: ** * means statistically significant at the 5 per cent and 10 per cent levels, respectively.

Referring to Table 6, more than 70% of stocks were deleted due to financial ratio benchmark. This could explain
why there are drastic changes in the composition of the new FBM Shariah index. The market is sensitive to the
reaction of the deletion stocks as these stocks are not Shariah compliant in the sense that their debt facility and cash
are not Shariah compliant.

Table 6. Reason for the deletion

Description Percentage
Debt more than 33% 37%
Cash more than 33% 34%
Both debt and cash more than 33% 0.7%
Other factors 20%
No information 8%
TOTAL 100%

5. Conclusion

This paper examines the impact of the recent announcement of new changes in the Shariah screening methodology
by the Malaysian Securities Commission on the Islamic capital market. The new development of a revised of Shariah
screening methodology is an effort to increase the number of traders as well as playmaker in Islamic capital market’s
(ICM) and integrity of Islamic stock can also be strengthened. We use an event study method to see if the changes
have a significant reaction from the market, specifically, from investors and fund managers. On the announcement
date, that is, on 29 November 2013, 158 non-Shariah compliant stocks were removed from the previous list of
Shariah compliant stock that was issued in May 2013 and 16 stocks were added to the approved list. Out of 158
non-Shariah compliant stocks, only 137 stocks are available for the analysis. For the Shariah compliant stocks, only
16 stocks are included in the sample. We find an immediate but short lived negative impact on the stock returns
towards the deletion, but none towards the addition of new stocks to the Shariah index. This immediate and short
lived negative impact may be due to selling off activities by individual investors. Since institutional investors are
more sophisticated, the impact may be delayed as according to the Securities Commission guidelines, they have until
six months after the announcement date to dispose the stocks that are removed from Shariah status. There is no
significant impact on stock prices that are added to the Shariah list may be due to fact that the current portfolio is
already well diversified (as there is a large number of Shariah stocks in the Shariah index) and that there are always
substitutes stocks for the new stock added in the current portfolio. Thus, it may not require them to do immediate
rebalancing. In addition, the announcement has no significance to the Islamic capital market, which is a proxy by
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FBM Shariah index. It is consistent with the efficient market hypothesis.
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