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ABSTRACT 

Shan 'ah screening is a methodology to screen out stocks and build Shari 'ah compliant indexes. 
However, currently Shari 'ah index providers are employing different kind of screening criteria 
which seems to be hampering the headway of the industry and, subsequently, hindering the 
globalization of Islaruic equity market. Therefore, this research aspires to investigate the 
differences and similarities in the Shari 'ah screening norms of the five leading Shari 'ah indices 
namely Dow Jones lslaruic Market Indexes, Financial Times Stock Exchange Shari 'ah Global 
Equity Index Series, Securities Commission Malaysia, Standard and Poor Shari 'ah Indices and 
Morgan Stanly Capital International Global Islaruic Indices and aims to propose framework to 
harmonize those differed criteria. Qualitative methodology is employed to carry out this 
research. The interview is also conducted using Delphi techuique with the panel of scholars and 
practitioners after identifying the disparity in the Shari 'ah screening norms from the literature 
available. The findings suggest that the there is an urgent need to harmonize Shari 'ah screening 
norms in order to facilitate cross-border investments. The study finds that the decision to include 
weapon and media industry should be left with the respective Shari 'ah body due to their 
subjectivity. The companies involved in human engineering should not be incorporated in 
Shari 'ah-compliant investments. Mas/aha aspect of a company may be taken into account during 
screening. The benchmark for cash compliance should be 33% and market capitalization and 
total asset should be employed for computing Shari 'ah index. It also urges to conduct Shari 'ah 
screening operation annually. Furthermore, the study proposes the precise framewmk to attain 
harmonization. In addition, it is anticipated that the undertaken research should pave the way 
towards harmonization of Shari 'ah screening. Finally, based on the findings, the researcher 
recommends carrying out future research on the methodology of purification. 
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CHAPTER ONE 

INTRODUCTION 

1.1 BACKGROUND OF THE STUDY 

Islamic capital market has very crucial role to play in the process of developing and 

widening the scope of overall Islamic financial industry. The vehicle of Islamic finance 

will not be able to run without the prevalence of the vibrant and resilient capital market in 

the system. The very absolute abolishment of riba by Islamic doctrine in all forms of 

financing and business dealings has confined Islamic banks, Takaful and other sectors 

largely to the investments activities. In addition to that, capital market is the top avenue to 

invest and borrow money. Consequently all Islamic fmancial institutions have to venture 

their deposits, savings and surpluses in the stock market ultimately (R.ushdi, 2006). 

However, the key function of capital market is to channelize funds from surplus 

unit income to deficit unit income to allocate the resources efficiently and to carry out the 

business projects. Similarly, savers invest in equity like stocks or debt-base instruments 

like bonds; securities are generally fixed-income generating financial instruments with 

specific time frame. Whilst the subscribers of stocks are not assured of pre-determined 

profit neither are they periodic as security (Mishkin and Eakins, 2009). Thus, based on 

their fundamental and apparent characteristics it can be deduced that investments in shares 

is less problematic from the Shari 'ah perspective in relation to bonds and securities 

wherein profit is fixed and pre-determined. Additionally investing in stock is relatively 

more akin to the Shari 'ah principles if certain conditions are observed (Rodeny Wilson, 

2006). So the research and development in this particular phenomenon is very much 
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needed with respect to structuring innovative products and furnishing with sound Shari 'ah 

framework. 

Although stocks in appearance are rather compatible with Islamic rulings of 

transaction, additional examination is required to confirm the degree of compliance with 

Shari 'ah since stock comes along with ownership. The subscription to shares in a company 

is considered, under Shari 'ah, a proportionate ownership of the company business and 

assets (Shariq Nisar, 2007). Muslim investors therefore cannot own a company that is 

involved in any non-Shari 'ah compliant activity. The non-Shari 'ah compliant activities 

range from having a line of business that is considered impermissible such as investments 

in the arms industry to the dealing with interest while managing the financial affairs of a 

company like taking interest based loan. Due to the prevalence of interest-based 

conventional banking system, most of the companies in today's world end up dealing with 

interest even though it is not part of their major business activities. These companies 

would not qualify for Shari 'ah compliant investments. Such a component had kept the 

majority of Muslim investors away from the stock markets for a long time (Kamal MA 

Mian, 2008). 

In 1987, a panel of leading Shari 'ah scholars agreed and arrived at certain criteria 

in order to enable Muslim investors to own, hold and trade the shares of the listed 

companies in view of the current market scenario and acknowledging the significant role 

played by the listed companies in an economic system. Justice Muhammad Taqi Usmani 

from Pakistan, Saleh Tug from Turkey and Sheikh Muhammad Al-Tayyeb Al Najar from 

Egypt were the prominent scholars in that team (Kamal MA Mian, 2008). The idea behind 

the approach adopted by these scholars is that it is almost not viable to carry out financial 

activities purely in harmony with the principles of Shari 'ah, though the companies whose 

core business does not contradict the Shari 'ah tenets. This simply connotes that Muslim 
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investors will not be able to take part in an essential section of the world financial system. 

Therefore, it is imperative to investigate vigilantly the non-Shari 'ah compliant components 

in a firm and look for techniques and ways to either prevent them or handle them in a way 

that would be consistent with the tenets of Shari 'ah. The scholars had developed the 

Shari 'ah screening criteria of the stocks and ruled that Muslim investors may trade stocks 

of the companies which satisfy certain conditions and criteria. Thus, Shari 'ah scholars of 

the present time have put forth various criteria to defme the maximum degree of 

compromise which could be considered acceptable under Shari 'ah, given the current 

business trends (Muhammad Imran Uthmani, 2002). 

However, the fatwa given by the Shari 'ah scholars was actually an eye-opener to 

other Islamic financial institutions in offering Islamic equity funds. Islamic funds were 

later offered in a large scale but there was no Islamic index to help rank fund performance. 

As a result, some institutions used the existing conventional indexes as the benchmark for 

their investments funds. Other institutions used their own internal Islamic equity 

benchmark. This scenario did not earn investors' confidence in Islamic funds, thus the 

creation of an Islamic index became a necessary (Security co=ission Malaysia, 2009). 

Islamic index is structured by including stock of companies that are approved by 

the index provider's Shari 'ah supervisory board. The index shall be maintained based on 

stringent screening and review process. Some Islamic indexes have few levels of screening 

which will be followed by monitoring the approved companies. Throughout the 

monitoring and review process, which may be done quarterly or semiannually, if the index 

provider fmds out any of the company breaches the Shari 'ah parameters, they shall be 

detected i=ediately from the Shari 'ah index ( Securities co=ission Malaysia, 2009). 

Currently there are several index providers throughout the world that continue to 

create maintain and disseminate Shari 'ah indexes. However, The first Islamic index was 
' 
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