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INTRODUCTION

THE EMERGENCE ORANIIC ECONOMICS ANBW

1963: Egypt welcomes the first Islamic financial institution, the Mit Ghamr Local Savings
Bank. The birth of the latter triggered the revival of an ancient field: Islamic economics and

finance, which has as a primary objective the following motto:
How toreconcile Islamic beliefs with modernity to achieve development and prosperity

This new phenomenon rapidly extended to Gulf Coast Countries, with the establishment of

the Dubai Islamic Bank in 1975, and the Kuwait Finance House in 1977 and continued its
growth to Southeast Asia (Bank Islam Malaysia) and lately in North Africa. However, Muslim
countries do not form a uniform block; indeed we observe huge differences in the
FLILJX AOFdGA2Y 2F GKS &AKFENAIFIQF g FNRY tI1A&
OGNl yalrOdAz2zya G2 AKFNAIFIQF fl g2 (2 a2NROO23 ¢
O2y @Sy iArAz2ylf Y2RSa 2F FAYIFIYyOAy3Id ¢KS &AKF NR
AyailAlddziazya &aid NHzRE tzhNBrisEibeRoRaba® believersd Sorid® &

their life faithfully.

Therefore, banks and financial engineers had to emulate innovation and creativity to find
analogous alternatives to conventional loans, project financing and others tools existent in
the western world. Decades, in somesea centuries of colonialism delayed and prevented
the development of Islamic finance in the Arabic world, where the domination of the
westernbased financing was preponderant. The progressive fall of colonies empires as the
ones of England, France for tasce after the Second World War helped to develop a
financial system more in accordance with Islamic law. Islamic economics is not a recent
concept as some advocate but rather the reconciliation with past traditions of Islamic
commercial systems spurredylthe revelation of Islam by the prophet Muhammad (PBUH)

in the 7" century. One must keep in mind that Islamic jurisprudence is rich of Islamic
commercial contracts and attempts to establish a different financial setting. Having the

means to impose IslamiFinance as the norm of financing business in the Muslim provinces,



oil-rich countries are at present the main driving forces behind the resurgence of Islam
precepts in financial activities. Eager to take advantage of their expertise and the appeal of
tremendous growth opportunities in the GCC region for instance, large western banks have
poured their expertise into work. HSBC, Citibank, UBS and BNP Paribas opened Islamic
windows and successfully design financial Islamic products. As observed laterepn, th

recently set up mutual funds to attract rich investors in the Arab world notably.

In contrast with the western world, where religious, ethical, legal and social issues are
LI NOSR YR &SLI N} GSRYX GKS { KI NRI ghlasifigeget 02 @S N

of Islamic principles. The latter refers to three completing sources:

TheQuran, the book of revelations from God and taught to the prophet Muhammad

GLISIF OS 068 dzll2y KAYE D
TheSunnahii KS 02 f K$ RIREEE NRTO Ady 3 (1 KsSandLabtiBneJK S G Q &

TheFigh (jurisprudence), which compiles the precepts/rulings based upon the Quran

and the Sunnah.

{ KFENAF QF &LISOA laffx & @y aestedvely RoS fthe ZaBoMé sources to
acknowledge newly structured Islamic products before tlglivery to the public. Many at

this point, may express the concern of why Islamic finance lacks consensus. Basically,
AKFENRFQF o621 NRa FFNB YSIyd (2 aidlre AyRSLISYRS
skilled scholars asked to certify submitted ficgal products as Islamic if they deserve to be

a2¢ . dzi GKSNB SEAada y2 airy3atsS dzyade 2N I a
02FNRa® 2KAfS a2YS LatlrYAO Ay@SaaySyd oty
compliance needs, others possessithewvn. As a result, thisnay laygrounds for agency

conflicts between financial institutions and the Islamic compliance boards remunerated by

the former. Notwithstanding, this topic raises interesting questions and the-by@ss of

many in the sector, it we limit the discussion here and leave the issue unanswered as it is

beyond the purview of this paper.



ISLAMIC CAPITALISM O'S WAY OUT

Regularly confronted by modern capitalism, Islam was often seen by western economists or
politicians as a blockad® economic and social development in countries with Muslim
majority population. Looking at the Human Development Index (HDMyslim countries
score poorly with the first Arab state: Kuwait at the3gosition. Most of the Islamic world

lounge in the lav and middle categories of the HDI.

However, Islamic Finance may show its critics wrong and leads the path of a resurgence of
gKIG 6S OFtft aLatlYAO OFLAGIEAAYED ¢NIRAY3I A
the free movement of capital, lals, goods, and information and so on as long as the
businesses comply with Islamic principles. The concept of profit is widely accepted and

dzy RSNERG22R Fa | LISNF2NXYIYyOS YSIF&adzZNBE 2F | 02V
Islam is to be achieved thugh investment in assets wherein if money is to be invested, it

should be through physical ownership of tangible assets with an income stream enticed in

the usufruct of the assét Hence, economic development and prafiaximization are
considered legitimte. In addition, Islam associates the ethics aspect to the behavior of the
OKSNARAKSR daK2Y2 SO02y2YAOdzaé AY GNIRAGAZ2YI
canbe consideredbeing as profiseeking and riskverse as any other agent in the market,
incorporatingl KS SO KAOa &l GAafTrkOlAzy 2F RSFEAYy3 A
function. One may articulate that Islam curb the prafiaximization concept under the
redistribution oF 6 St f G K @Al G KS -takSan ysEamiceharal duly tolgivel ¢ o | f
LI NI 2F 2ySQa ¢SEHEOGK (2 OKFENARGASaE® LG A& as
orphans and widows left behind and less privileged. Accordingly, Islamic principles are to
ensure the profitmaximization goals are achievedrfgiand greatly emphasize noepts of

justice in so doing.

Mahmoud El Gaméalinsists on the preemptive role of Islamic finance and economics in
preventing injustice in business deals and the abuse of credit markets. Indebted individuals

lured by the promotion and easy use of credit are overwhelmed by the charging of interest

! Human Development Index 2004 ranking
26{ GNHZOGdzZNRA Y3 L&t FYAO CAYLYOALf tNBRdzO
t

d LIMoTXZ HAONCZX
aLatkyYaod CAYLFYyOSY [ I ¢Z579MaBmo@d¥EGahal | y R

ac
NI OGAOS¢ LiJn



over interest when default is persistent in modern economies. More often than not, when
an individual constantly defaults on its loan payments overwhelmed by interests, collecting
debt agencies face great difficulties in enforcing payments, even with an apa®p

installments scheme.

For instance, in France, the law fixed an interest rate ceiling to be charged by financial
institutions demarcating a lawful rate. In 2007, a person who is negative in his current
account, may pay a maximum interest rate pepatif 14,44 % without fee commission
(more or less 0,08 % of the total sum). In good times, consumers may not mind and diligently
pay their payments omissions, but in less favorable times, they may feel constrained and ask
for a temporary relief. Howeverfinancial institutions are no charities and as economic
conditions deteriorate and credit tightens, they are less inclined to allow for delays in
payments. The recent stfirime crisis offers an interesting case for such situations. As more
and more househlds began defaulting on their mortgage payments forcing the burst of the
housing bubble, mortgage securities overly traded in the market forced major financial
institutions into writedowns (the value of their securities decrease rapidly). This created a
AAYAYydziA2y 2F @FtdzS 2F FaaSaia Ay GKS ol ylQa
US and overseas banks, having engaged substantially in mortgage loans when credit was
cheap and the state economy in good shape, are at present calling forddigfuse illiquid
assets. Foreclosures are mounting and the Fed is regarded as the rescue boat to inject more
liquidity in the market. Therefore, as long as the economy performed well and consumer
confidence at a high level, loans were easily granted farge pool of households with
limited checking on their credibility. Risk was passed through to investors thanks to special
vehicles and cleared off poor assets of their balance sheets. Legally compelled to buy back
those illiquid securities, American asdme European banks face great difficulty matching

their shortterm liabilities.

On balance, Islam lauds peenptive actions to curtail potential harm those living under an
LAftFYAO adradS FyYyR 6KSGKSNI GKS GSNY aLat!l YA
interpretation. But Islam is to encourage the economic and social development of society
KFyR Ay KIYyR® Latly tAGSNItfte YSIya aadzYAa:

teachings as faithfully as possible and imparts on welfare, wherein edohdual is offered



basic needs.Classical writings provide a helpful framework on this regard, via the setup of
GalRFIlFE OOKINRGEROSE aGol ljTFé O6O0OKIFNRGI oYISE 4 NHza
(fisc) and a central body to organize publevenues, taxation, pricsetting and a social

security system.

The critical review of the conventional interdsased system eased the emergence of a
Profit-LossSharing (PLS) mode of financing, through which investors are entitled to a share
of the proft/loss by taking risk. They participate in the upside as well as in the downside if
any losses occur. Islamic banking is structured as a PLS system whereby banks serve as
investment agents on the behalf of depositors and work closely with companies t@eensu
succesful ventures. Project finangéMusharaka, Mudaraba, Murabahlstisna andjarat

are the most appliednvestment vehicles with which banks manage their risk and match
their liabilities. Under islamic principles the role of the bank is posed as a privileged partner
to complement its primary position as a financier and assess, monitor and sometimes
executeprojects (hence the appropriate use of due diligence). In an Islamic profit sharing
contract, the return on capital will depend on productivity, and the allocation of funds will

be primarly based on the soundness of the project (Tarik S.Zaher and Kazini2803).

Consequently, the emergence of Islamic mutual funds is of no surprise and naturally deals
with an increasing demand for Islardompliant equities from socialgesponsible investors.
The latter see satisfaction from both sides: the posgjbof investing in the stock market

FYR GKS Y2NIf Rdzié G2 O2yF2NX (2 GKS {KIFINAIQ
PROHIBITIONS IN ISIE& FINANCE

So as to better explain our fundamental approach in evaluating the performance of Islamic
mutual funds, one must understand the basimlpibition items in Islam and the logical

reasoning behind it. Four main prohibitions in Islam are prevailing:

*In the Appendix, the first table gives a more exhaustive list of investment vehicles and a short explanation for
each.
61 O2YLI N} GADBS adNBSe 2F LatlFYAO CAyLyOS FLyR . FylAy3



A. PROHIBITION OF RIBA

tKS O2yOSLIJi 2F GNAROlF¢ A& y20KAy3a ySé IyR |
Judaism and medieval Christignwherein the fundamental motivations of the ban on usury

GSNBE (KS aa20Att ¢St TFINBéE 2F (KS®az20AS0Ge 27

However, inmost western economies, banks and other financial institutions structure loans

and other debtfinancing tools around the payment of interest. It represents the primary

source of retribution after the repayment of principal, and its fluctuation dependshan t
risk-component affiliated to the loan. Therefore, we considerate that the higher the risk, the

higher the interest rate. Other commission fees, mbject to change, constitute a fixed

income and a complementary source of revenue from the loan. Honvdskam forbids

formerly this type of structuring, where interest payments are the central part of the

LI &8ol O]l AyO2YSd ¢KAa O2YLRYSyd Aa OFftfSR aN
@ t dzS 27T Y2ySe I a ONEB &G f Al SRianity 8Timel K S i
appreciation/depreciation as an essential component of an object value is naturally accepted

by Islam. The interdiction has to do with the unproductive aspect of lending money for itself

and add an interest factor to it. It ought to serve druxtive means and the lender must
participate in the rewards/losses that come due to the money injection for a particular
Ay@SaaySyadoe ta | NBadzZ 4 O02YLRdzyRAYy3a AyidSNEB:

inducing a ban on such practices.

"Thosewho eat riba (usury) will not stand (on the Day of Resurrection) except like the
standing of a person beaten by Shaitan (Satan) leading him to insanity. That is because they

say, "Trading is only like riba or usury, wherédlah has permitted trading anfbrbidden

riba. So whosoever receives an admonition from his Lord and stops eating riba shall not be
punished for the past; his case is for Allah (to judge): but whoever returns to riba, are

dwellers of the Firei KS& g Af f Quoak, RiSaqaidk(SNIBEA Y €

I OO2NRAY3A G2 GKS +02@S {daN»rz Laftly ¢SftO02YSa
potential injustice) and Muslims are highly advised against it. In transactions deemed in

accordance with Islam, the rate of return is a function of #sset portion of the transaction

SaAYUSNBAG AY YLAAIRBNA G GREYBA QA O ¢ LIIMoS Hnancs ! 6Rdz |



dzyt A1S aGNROIé€>X GKAOK Aa (GUKS AyaGSNBaid 2y Y2y
finance to be essentially assbased (e.g.: the purchase and subsequent leasing of a house)

and money in the transaction represennly the means of payment. The process of passively
ONBIFGAY3 Y2y Se F2N) AdaStFT Aa GKS SaasSyosS 27
ought not to be a subject of trade and no profit can be earned from the exchange of said
currency. However, onmay engage legally in the exchange of different currencies and turn

a profit from it. As a result, Islamic financial institutions ought to invest in the real economy

with undertaking of business risk and avoid passive speculation/investment (e.g.: carry

tN} RS> 02y @Sy idAz2ylf o02yRavz Ay | OO0O2NRIYyOS gA
for the one bearing liability for loss¥&s @

{OK2fFNB RAFFSNBYOGALIGS Gog2 (GelLilSa 2F aNRol ¢

&/ NB R Ads stridly Gorbéden in the Quran: exchange by sale of one kind for
another kind or for a different kind along with an excess in the volume or the weight

against the delay of payment (Abdulkader Thomas 206

a { dzNLJ @@mdhe NUnm@ah).can increase in one of the two meu-values over the

other; that is, pure excess, with no delay of payment (Abdulkader Thomas®006

GwAol é Aa ySaAFriArAoSte OKIFNIOGSNRTI SR Ay (GKS 1L
burden on the poorest. Following Sura 2:280 of the Qurain K Btor, i Short of funds, must

be given respite, until he is w@l ¥ Wwhée it is common practice to give financial penalties to
late-payers in most western economies. If any exist in Islamic Finance, those are given away

to charities insteadr simply refective of incurred administration costs

B.PROHIBITION OF GHRRA
lff LINPRdAzOGA 2F O2y (NI Ola O2ylGlFrAyAy3d aDKI NI
GSNX¥akO2YLRySyidia 2F Al Ydzad o06S Of S N¥me fIFAR
AKIFNRAF QI NBI|dZANBa |o0oaz2ftdziS OSNIFAyde 2y |I|ff

a1 FfFE a2NI3IF3IASE LIMNS HAanTE al NB2NAS WoO{Ay1lS

® Narrated by Ahmad and the authors of Sunan with a valid chain of narration

SOAYGSNBAG Ay LafLEYAO 902y2YA04Y OmaBRSNAGE YRAY3I NAOI €
PaayadSNBad Ay LathFrYAO 902y2YAOAY dzy RSNEGIYRAY3 NRAOL €
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LISNYAG F O2yiNY Ol 6KAOK YI& NhRasS 2dzi 2F GK:
6al22NAS WO{AY]1S HANTOD Pf GA YL Gideie@ iBvalid £ O2
and illegitimate on the grounds that one party could suffer from the uncertainty left
dzy NS a2t SR Ay GKS O2y 0N OUOd ¢KdzA>X aDKIF NI NE |
leave no space for speculation and asymmetry of informatiorcivinnight lead one side to
AYLI2&S | 0dz2NRSYy 2y GKS 20KSNY¥ hyOS F3lFAyz
contracts enforce justice and limit deception, on the basis that mutual benefit should arise

from the formation of the contract and exclude éhsale of items with nospecified
characteristics or no substance. In An§laxon law, even when the terms of the contract

prove to be unjust or detrimental to one of the parties involved, jurists only assess the law

procedure and not necessarily the stdrsce of the terms.

Nevertheless, one will argue that intrinsically all contracts induce some uncertainty and it is
RSSYSR AYLRaairotsS G2 ftlFe& 2dzi Fft GKS yAOS(
RA&ZGAYIdzAaKSR 0Si06SSy Y apymy e toSceriteSpotaty S & 3
GNF yal OGA 2y &-@Gdmal @K 20RSNEAY XS G3IKIENFNE (G2 |
Fff26SR dzyRSNJ OSNIiIAy O2yaidNIAyda Fa Ay aal
there is a genuine need to develop industrial and NJ&A Odzf G dzN> £ F QG A GAGASa
2F altS R2Sa y2i SEAadG Fd O2yGNI OG AyOSLIA2
Gamal 2008).

C. PROHIBITION OF MARSI

Maisir means a game of chance and entices the prohibition of gambling and investment in

business related to it. Here is what the Quran says

¢ LYy 020K 2F GKSY GKSNX A& 3INBFG KEFENY |fiK2
YSYys odzi GKSANI KFEN)XY A& Yd@RKIDINBF GSNI 0Ky GKS
Gh @&2dz 6K2 0StASOS AYyU2EAOFYyG& oOF f tAnshbAy R 2 7
(waysfor seeking luck) are an abomination of Shaitan (Satan). So avoid strictly all that

(abomination) in order that you may be successful:Q&ran, AlMaidah (5:90).

el
2oL

Q¢ Qx

fFYAO CAYLYyOSY [F635 902y2YAOHamay R
£ YAO O8SY [Fs3 90

t NI
CAYLlY 902y 2YAOdamhay R t NI
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It is commonly agreed that gambling induces a high risk and could cause harm to individuals
to the point of bankruptcy. Thereon, certain types of derivatives traded-tiveicounter are
prohibited, because if any gain occurred it is rather from chance than any productive means.
Likewise, futuregontractsand optionsare disregardd as their imgkd volatility isgenerally

high butX forward, currency swap, shetérm commercial operations, if adapted, can find

their way in Islamic Finance.

Thereof, adding to the prohibitions of Riba, Gharar, and Maisiis, understoodthat the
traditional bl A Yy Saad 2F AyadzaNI yoOS 6502YSa GKINIYET A
uncertainty element is persistent and each individual pays a premium according to his/her
GNRAA] LINRPFAESeéd C2NJ Ayadl yoOSsz | &d ideirancecR NA S N
coverage while as time goes by, the extra premium diminishes and a bonus for safe driving is
granted. Thus, the insured is never sure when he/she will be enticed to the contracted

0SySTAlUaE yR KAa O2yalANiEdziaSTsK INF NEfSSYSy 4 27

LA (0KS LINPKAOAGAZ2Y 2F aNROol ¢ NBESOFyld G2 (K
investment of the collected premiums or subsequent profits, which insurance companies
diligently put into work through fixethcome instruments invovy 3 Ay G SNBald | Yy RK:;
trades (elaborated below). An alternative has been developed to cope with the interdiction

2F O2y @Sy A2yl t AyadaNIyoOS yR Aa OFfftSRY ac¢l
based on the mutual principle of coverageéis alternative dates back to the second century

of the Islamic era, when Arabic cavaliers in their campaign of Islamization, or simply for trade
purposes (caravans of goods) created a joint fund to compensate for losses due to robberies,
attacks, accidgia SO OP® ¢ KSNBAY I Takafl Borkd dRhe Sahatior2 y LI |
principle according to which individual rights are given up to indemnify the losses
reciprocally. In the Savings part, individual rights remain intact undéualarabat®

principle andthe contributions along with profit (net of expenses) are paid to the

L2f AOeK2f RSNA |G (GKS SyR 27F LktArde (¥YN¥Y 2N 6

¥ A Murabaha is a contract of sale wherein the seller stipulates his cost and a fixeeumark
Ya1y AYGNRBRAZOGAZ2Y G2 ¢l 1FFdzAY Iy 'fAOSNYFGAGS (2 LyadzN

12



D. FORBIDDEN TRADE

Another dimension of Islamic finance is the prohibition of certain kinds of trade listed below

condemned by Islam as K | Nan&unfruitful to the society
Alcohol
Pork production
lllegal / intoxicating drugs
Gambling
Pornography
Arms production

Investingin the common stock of companies with respect to the above restrictions is
allowed and meant to contribute to the wdbleing of a saety. Consequently, the list could

be extended to environmentaHlgestroying companies, sweatshops (clear denial of
employ Qa fF 02N NAIKGAOYE KdzYlty Of 2y Ay 3 Ay Rdza (i NJ
by ethical and Islamic mutual fundblaturally conventional financial institutions are not

LISNX¥AGGSR SAGOKSNI Ia (kSeé RSIFf YlaaargsSte gAGK

Moreover, investingn leverageedfirms is restrained on the provision that heavihdebted
companies ought to serve a considerable amount of their revenue in interest payments
(@ w A)0Ths, it is recommended to avoid such companies and if no alternatives exist, the
ratio of debt to their market capitalizatiorought not to equal or exceed 33 %. The latter
ratio is subject to criticism from experts in the field and as a result it may be disputed from
one jury to another. But commonlgxcluded are the companies withe following ratios

equal orsuperior to 33%

 Total debt divided by trailing 2honth average market capitalizatibh

' This ratio is opened to question as it refers to a hadith narrated by Sad, wherein the prophet) (f8dIH
d'Onethird, yetevenonel KANR A& (22 YdzOKeé O2yOSNYyAy3 | [jdzSadArzy 2

13



f ¢KS adzy 2F GKS O2 Y LbesriagQsecuridds ditided- by R A y

trailing month average market capitalizatin

1 Accounts receivables divide by trailing 12month average market

capitalization

CKA& YS(iK2R2ft238 Aa ¢6ARSt& dzaSR FY2y3 {KINRI
list of stocks deemedt K | fad thieéDow Jones of Islamic funds Index for instance. As one
Oty Slhaiafe LAOGd2NE AdGx + O2YLIl ye OlFy Shaife
criteria is no longer met. In 2000, Microsoft was excluded from the Dow Jones Islamic
Market Index &er a surge in interest income (Bokhari 2000). These limitations are mainly
directed at nonMuslim operated companies. For further information, the reader can find

attached the stock pickingrocess by the Dow Jones Islamic indices in the appendix.
ISLAML/ a} ¢ ! [ ENGES5 Q{ 9 ({{

An Islamic mutual fund is managed by an investment company which initially raises money

from shareholders and invests in a group of assets with specific exigencies. In the case of
LAt YAO SljdzA G & ¥ dzy Ra >compfiaht adcaiding io dhe MsiriEtions 0 S { |
mentioned previously. The second step will be to open the fund to public investment via the

sale of shares in the case of opended mutual funds. In closed mutual funds, the
investment opportunities are offered to lanited set of investors or simply require investors

to keep on their shares or wait for a buyer (rather illiquid). Thereafter, the money raised is
dzZaSR G2 o0dz2 | RAGSNRS aSi 2F aiu2014az 4&dz] d:
Participants in the fud become shareholders and receive an equity position on the
underlying securities of the fund. The performance of the fund is measure through their
daily/monthly returns. Most mutual funds bring diversification and professionalism benefits

and for those onsiderations, they charge a fee (management and load fees) and for some a

redemption penalty.

'® This ratio is litigious and scholars argue that it could vary within an acceptable range of 5 to 15 %. However,
the Dow Jones index follows a strict acceptance a t 5 %, which seems to impose itself as a standard in the
AYRdAzZZGNE 2F aKIFINAFQlI &ad201 aONBSyAy3ao

14



¢2 | OKAS®S G4KS LINRPLISNI aONBSyAy3a 2F aidz2014acz
Boards to allow licit investments and the enforcement of Islamic etincghe fund
management team. This aspect constitutes a positive feature for individuals willing to make
GKEFEEFEE LINRPFAGA O LINSYAdzY oKAOK OFy KINR
participation varies according to mutual funds. But one must keep in rthadl Islamic

equity funds at the beginning targeted only wealthy individuals and large institutional
investors. A position that allows them to deploy a massive pool of capital and possibly
influence the corporate governance of invested firms especidlheifund is located in small

regional markets (increasing interaction).

In our study, we focus on opened Islamic mutual funds and exclude closed ones where

information on performance and structuring is nearly inexistent.

We also concentrate our researan investigating differences of cost and disclosure of

information within Islamic mutual funds.

THE RISE OF ISLAMUOGTUAL FUNDS

¢KS O2yOSLIJi 2F adzidzrf FdzyRa Ay Laftl YAO 0O2dzy
investment vehicle wherein a syndteaof investors invests their capital in one or more
projects/companies to share profits or possibly losses called PLS ventures. In Islamic
countries at the moment, PLS ventures are associated products offered mostly by the
investment branch of Islamic biror by the Islamic window of western banks. Common to
musharaka and Islamic mutual funds, risks and rewards are shared according to the equity

participation of each investor in the panel.

Islamic mutual funds have increased tremendously during the pasetdecades but more
importantly during the last 15 years. The industry reached its peak immidn 1= g KSy a i
dot-com bubble burst, investors worldwide rushed to safety, existing equity funds [] in favor

of hedge funds, fixethcome securities and reakstate. The Islamic finance industry was no
RAFTFSNBYG G2 02y @SyidAz2ylf FdzyR4a wX6 FyR az2f
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GKSANI O2y @Sy idAaz2ylf O2 dzt ThetdofNdné €an éxpetKrioA f W
difference in behavior between Islamand traditional investors; performance remains the

Y2al RSOA&AADS ONRGSNR2Y 2F Yy AYRAGARAZ f Ay«
are likely to lose out to top ones, even though the evidence is mixed about their subsequent

&SI NA Q Sbideladebdftd t avoid funds with persistently poor performance while

funds with high returns in the previous year achieve higih@n-average expected returns

next year exclusively (Mark M.Carhart 1897 Passively stockholding of winners triggers

superpr performance over holding past losetdsjuLang Chen, Narasimhan Jegadeesh and

Russ Wermers 1949. Following a relative strength strategy does ensure one to obtain
abnormal returns neither does an active trading approach (Brad M. Barber and Terrance
Odean 2000).

According to the Islamic Funds World 2003, in a presentation offered by TeRidghl, only

29 Islamic equity funds (IEFs) in 1996 were available while Failaka counts more than two
hundred of such funds according to its latest list as of November 2007. Total assets have
sprung from $800 million in 1996 to $3,6 billion in 2003 and even mameey is to flow in

as better coverage and marketing of these funds reach their target. This growth created
investment opportunities in a broad range of sectors: real estate, private equity, health care,
technology, power project financing, transport and@oto name a few. One must keep in
mind that equity investment opportunities were scarce before the emergence of IEFs. The
spectacular rise responds to a need from rich investors in Islamic countries to fructify their
OFLIAGIETET Ay &KL fifythek risk godfdial which 3 Rutul fudiiSoNeEs best.
Naturally, Muslim or sociaHgesponsible investors expect their mutual fund to perform
better than the market, that is why several indices have emerged to provide a sound
comparison of performare between funds and their respective benchmark. This will

ultimately improve the supply of information and spur Islamic mutual funds to improve

Af oFYylAYI FYR FAYIyOSY 3f20Ff OKFEfSyd

YaLatF YAO NBGI
G§SyO0S Ay adzidztf CdzyR&a t SNF2NXI yOSé¢ LlymzI wmd

Bahy LISNAAA

®The Value of Active Mutual Fund Management: An Examination @tihekholdings and Trades of
Cdzy R al yI 35S N& ¢LanglEhen, Navegiopgarz Jedadedsdzand Russ Wermers.

0 |slamic Equity Fund Workshop 20080 overview of islamic finance and the growth of Islamic fulidsg Ad
Rifai
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accountability to their current/potential investors, so as to permit participants to know best
and make informedhoices. So far, the industry failed to appeal largely to wealthy Muslim
investors. Indeed, some remain indifferent to the Islamic argument and stick to conventional
equity funds. The reasons are diverse: conventional mutual funds are often cheaper; one
investor can easily go in and out at no cost (Magellan, Vanguard etc.) manager experience,
higher transparency and so forth. Wealthy individuals are the likeliest to invest a
considerable amount of their savings in equity positions, and as a result, |Stamigl

funds ought to perform as well as their conventional rivals besides the Islamic screening
premium on offer. Otherwise the redemption line may well lead to the liquidation lane for
some. The US, as of December 1997, list8d@®mutual funds and Eape 10269, with total

assets of $4,465 and $1,360ilton of assets respectivély While Failak& counts 297
Islamic funds (balanced, mixed, equity) with total net assatiaing $17,33 billionin 2007 A
conventional American mutual fund is on averddetimes bigger in size measured by assets
than its Islamic peer. Managing larger pools of assets allows for economies of scale and
lower costs of management and administration. A later section in the study will make a
modest effort to compare the relativestructural cost of the three types of funds:

conventional, Islamic and ethical.

hyS Ydzad 1SSLI AY YAYR GKFG  {KFENAFQF O2YLIX A
to sociallyresponsible companies which are in good financial shape, with lowtdetdpital

ratios. This eventually leads to a reduction in risk. It takes a little knowledge of economics

and finance to figure out that risk is a vibrant element in the determination of returns.

Consequently, this research will pose the following resegrastions:

A Do Islamic mutual funds outperform their peers or suffer from upeeiormance

after accounting for conventional measures of risk?

A Do they suffer from lower diversification?

1 6A Comparison Between the Eapean andi K S | ®{ ® a dzii dzb28, 20022¢ger Otteyi R dz& (i NEB
andMark Schweitzer

ZaCHAfLI 1l b2OSYOSNI vdzk NIISNIF & wSLRNI HnnTé Lk GKS ClkA
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Those questions all lead to enquiring if there is a fundamental toobe an Islamic mutual

fund and determine any consistency in under/oymrformance.

So far, two major institutes created indexes to allow fund managers to benchmark their

performance:
The Dow Jones Islamic Fund Index
The FTSE Global Islamic Index

Deriving from those indices, others were established by sector to allow greater flexibility of
performance comparison by industry. As such, we find for instaheeDJ Islamic Market
Technology Indexhe DJ Islamic Market Europe Index, and the DJ Islamic MaskatPacific

Index. The Dow Jones indices contain stocks from 34 countries and encompass 18 market
sectors, which makes it the most prominent benchmark at our disposal. More information

on the segregation by geography and activity is available on thdisite?>.
DIVERSIFICATION LTH|

¢KS dzy A OSNAI € aSi 27 Ay@gSadySyid G2 adzafAiva
Islamic investors enjoy a lower diversification benefit than their conventional counterparts.
It may also be argued that global invesimis opportunities are so extensive that these

differences in diversification are minor.

In the case of a beastock YI NJ] SG> KSNBAY (0KS YIN]JSG OF L
compliant securities declines, increagithe debtto-equity ratioand hence redcing the set

of investment opportunities. As Islamic mutual funds start to get rid of those unwanted
securities, their common behavior could well drive down the prices of these stocks (Salman

Syed Ali20080 @ / 2y aidl yite NBI R2dmainvola a higherddrbdlief 2 f A 2
ratio and increasing transaction costs (selling and buying stocks for readjustment).
Consequently, they add to the bearish trend by selling said shares. Nonetheless, the size of
Islamic mutual fund niche remains limited amtluces a limited impact on major stock

markets but as they grow. It will be interesting to observe to which extent their action

2 http://www.investaaa.com/under The Dow Jones Islamimdexescategory.
aLaftlkYAO [/ FLAGEE al NJSG& t NBRd26 Ganvan Sy8da620a5Ly Sy a4 + y R
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impact the markets. To offer the reader an approximation of the difficulty of the task of

{ KI NAI QF O2 YLX A hiy papearafertp a preséntationi given/by Al Bafwa

equity fund in 200&°. They selected a set of D00 potential investable stocks and apply a
{KFENALF QF aONBSyAy3ad hyteé pnn 6SNBE RSSYSR LIS!
demand, is like aumt for golden eggs; it suggests serious restrictions on the ease of choice

for Islamic investors. Furthermore, it rules out a-itkyourself screening because of the
significant amount of time and resources to be deployed. Conscious of the hardship @npose

2y AYy@SAG2NBRI {KFENAFQF 02FNRA& | NB 3INIRdz €&
screening process. One study from M.H. Khatkhatay and Sharig Nisar (2007) relates the
apparent complexity of selecting stocks by using the Bombay Stock Exchanged&g0

where only 28,1 % qualified for Islamic certification.

Oyt I NABAYy3 @2ftdzyGF NAt& GKS {KIFENRARFQF FTRYAAa&aAof
influence the financial structure of companies they wish to invest in, a role similar to an
active institutional investor. This entails holding a block of share high enough to have a
A0NRY3 aleé 20SN) 0KS YIylFr3aSySyid 2F GKS 0O02YLJ
However, such a strategy comes at a caBversification And so far, evenhough it is

growing, the Islamiequity fund sector is still a marginal player with an estimated $14 billion

under management at the momefft

Through this study, we might be in good posture to observe if Islamic mutual funds suffer

from those diversificabn constraints in good as well as in bad times.
{1 PwL! Q! { |QGFISLAMIG MUHTUALNADS

To understand the investment strategies of Islamic equity funds, one must understand the
NREES yR GKS O2YLRaAldA2y 27T ouerkidy taitlielatditiveQl 06 2 |

reader, we rely on the work of Yusuf Talal DeLorenzo on the s@bjdtte latter author

2L atl YAO 3 {20A ff & wSa L2 Prasknied I8Dr. Safed SamnéeiMAldikath v a dzii dzl
in 2000.

%% Mixed, balanced, hedge funds arfuhd of funds are not counted. Details of the calculation are explained
later on.
T KENRF QF  &dzLJS NIIA & A 2 Yusd TalalDéldrén26 A O Ydziidzt Fdzy Ra
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20aSNUSR GKIG tSaa pn 22 2F GKS Aatl YAO Ydzidz
2T a1AftftSR {KINAI QI thisisigifiNddtisiiogaydimpbsiks sabgténtiaNS | & 2
O02ada dzakRry (GKS FdzyRao '!'a | NBadzZ 6 GKSe& YI @&

than internally

¢KS NRf{S 2F | &AKINAIQF 062 NRY

Heavily present in the islamic banking industry, there has been aamioyemand for
AKFNARIF QI &AO0K2f I NB (2 OFtARIFIOS LISN¥YAaairotS Ay

funds.

As slightly mentioned earlier, its primary mission is to ensure the stocks selected are
LISNXY¥AaaAo0ftS o6aKFf &0 kxpdRed NiSthelfifstyparti thedstockk S ON.
invested in or scrutinized shall not involve companies engaged in any forbidden trade,
incorporate an unbearable amount of debt (defotcapital ratio > 33 %), and profit
excessively from interest income ( noperation interest income > 5 %). Keeping these

limits alive and making sure companies stay within this reach requires constant attention

and supervision. Rebalancing the portfolio of stocks is therefore done in close partnership

with the fund managers. Their ®lis assimilated to auditing and monitoring the firm,
OKSOlAyYy3a I O2YLIyeéQa 2LISNYaGA2yas |FyR SyadzN
OLINAYOALX S&a 27F { KI NR I Qundoh gtaek sEléciiog, lindpéctclogelg S& | |
0KS 02 YLJ y eites If @y éddarisonWsipar@issible, the role of Auditors in the

United{ G §Sa OSNIAFTFE@AYy3d ! YSNAOIYyQa FANNXaQ O2YLt

BSNE AAYAEIFNI 02 | {KIFENRARIF QI odghhubdlRpoksybalantea (I &
sheets, financiala G G SYSy da FyR O2YLWz0S FAYFYOAIf NI
NBadzZ 6§ 6S OSNIFAyte FF3INBS 2y GKFG F a{ KIF NR|

YR NB&2dNDSaé 0%.dzadzF ¢l f 5S[2NByl 2

[ 2YLIR2E&AGARZ2Y 2F {KFENAIFQlI 062 NRY

{KFENAFQF FTROA&A2NBXI +Fa FIEN LatlYAO Ydzidz £ Fdz
fl g 2F FTAYILIYOAILET GNXyalOGA2yad [/ 2yaraasSyid oA

B KENRF QF  &dzLISNIIA & A 22, 2usuf TalalDeélorehz0 Y dzii dzt Fdzy Ra&
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GKSY IINB AYGSNYylFrGAzyltfe NS ORphgtigidus fhandiaf R & A
institutions. According to needs, the size of the board could well be composed of 1 to 4
scholars. Indeed, a mutual fund tracking an Islamic index needs much less supervision than

an actively managed fund. So does a small fund coethto a large one, wherein exists an

dzNBS (2 Syadz2NB fFNHBHS LkR2ta 2F Ay@gSadySydaa ||
G2 O2YF2Nl adaAafAY Ay@Sad2NER® , dzadzF ¢+ttt 58
supervisor places himself in a posn of directly representing the religious interests of the
investor ® ¢ KA & -valde td which -aR RI&c mutual fund owes its reputation and

4dz0 AAa0SyOSo® /2yaSljdsSyiatesr OK22aAiy3a +y RS

Their duties in $4oints:

1. Portfolio Purification:impure earnings from investments are to be purified through a
donation to charity, called Zakah (purification). Interestaring investments are one
SEI YL S ¢heal sepdtdteNIhé ipure earnings from the capgalns

and/or dividends and redistributabe rest to investors.

2. Adequate Selection of Stocksieed to comply by every standard to principles of
AKIENRAF QI ® ¢KS 52¢ WwW2ySa LatlFyYAO al NJSiO L

most Islamic funds rely on thes

3. Monitoring Management:i KS a Kl NAF QF 02 NR OFy KSt L) G:
strategies, make sure fund managers stick to Islamic precepts and correct mistakes.
{AYAf I NI & G2 O2y@SyGdA2ylt Ydzidza t FdzyRaxz i
the board of directors, which assess the management of the fund, evaluate the
investment strategies, establish orientations and possibly order liquidation of

positions.

4. Information Reporting:in their moral function, they ensure consumers dispose of
sufficiS v { AYTF2NXYEGAZY NBE3II NRAY 3 GKSY FSSa.

P{ K NR I QFn ofiislahdi Wkl ukdd p3, Yusuf Talal Delorenzo
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diversification, purification process and charities which benefit from it. They also help
AY GUKS LINBLINFGAZ2zYy 2¥ dAfAy3ITa FT2N NBIdA |

h@SNItt> {KIFNRARIFQI in&audz2xekid hesiloNdo proraoke NERn&paréniNIS
Islamic investment operations and enhance communication worldwide on ethical
AYy@SaityYSyld 2LILR2NIdzyAGASa (2 adzatAYa odzi yz2i
comfort Muslims in their investment de@ims and make sure funds are managed properly,

which demands wider information disclosure.

LITERATURE REVIEW

On the subject little has been done to evaluate the performance of this emerging segment of
investment funds. One would explain this by low imi@ation availability from companies in

the industry resulting in the concentration of information within the hands of a couple of
research institutions. Failaka is one of them and makes a serious effort in gathering data

worldwide and synthesize it in cleand concise reports.

The first empirical study was constructed by Fikriyah Abdullah, Taufig Hassan, Shamsher
Mohamad on the performance of Malaysian Islamic unit trust funds from 1995 to*2001

They use Net Asset Values (NAVS) to compare returns ofi¢slanals to conventional funds.

tKSe 02y Of dzRS (KIG aO2y@SyiGaAz2ylf FdzyRa LISNF
economic period and vViec@SNAEI RdzZNAYy3I o6l R SO2y2YAO LISNA?2
categories of investment vehicles slightly ungerform the market and relatively poor

selection and market timing ability for all classes of funds. One important finding is the lower
diversification of Islamic funds compared to conventional funds. This follows the logic,
previously discussed, of a smaller um@ S 2 F aid201a 4 GKS RA&ALR:
Fdzy RQa YIyl3ISNAO®

VA KENRF QF & dzLISNIIA & A 2§10, 2YEsufiTadldl Dedsrer@o Y dzi dz T dzy R&

BaLydSatAaartAazy 2F LISNF2NXIEyOS 2F alftleaaly LatlYAad d
F dzy’ R & gFikmyah/Abdullah, Taufig Hassan, Shamsher Mohamad
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However, empirically this paper finds one major attempt to benchmark Islamic mutual funds
performance and deploy relevant statistical methods. Professors S.Elfakhani and M.Kabir
Hassanin 2002 form a sample of 46 Islamic mutual funds and track their performance
between the ' of January 1997 and 31of August 2002. Considering the relatively new
existence of the field, the median age at the time was 2, 5 years. Their analysis was based on
NAVbased returns from the Islamic equity funds and two set of benchmarks: S&P 500 index

(as proxy for conventiad funds), the five FTSE Islamic indices (Global, Americas, Pacific
Basin, and South Africa) and the Dow Jones Islamic Technology Index (as proxy for Islamic
funds benchmarky. They found no statistical difference in performance of the studied funds
compaSR (2 GKSANI NBALISOGAGBS AYRSE®D ¢KSAN LISNFK
managers are gaining more experience and sense of the nizgkdét ! 3S O2dzZA R | f &2
a bias in this sense. According to the same authors, which limitation we agree un@on, t
timeframe is rather short and focused on the spring of Islamic mutual funds. That is a period
where the industry was still in its effervescence with poor transparency, insufficient

experience in fund management, and a rather limited diversificatiosdone.

The third empirical work on Islamic equity funds from 08/2001 to 08/2006 was conducted by
Raphie Rayat, a master student from the Free University of Amsterdam with Dr. Roman
Kraussl as a supervisor. A group of 59 equity funds was scrutinized, wieh50 % being
Malaysian funds. For that reason, funds were segregated between global, Malaysian and
other (funds investing in their region/country). They found that IEFs updgiorm their
conventional and Islamic indices I%99% and 2.19% per annum pestively (R.Hayat
2006"). Most of the undeperformance observed according to the author comes from the
Malaysian IEFs. Nevertheless, global funds achieved better performances to both
benchmarks (conventional and Islamic). This will set weight on thdityato select winning
stocks and outperform the market. They also found low betas on average: 0,75 and 0,67
when regressed on conventional and Islamic benchmarks accordingly. This implies that IEFs
are safer in bad times and may very well suffer of urgerformance during good times.

One drawback compared to the previous sourBeE{fakhani, M.Kabir Hassan 2002), it is the

2ot SNF2NXYIFyOS 2F Latl YAO adzidzZl £ Cdzy
Bat SNF2NXYIFyOS 2F Latl YAO adzidzZl £ Cdzy
% 5An Empirical Assessment of Islamic Equity Furli dzp50%%, 2006, R.Hayat.

LIMHY HAAHZXZ { ®9

Ra¢
R&¢ LHNX HAanuHI { ®9
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dzaS 2F GKS L9C&aQ LINAOSa AyaaSIR 2F (GKS b! +3
free of investorsentimentconcerningthe LINA OS 2 F andzaddrlly représéniNiBed

intrinsic value of the fund.

In an effort to address potential differences in terms of performance between Conventional
and Islamic indices, Eric Girard and M. Kabir Hd3sampared returns of both indicesy
operating a matckpair analysis. They found that Islamic indices overperformed from 1996 to
2001 and undeperformed subsequently until 208% They did observe lower diversification
among Islamic indices, resulting in a cost of 31 basis points pemamver the average
index. In addition, Islamic indices seem have a tilt toward growth and s@gal/alue stocks

by comparison with conventional indicEsAn additional study by G. Forte and F. Migli&tta
(2007) on Islamic indices offers an assessmenteflatter with Socially Responsible (SR)
indices using quantitative and qualitative measures. The reader will find in Appendix 1 a
useful profile of SR and Islamic indices. Their findings show a net differentiation of
investment style when it comes to piokj stocks, SR indices emphasize on human rights and
environmental criteria while Islamic indices as explained in the first part of our study gives
LINA2NRGE (2 NBtAIA2dza 0SSt ASFad ¢KSNB2y:I {KI
religious filters a applied by the Catholics, Lutherans and so forth. Their approach to

constitute portfolios is comparable.

Considering the vibrant Malaysian Islamic capital market and the rapid expansion of home
grown funds,Rubi Ahmad and Mohamed Alb&ity2006) assessethe performance of the

KLSE Composite (conventional) index in pair with the KLSE Syariah (Islamic) index. They
evaluated the market capitalization of Islamic stocks to turn around $139 billion with 818
listed Islamic stocks. Their results show lowennmes for the KLSE Syariah index but with a

lower risk. Thereof, there is no choice penalty for the Islamic index. They impart the

BEC-AGKSR 9GKAOIE Ly@Saday3ay ¢ RMS, Eric Gifrd anél M.XKabi Hasgary S& L &
% |bid p27.

% Ibid p27

BaLat I YAO Ydzi eatl fa SRdzyFRIZ/ Raa AR A K2 OA | fForie andB.Miglettea A 6f S O
¥EeKS LISNF2NXIFyOS 2F {&FNAIK FYR /2YLRaAiS RyRAOSayY §
Ahmad and Mohamed Albaity.
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discrepancy of returns on a bigger share of large cap stocks in the conventional index, which

may obtain higher returns ine¥eloping countries according to the authors.

Parallel to empirical evidence on Islamic investment, we seize the opportunity to relate one
fresh study on Socially Responsible mutual funds (SRIs) from Luc Renneboog, Jenketer Horst
and Chendi Zhaft§ (2007) Their study finds SRIs undgerforms in most European and

Asian markets but with no evident cost of diversification. Governance and social screens
influence riskadjusted returns positively inversely to the environmertalven ones. Higher
governance tndards induce better reporting of information and companies doing so are
accordingly rewarded. Of the same tone, a study by Meir Stath{2005) fails to ascertain
significant difference of performance between SRI indices and the S&P500, and found highly

correlated returns.

Complementary to previous findings, through this research an attempt is made to compare
returns of IEFs to several benchmarks: conventional, Islamic and ethical indices. Previously,
S.Elfakhani, M.Kabir Hassan in 2002 only assebsédperformance using one conventional
index, that is the S&P 500, and Islamic indices matched by region or country to IEFs. In our
study, ethical indices are added to the analysis and a Fama and FréactoBmodel will be

used to assess Islamic fungerformance in a more detailed manner. The modalities of the
study are discussed later on in the subsequent section. Our main goal is to measure the
significance of the penalty, if any, for investing in Islamic funds over conventional and ethical
funds. e latter comparison has never been conducted and could set a precedent for more

research on the subject.

DATA COLLECTION:

In this section, we give more details on the data used for the performance analysis and the
empirical methods applied. The establishment of partnerships to collect data was central to

the present study and to format a coherent empirical research. Theraoisformal

Ve KS tNAOS 2F 9GKAOAYIDBARSYOS FNRBY { 2 OA Defikbtér Hovsd & L2 Y & A ¢
and Chendi Zhang

* 6Socially responsible indeseComposition, performance amcking errorg 2005 Meir Statman
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requirement emanating from a regulatory body to disclose full information on Islamic
mutual funds especially in tehaven financial places such as the Cayman Islands or even
Bahrain. This is based mostly on a free will and on the accountalfiliynd managers to

their respective clients. Nevertheless, research centers such as Failaka and Eurekahedge
seized the opportunity to gather information by contacting directly fund managers and
creating valuable databases tacking present/past performamieomberg and S&P also
22AYSR (KS ONRGR FYyR Ffaz2 2FFSNI G2 GNI Ol L9
requests for information and through a binding contract ensuring information privacy,

access was provided to Failaka online database.

Thisresearch also owes greatly to Professor Kabir Hassan for having shared his dataset and
therefore allowed for this research to happen. He made available his database on a loan
basis. The sample will be used to assess the performance of IEFs from 19972 f©h200

dataset specificities are laid out subsequently.

The returns are monthly calculated and based on the Net Asset Value (NAV) with all
dividends systematically reinvested into the fund. The first set of data comprises 46 Islamic
mutual funds with NAV @anges from January 1997 to August 2002. However, only 15 have
complete information for this period and 34 funds from January 1999 to August 2002.

Returns were calculated as follows:

~ NAV - NAV-1+Div
‘= NAV -1

Rijis the total return earned for fungover montht, NA\t is the Net Asset Value in month t

and Divjtis the dividend or cash disbursement paid by the fund in mant®.Elfakhani and
M.Kabir Hassan previously selected funds with at least two years of data, which restricted
the number of fundsto 46" As a result, the median age is 3,75 years for the restricted
sample. This could represent a survivorship bias, where the oldest funds are conserved but

no other alternative has been found.

Pa ¢ KS t SNF M myt@ISundF LIMn S HanHE {®9f FL1KFEYA FYR adYl oA
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For all indices, Datastream was used to obtain the dath @mpute the total return index,

which formula is listed below:

Pit + Divit

Pit- 1

Rlit = Rlit - 1*

In the matchedpair analysis section, logarithmic returns were computed as follows for
indices and funds:
o Rit ~
Rt = Lnge—3
C Rit- 1+ (1)
Rit is the return earned for indéfund i over montht, Rt is the total return index in month

and Rt-1 is the previous monthly total return index.

As shown in the table below, each region is matched with the most coherent index in each
category. Indeed, it is judged more relevant to match funds performance by regional indices.
However, ethical indices folAsia, Malaysia, Emerging, and Technology categories are not
available yet. The DJSI Malaysia started in December 2001 and has been excluded of the
analysis. As a result, the performance comparison to ethical indices will be conducted at the

three more immrtant stages: Global, American and European.

Herein, the list of indices used throughout the analysis is dressed to give the reader an

overview of benchmarks used as market proxies by region of investment:
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Indices By region:

Region/Country | Conventional Islamic Ethical

Global | FTSEGlobal | DJlislamic World | DJSI World
North America ‘ S&P500 ‘ DJ Islamic US ‘ DJSI US
Europe DJ EUR STOXX DJ Islamic EUR DJSI EUR

Asia DJ STOX.X. 600 As DJ Islamic Asia N.A
Pacific

KLSE Composite

Malaysia Index KLSE Syariah Index N.A
. : DJ Islamic Emerging

Emerging FTSE All Emerging Markets N.A

Technology FTSE Emerging Te( DJ Islamic Technolog N.A

A ¥ s A x

az2NBE AYyF2NX¥IGAZ2Y g1 & O2ff SOGSR GKNRBdAzZZAK CIlF Af
its information to Mark Smyth for his support and help throughout the data collection
process. Via their online database, information on costs, localization, ineaestmarket,

assets under management and minimum subscription amount were gathered for 62 funds

for the year 2007. In addition, approximated quarterly returns (NAV based) were observed

for 38 funds from 2005 to 2007. Dividends were not accounted for becatiggormation
insufficiency. This paper expects to generate an estimated trend of performance for the
recent years and pinpoint the dynamics of investment of IEFs. One must take notice that

only funds created prior 2005 were inspected. Data on the thiaetor model developed by
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Fama and French were collected via the data library of Kenneth R.Efefitie model is

elaborated later in the following methodology section.

METHODOLOGY

THE SHARPE RATIONE FACTOR MODEL ANEDNISEN ALPHA

The Sharpe ratio is ae@asure of risk premium per unit of risk of an investment asset. This
Fff26a T2N O2YRE NMABRRE 218S NONANM I Yy OS 2F TFdzy Ra
(measured by their standard deviation). Alternatively named, the revtardariability ratio

isobtained as follows:

rj-rs
Si

SHARPE

(2)

ri- I is the average excess return of a furearned over a riskree assef, the onemonth
T-bill is used as a proxys; represents the total risk of a fund One might question the use
of a riskfree asset such as the one montkbill considering that Islamic investors and fund
managers cannot invest in suckehicles. But to date, it remains the easiest +iide
benchmark asset to compare to. In the future, a Murabdhadex might arise to fix the

issue.

Our second approach to study the performance of IEFs with-emgs returns is to deploy

the Capital Aset Pricing Model (CAPM) defined as:

e - e =& + 0, (hye - Tg) + 6 (3)

“The datalibrary is available at this website:

http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html

* Murabaha: sale of goods with an agreaghon profit markup on the cost. There are twiypes of the

modern murabahasale. In the firstthe Islamic Bank purchases the goods and makes them available for sale

without any prior promise from a customer to purchase them and this is termed a normal orrspabaha

¢tKS aSO2yR (eSS GeLAOrfte Ayo@2ft @S aromithe dstiDtizd Wik S N &  LINJ
calledmurabahall 2 G KS LIJzNOKF &S LINBYASNI 60a{ G NHzOGdzNRAYy I Latl YAC
Abdulkader Thomas, Stella Cox and Bryan Kraty). Considering the relative safety of the transaction, those
operations praide a riskless investment to investors. Islamic banks construct are-ghortinstruments and

deemed very liquid. Thereof, their increasing securitization might provide ground for a future Islariieeisk

rate vehicle for 1, 3, 6 or 12 month periodsowkver, there is still an egoing debate on whether they are

truly riskfree.
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rii- I't is the excess return of funidbver the riskfree rate return (onemonth Thill) at timet

and rmi - rieis the excess return of the benchmark over the samefris asset at time. To
RSGSNNAYS -yl ypRNRAY I NBE [ SFad {ljdzr NE NBINBa&A
realized. In the sample, funds have an uneven number of observations, the usé@evisE

was helpful on this matter (it neglects missing values and compare two range of observation

2F Lyl t232dza aAl Soorespondsaaithie Motatility Mihd/i to &stindek KfS |

NB F S NBwya0 Sidk & w6 Sugd Binally &, ligkhke error term.

¢1 9 Cla! Qf CEMEABWRE! b

As expressed earlier on, there is a concern over diversification limits for IEFs. Consequently,
theClF YIF Qa YSIFadaNS A& Fy |FRSljdzradS dz22¢ G2 3l d
abilities to pick superior stocks. A completely diversified portfolio contains no unsystematic

risk, then diversification measure would be zero. A positive value will Isgnack of
diversification requiring the fund to earn an extra return to compensate for increasing

systematic risk. Diversification is articulated as follows:

Diversification= zg_ef +(Rm - Rt )j—ig- (ﬁf +(Rm - Ri )bi) (4)
m =
Where R; is the mean monthly riskree rate andRm of the market over period. s, is the
standard deviation of fund ands,, of the market over period. 5, is the Beta of fund as
measured in equation (3). Selectivity estimates the ability of fund manager to earn an extra
return over the expected return of the CAPM (WheRe=R; + 5, (R,,- R;)) on a portfolio z. If
positive, the mah 3SNJ RSY2y aiN} SR 3I22R aidt201 asStSO0A:

shown below:
selectiviy= (R - (Ri +6(Ry-Rf)) 1 wsyasyaoa |t @K

bSi {StSOGAQAGE Aa GKS RATTSNBYOS o0SiGgSSy

positive, the fund manager successfully earned a fair return for diversifying away

*®First introduced in 1968 by Jensen.
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correspondingly to its risk profile.

THE THREE FACTOR MDBY FAMA & FRENCH:
CFrYlF FTYR CNBYyOKQ&a NBaSINOK 02y Of dzZRSR (KIG @I

likewise small cap stocks outperform large cap stocks. The Fama & Fréactor3madel
attempts to account for those effects by adding two factors to the faulty CAPM; size and

bookto-market. The model is expressed as:
iy = Te =& + by (fy - Tr) + b SMB + B, HML; + &, (6)

In addition to equation (2), th&MBcomponent stands for "returns of ¥ géolio of small

[Market Capitalization] stocks minus big" amtML for "returns of portfolio of 1/3 high
[book-to-market ratio] stocks minus 1/3 low". This model is to be used over the Global,
American and European regions uniquely. Unfortunately, not®ll oCl YI g CNBYy OKQ
factors are freely available for the other investment markets (building one was not feasible

due to time constraints).

THE ASYMMETRIC BETA:

This paper investigates the effects of different market conditions, a bear or bullish stock
markets, on the performance of IEFs. Equation (7) is derived from the work of Fabozzi and

Francis (1977) and revised as follows:
My =& + Dy T + Oopi T Dt + 6

I'mt is the return earned by thenarket portfolio over montht and its value determines the state of

the market (if positive=bullish, negative=bearish}. is a binary variable which takes the value of of
1 in bull markets and O in bear stock market@g measures the differentiagéffects of bull/bear

market conditions on the alpha;. Therefore, whenfy > 0 its return of the fund is expected to be:

e =& + By + 64 and whenr <0: liy =@ + (b + D) + 64
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If the beta for a fund varies considerably over bull and bear stock markélsjs expected to

be significantly different than zero.

DESCRIPTIVE STATCH'|

THE IEFS INDUSTRYAAGLANCE:

In this section we segregate the analysis between observations from the sample and the
overall industry. Most graphs for the sample fund are available in Appendix 3. Our objective
is to give the reader a fair overlook of the dataset information used fer gtudy and a

complete overview of the IEFs industry. The two distinct views allow for comparison and

weighting of the results.

A. THE REPARTITION BFS WORLDWIDE:

Graph 1: the most invested regions

The Most Invested Regions

— EMERGING
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5% Total Number of funds: 224

The representation of the IEFs industry iaymber of funds gives an edge to Asia while the
GCC composes one fifth of the entire indusialaysia and Indonesia are the main markets

of localization of IEFs in Asia. The European and North American markets represent only a
small piece of the map, lsghan 10 %. Sector funds typically specialize and invest heavily in
one of the following industries: oil, construction, technology, real estate, telecom and
communication. Emerging funds, little present in the sample, make up close to 7 % of the

total IB-s, approximately the number of funds investing exclusively in Europe and the
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United-States. Table 1 in Appendix 3 shows the exact proportion of funds with the average
assets held by fund. The GCC funds while less numerous than its asian counterparts
definitely got the edge with current average holding of $132 million in assets, four times
more than the average asian fund. Based upon Graph 2, we chose to go into more details
about the three main regions of investment (GCC, Asia, Global) and illustrate their

specificities later on.

B. TOTAL NET ASSETSIBE IEFS INDUSTRY:

Graph 2: Total Net Assets by region

;g Total Net Assets by region
50 —
< 40 —
s 30 —
2,0 —
i I 1 =
o0 NORTH Er\gRGIN -
GCC ASIA | WORLD | SECTOR | roo o)~ EUROPE
B Assets (Sbn) 5,9 3,5 1,6 1,3 1,1 0,7 0,3
Share % 41% 24% 11% 9% 8% 5% 2%

41 % of the money invested worldwide in the Graph 1 comes from the GCC area, with Saudi
Arabia and Kuwait as the two major pools of fymdviders. The High Net Worth (HNW)
individuals in the Middle€east are the driving sources of IEFs through which eshitley
achieve wealth diversification goals. Even though, they tend to favor their home market for
investment, possibly because of an information bias. One may notice the absence of IEFs
from the North African region, largely missing, as their econongergerally using a more
conventional model of development, especially in the banking and insurance sector. Their
financial markets are poorly developed and heavily regulated. Nevertheless, attempts are
being made to offer Islamic investment opportunitiesttwthe Islamic Development Bank

acting as a financier for various projects.
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As seen earlier, Asian funds make up 42 % of Islamic mutual funds globally, but only a
guarter of the total cash being invested. Certainly the excesses of fresh cash due tantonst

rising oil prices during the last decade favor the GCC and particularly its rich folks, pressing

for more opportunities to invest their money through stocks notalbhythe Gulf states, an
estimated 200,000 to 250,000 (HNWIs), many of them membershefruling families,

possess over $1 trillion in liquid assétCdzy R& OF LI 6t S 2F 2FFSNAyYy3I |
international equity are mucimeeded and one can imagine that higher diversification could

be achieved since fund managers will have gbassl a larger set of stocks for selection.

Interestingly, IEFs are worth over $14 billion at the momeemd far exceed the estimated $5

billion in year2004*, shall be @275 % growth. The industry experienced a recent dramatic
increase in the number afquity funds over the past five to eight years. The growth of IEFs,
mounting competition and TNA under management, may result in a decrease of costs and
higher efficiency in the industry. Over the long run, as IEFs mature and develop their
expertise, one @n expect a more sophisticated management of risks and exposAges.
financial centers in the Middle& | & { 0. KNI} Ay Z 5dz0 | A X0 ANR g
infrastructures, IEFs will be offered even more investment opportunities to pursue

diversification.

BaLatlr YAO adzidz £ Cdzy RaY 9 lj d&x (1N X i $1zNBdza fYR ¥y @S R d&y AYLIN

47c')(TheIsIamicRetaiII-3/“[7\3/3 FYR CAYylFyOSY Df26lf /KFEffSy3aSa IyR h
Jaffer.
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C. THE IEFS INDUSTRYDMEN AGE AND AVERASIEE:

Graph 3: Median size and age of §EF
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The GCC equity funds are the biggest by size of assets even though the median age is around
3 years old. Sectors funds recently introduced in the market are also managing a significant
amount of assets, with $64 million as the median size. Quite surprigneghe low levels of

assets under management of North American and European funds while they are twice as
old as their counterparts in the GCC region. Their size is comparable to the emerging equity
funds. World equity funds are bottom of the list withsian funds. Therefore, the age
correlation with assets under management is fairly negative. With more opportunities and
projects under way in the Arab World and emerging countries, the recent spring of funds in
the GCC region have primarily invested it home markets. Back to the 1990s, few
investment alternatives were offered in the Arab and Asian stock markets and the natural
way to go was to invest in global and western funds but the fast development of financial
centers in Bahrain, Kuala Lampundapore, and Dubai reversed the stream and opened up
investment prospects for rich investors. Moreover, the internet technology greatly helped

F OOSt SN GAy3a GKS 2yfAYyS RAAUGNROGdziAZ2Y 2F {KI |
funds were the firs beneficiaries. Communication via the means of internet represents a

convenient and a rather cheap way to reach out to the High Net Worth individuals.
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Investment out of NorthrAmerica and Europélow returns markets)could also suggest

Islamic investors &rlooking for higher returns elsewhere.

lffAlIyOSa 6A0GK O2y@SyiAz2yltf FdzyRa G2 3INI O
are also a growing trend in the industry. In many instances, the alliance has been sealed with
the deployment of seed capt by both sponsors. Each gains additional status and offers
comfort to prospective investors by becoming a core or lead invéédbdulkader Thomas,

Stella Cox and Bryan Kraty 2006).

GCC, ASIAN AND GLOBWARKETS UNDER STIRY

A. ASIAN EQUITY FUNDS

Tad S nY ' aAlY CdzyRaQ OKINIYOGSNRAAGAOA

ASIA N° of funds | Assets($mm) Sharev Median Age(yrs)
Malaysia 64 3018,7 86% 5,6
Indonesia 7 43,6 1% 1,0
UAE 6 46,8 1% 1,5
Pakistan 5 56,4 2% 4,8
SaudiArabia 4 90,9 2% 2,4
Singapore 2 5 0,1% 3,8
Brunei 1 n.a n.a n.a
UK 1 30 1% 3,3
Bahrain 1 177,3 5% 9,8
India 1 9 0,3% 2,1
Ireland 1 6,9 0,3% 2,1
Total 93 3484,6 100% 3,6

]

Ba{ GNHZOGdINAY I L&t YAO CAYlIYyOAlf tNRBRdOGAaA¢ LMndE HAnc

Kraty.
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Malaysian funds outnumber any other country in the region, and hold 86 % of the market by
assets with more than $3 billion of assets. This result comfirms Malaysia as the islamic
financial hub in Asia through the Kuala Lampur Stock Exchange. While Ireddhesmost
populous muslim country in the world capitalizes only $43,6 million in assets and its 1 %
market share is marginal. The second major group of investors in Asia are the GCC with $315
million of investment materializing into a 10 % market shakéthin the GCC, one Bahrain

fund has invested close to 60 % of the latter sum into asian equities. Having completely
OGN yaAaT2NY¥YSR Ada olylAy3a aeaidsSy olFO] Ay (KS
Pakistan fails to become a significant fund tee in Asia. Most of its investments are
home-made and no Pakistani fund has expanded globally. One important observation is the
relative importance of age: one fund listed in Bahrain and the other Malaysian funds are
much older and possess the most innfamt ressources. Saudi equities also rapidly invested

in asian equities in the past few years, the median age is 2,4 years and gathering close to $91
million of assets. This certainly induces an effort to diversify away and take advantage of fast

economicgrowth in asian countries.

B. GCC EQUITY FUNDS

¢l o6fS oYD// FdzyRaQ OKI N} OGSNRraGAaOa

GCC N° of funds | Assetg$mm) Share% Aver&%‘; Age
SaudtArabia 26 4426,6 75% 2,6
Kuwait 9 963,6 16% 4
Bahrain 5 457.,8 8% 2,7

UAE 3 88,2 1% 2,2
Ireland (HSBC) 1 0,5 0,01% 1

Total 44 5936,7 100% 2,5

SaudiArabia is by far the most important money market provider in the GCC with three

quarter of the overall market under its contrdbaudi Arabia and Kuwait form 80 % of the
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IEFs in the GCC region. Bahrain, wlactbitions to become a major financial hub in the
Middle-east in an effort to diversify away from oil revenue becoming scarce in the near
future, comes third in the ranking. The latter even fares better than its most aggressive
competitor in the UAE: Dubavith only 1 % of the overall GCC market. Certainly thanks to a
low tax regime and a regulation highly favorable to-giibre operations, Bahrain is viewed

as a suitable haven by investors to facilitate tax minimization. One may also argue that IEFs
may infact opt for places with low information disclosure requirements; an argument that
goes in pair with difficulties encountered to find financial data on those funds. Consistent
with the fantastic growth of the number of IEFs in the past few years, the meatja of a

fund in the GCC is 2,5 years.

C. GLOBAL EQUITY FUNDS:

¢l o0fS nY Df2olf FdzyRaQ OKINIOGSNraiGaoda

GLOBAL N° of funds | Assets$mm)| Share % L\;Iri)dian agg
Europe 11 989,7 67% 7,4
Saudi Arabia 9 436,8 29% 9,0

Asia 3 33 2% 6,8
Other GCC 5 26 2% 1,5
North America 1 15 0,1% 1,8

Total 29 1487 100% 5,3

Most funds holding global portfolios are listed in Europe, of which 60 % are based in
Luxembourg, which is favored for its low corporate taxation. Thanks to BNP Paribas recent
opening of two equity funds in 2068007, France is starting offering islamivaatment
solutions to HNW individuals. Locating global equity funds in Europe permit to benefit

directly form western expertize and tap into skilled managers with more experience in
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building international diversified portfolios. We note that recent claioi§ 2 y R2 yY°@®& o6 A R
become an incontrovertible leader in Islamic Finance have not materialized in our figures as

I LINAGAf STISR R Séacindl jhlthé Ragkifig, Sadakkbidn uGds &fem their
international positining with 30 % of Islamic global assets. Their close proximity to clients
helps managers to keep in touch with them more easily and reach out to new ones at the
lowest possible cst. Being the oldest, Saudi funds long favored global diversification at the
emergence of Islamic mutual funds in the 1990s and according to results inTable 3 only
started investing in their home markets until recently. Recent development of capital
markets infrastrutures to welcome countries awash with fresh money within the Mid@ist

was essential to allow the IEFs to extend.
A BRIEF OVERVIEWIBFS COST STRUCT(HAMPLE FUND)

In this section, information about 71 funds was collected to estincasts and minimum

investment requirements for different categories of funds.

Graph 4: IEFs management and subscription fees
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The expense ratio corresponds to the percentage of fund assets paid for operating expenses,
management fees, and 12bfee costsvhen applicable. The subscription fee is the cost paid

upfront by investors purchasing shares.

®ra adza3S5al0SR AY Léndofic YBR{ f/ SeiyWH TRINE A fag zanidOAslad y I y OS¢

39



Overall, the average management fee charged annually is slightly higher than 1,5 %. The
management fee is here equaled to the expense ratio and allows for adaiparison with
conventional mutual fundsRuss Werme§ through an empirical study with a merged
database of conventional mutual funds finds an expense of 0,79 % from 1979 to 1994. In our
sample, the expense ratio is twice larger, even for American islamtual funds. Using the

same research results, a Vanguard index 500 fund has an expense ratio of 0,29 %, that is to
say oneFAFTUK 2F GKS I @SNI3IS L9CcQa SELISyasS NI
explained by the time period used, one may consithat mutual funds readjust their fares
positively every year. To mitigate this effect, we use a more recent analysis by Li’Zheng
where the average expense ratio is approximately 1,13fé American mutual funds from

1970 to 1999. The Islamic set isllsthore expansive by 50 basis points. However, IEFs
possess on average much less assets than their conventional counterparts, are older and
eventually more experienced. So, so we selected mutual funds with a Total Net Assets (TNA)
lower than $100 million,and found that the equally weighted average expense ratio

increases to 1,67 % slightly higher than the Islamic subset of American equities (1,5%).

For subscription (load) fees, the mean is around 3,7 % for all funds and 2,12 % for American
IEFs. Takingn the results of the latter author, and adjusting again for size, the equally
weighted load ratio is 3,18 %, lower than the Global and total Islamic sets. However,
American Islamic equities are cheaper with a load fee 106 basis points lower. Taking one a
more detailed sample, Peter Tufano and Matthew Sevick in 1996 assessed the cost structure

of 1435 US opeended mutual funds and found a load fee of 1,08 % and a{eodtsales

%0 gMutual Fund Performance: An Empirical Decomposition into SRicking Talent, Style, Transactions Costs,
YR 9ELISyaSaé¢ LMcyoX HnnnX wdzaa 2SNN¥S&o

*LgOut of Sight, Out of Mind: The Effects f EJSy 4 S& 2y adzidzZl f CdzyR Cf264¢ LIHMMC

“6hdzti 2F {AIKGS hdzi 2F aAyRY ¢KS 9FFSOia 2F 9ELISyasSa :
We picked the load fund expense ratio as a comparison since most of our sample funds charge a subscription

fee.

Boout2 ¥ {AIKGST hdzi 2F aAyRY ¢KS 9FF¥S0Ga 2F 9ELISyasSa 2
average expense ratio of the deciles with a TNA lower than $100m has been computed.
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fee of 1,95 %. SRI funds, all categories, a mean expense ratio of 1,4 % laad fee of 2,9

% according to a study led hyc Rennebogglenke ter Horst and Chendi Zhang in 2806

For all funds except Global and American ones, the results have to be interpreted with care
for two main reasons: the relatively small number of funds and the scarcity of information
available about their costs (especially load fees). On this basis, reenipes have been

neglected all together of the analysis (wide discrepancies of information within categories).

As expected, running an Islamic mutual fund involves additional costs due to the expenses
2y | dzZRAGSE Odzad2Re 7T S 8sithodeare Gefledtediindhe éxpeindé rafiok I NA |
LY FRRAGAZ2YS | OO02NRAY 3 G 2°(ifladc@npliblizyiRadse) majg £ A O& =

be assignepgmaking IEFs more expensive on average.
MINIMUM INVESTMENTERUIREMENT

Graph 5: Mininum Subcription
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P KS tNAOS 2F 9GKAOAY 90ARSYOS T NP YucRéentebdodehke terw S & LIZ2 Y & )
Horst and Chendi Zhang.

FULAYOS Yzald O02YLI yASaQ NBOSydzSa | NB  Yscieéingpart ofiisy S Ay (i &
left and passes through a purification process where a small fraction of the returns (according to the interest

income leftover) is given to charitie$he Oasis global crescent fund charges a 0,3 % for clearing returns of
prohibitSR Ay G SNBad 0asSS a¢KS 902y2YAOa 2 FRodugiWison. Cdzy Ray |
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cheapest, due to a majority presence of Malaysian funds. Recent debates and much
discussion have been under way concerning the high cost of entry ofGEF®rte and-.
Miglietta (2007) briefly mentions the issue and relates cases where the minimum
subscription requirement could exceed $800. Graph 5 shows that in the Middiast a
client on average is asked to invest first $7147 (median: $3746). Only 5 funds were
demanding a minimum investment of $1000 and those are IEFs only open to individual
investors (excluded from the Graph 5 calculations). Among a panel of 1 128 US retail funds,
Christopher James and Jason Karceski found a mean minimum initial purchasegd16f $
(median: $1 000) in 2081 As for the 216 institutional funds, the mean is $658
(median: $1/500). This clearly favors small investors and allows a wider fraction of the
population to access diversified portfolios of stocks managed by profedsidmowering the
investment required in global and GCC funds particularly could give increase the momentum

of the industry and reach out to a larger public apart from the HNWSs.

EMPIRICAL ANALYSIBE RETURNS

Returns described hereafter are based on a dataset composed of 46 Islamic funds, for which
monthly NAV returns are compiled from January 1997 to August 2002. To allow
benchmarking performance comparisons, montllgthmetic returns on the total return

index all Indices and on the Net Asset Value for the 46 Islamic fueds computed.

THE MOVIN@GVERAGRETURNS FOR WEIGHRASBETS CATEGORY RRJND

In this section, funds are weighted by assets for each region amddlh moving average
returns are graphicall represented against one major benchmark: the S&P B8ihg a 12
month moving average removes all seasonal and incidental effects to give a better
representation of the underlying trend. The figure is the average turnovet2ofnonths

calculated every math and moving forwards by one month every monthformation on

*" ¢Captured Money? Differences in tRerformance Characteristics Retail and Institutional
Mutual Funds p25, 2001,Christopher James and Jason Karceski
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assetdsacquiredfrom the latest report from Failaka for the third quarter of 2007, and when

I g Afl0ofS GKNRBRAdAK FdzyRaQ AYRAQGARdZ f FAYlI yOAl
avalable were excluded. As a result, the emerging and small cap & technology fund are not
present in the subsequent graph. The formula to weight funds by assets is as follows:

n .
CATEGORY § Rj® (FUNDF W) Where Wij= nTNA’

= a TNA
j=1

Rj is the monthly return oFUNDj andVj its weightin CATEGORIYieasured byTNAj(Total
Net Asset oFUND).

Graph 6: 12 month moving averages returns for each weightegets funds category
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Graph 6 shows that the Dow Jones Islamic US index closely matches the returns of the S&P

500 and did actually better during the rwp to the dotcom bubble up to March 2000 and
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did also worse in bad times. Global equity funds have relatively flat reamdswere barely
affected by the dottcom crash and the 9/11 downturn due to adequate portfolio
diversification. The weights of technology and communication industries are indeed much
lower for the latter. Malaysian and Asian funds do not follow the S&P iBO@rms of
performance with higher volatility of returns up to July 2000 and matches the conventional
index from then on. Following the clear discrepancies of returns among the regions, graph 3
in the Appendix tracks the 12 month moving averages retuonddlamic indices and the

S&P 500 and graph 4 for ethical indices and the S&P 500. This confirms the relative safety of
Islamic and Ethical stocks, which tend to react less severely to ups/downs in the market and
earn low returns according to their lowsk profile. One astonishing observation is the wide
fluctuations of the Dow Jones Sustainability Asia Index which have higher returns but
increasingly more risk. To a lesser extent, its Islamic counterpart also shows a higher
standard deviation than the & 500. Malaysian funds and indices demonstrate high
volatility as well, especially stocks on the KLSE Syariah index. Most western indices earn
fairly stable returns as shown in graph 6, they closely move around the S&P 500 and adds on

the fairly high corelation within developed markets.

An attentive observation of Graph 6 would suggest separating the sample into timeframes

series:

01/1997 to 03/2000: corresponds to the rwp the burst of the dotom (39

observations)

04/2000 to 08/2002: the subsequemteriod after the crash of internet companies
and overly valued tecfirms. A period punctuated by the 9/11 terrorist attack which

LINEf 2y3ISR YIN]JSIQa NBO2OSNE OHp 20aSNIIGA2Y A
/[ FGSI2NASa 2F FTdzyRa | yR AYRAOSaAQ adzyYl NEB &adtl

January 199/March 2000:

In Table 6 in the Appendix, North American funds equities showed the highest volatility
among the developed markets but with the highest returns; 2,4 % during theipuio the
dot-com crash while the Global and European equity funds barely achieveth Brgl 1,7 %

44



respectively. Western equity funds were the most stable markets during the period. The run
up to the dotcom bubble peak is confirmed by the large return earned by technology funds;
4,1 % for an 8 % standard deviation. With wide volatility, #san and Malaysian funds
performed badly and have negative or zero returns. Withholding the period up to February,
slightly before the market crash, the latter funds have close to zero returns. As seen on
graph 6, following the Asian crisis of 1997, Asquities were profoundly affected and they
met up again with positive growth only in early 1999. This has had a significant effect on
their overall performance. Islamic funds are more strongly correlated to their respective
Islamic indices than any othdrenchmarks at the exception of Malaysia. Indeed, when
compared equities with the Dow Jones Islamic Asia Index, Malaysian equities show a very
weak correlation of 0,3. Paradoxically, Islamic funds tend to have a stronger correlation with

conventional indies than with ethical ones for the two sample periods.

April 2000 Auqust 2002 and Correlation of Indices with each other:

All categories demonstrate negative returns after the -dom crash period except the
emerging markets. Technology in pair with Asian funds performed the worst82H%6 and

-2,4 % in that order. Corresponding to the emm burst occurred in March 2000,
technology firms suffered greatly and experienced significant wp@eformance thereafter.
Technology funds in the sample were directly affected since investing their holdings, small
cap American stocks were outweighed in their portfolios. Contrary &ofitst period, the
correlation of Malaysian funds with the KLSE Syariah index is the strongest among all
categories: 0,92. The Malaysian market being the smallest in the study, one can consider
that Malaysian funds and their Islamic index share the saesgricted universe of stocks,

which greatly level up the correlation between the two.

An interesting finding is the high coefficients of correlation of Islamic indices with their
conventional and ethical peers as expressed in the secondatike of Tables (Appendix).

Their performances are strongly related and move in the same direction.
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excess returns. Table 4 in the Appendix shows thatS&P 500 is the only index which did
not suffer underperformance. 3 NorttAmerican funds out of 7 performed well. Half of the
emerging funds have a positive Sharpe ratio and therefore achieved successful
diversification. Otherwise, all Sharpe ratiog the remaining signal that managers fail to
bring in additional returns for taking on more risks. For a more detailed overview of the
Sharpe ratio of each category against the three benchmarks, Tabédobv illustrates the

number of funds oveperformingits index in each market its percentage representation

Table 5: Sharpe Ratio Performance

Sund > Shdex
Type OF FUND Conventional Islamic Ethical
N° % N° % N° %
GLOBAL 0 0% 0 0% 0 0%
NORTH AMERICA 2 29% 0 0% 0 0%
EUROPE 0 0% 0 0% 0 0%
ASIA 0 0% 0 0% n.a n.a
MALAYSIA 5 36% 3 21% 14* 100%
EMERGING 4 100% 4 100% n.a n.a
SMALL CAP &
0 )
TECHNOLOGY 0 0% 0 0% n.a n.a
SubTotal 11 33% 7 26% 0 0%

The first columns of results show the number of funds with a higher Sharpe ratio than the corresp:
index.Sfund: Sharpe ratio of furidand Sindex: Sharpe ratio of inde®  OK OF 1 S32 NB Q.
comparedwith a conventional index according to its market location. For instance, the Morniérica
category $ matched to the S&P 500.01@/entional indices : FTSE GLOBAL, S&P500, DJ STOXX EL
ASIA, KLSE COMPOSITE, FTSE ALL EMERGING and FTSE TECHNMOM@&%: BARISLM WORLD
DJ ISLM US, DJ ISLM EUR, DJ ISLM ASIA, KLSE SYARIAH, DJ ISLM EMERGING, DJ ISLM TE
Ethical indices: DJ SUSTAINIBILITY for all geographical market.

*The Dow Jones Sustainability Malaysia Index has only 41 observations from 31/12/2000 to 31/0¢

Again the Emerging funds perform the best, with consistently higher Sharpe ratios against
corresponding conventional and Islamic indices. No Asian fund achieves to beat its

corresponding index while Malaysia scores rather well with 5 funds out of 14 audity

46



beat the Kuala Lumpur Stock Exchange Composite index (proxy for conventional index). For
the Qobal, Europe, Asia and Technology categories; their performance is bleak and none
had a higher Sharpe ratio than their corresponding indi¢eshird of he sample did better

than conventional index and only a quarter against Islamic ones. To offer a fairer
representation of each category and allow fair performance comparisons with indices, Table

6 below shows the Sharpe ratio by category (funds weighteddsets).

Table 6: Sharpe ratio Performance (weightedsets categories)

Period: 19972002 based upon 68 observations )
Sharpe Ratio > Index
Type of Fund Total Net Assets Mean Star_1d<'_;1rd Sharpe Islamic | Conventional| Ethical
($mm) Deviation Ratio
Global 627,60 0,01% 5,0% -0,07 No No No
North America 1073,00 0,7% 5,7% 0,05 No Yes No
Europe 252,20 0,3% 4,3% -0,01 No No No
Asia 265,98 -1,4% 7,9% -0,23 No No n.a
Malaysia 825,94 -0,3% 8,4% -0,08 No No n.a
Emerging* n.a 0,5% 5,4% 0,02 No No n.a
Technology* n.a -0,2% 10,6% -0,05 No No n.a
S&P 500 0,6% 5,2% 0,04 n.a n.a n.a
Total 3044,72 0,1% 6,4% -0,0369777 No No n.a
Notes:

Funds' returns are grouped by region and weighted by assets to form one catédbrgturns and standard deviations are stated
monthly figures.This table shows the Sharpe ratio by category and in comparison with three types of indices: Islamic, Conventi
Ethical. A "No" label means the Sharpe ratio of the category is lower than its index, "Yes" implies higher performarinéoriridtion
on assetavasat disposal to weight those funds. Therefore, results about returns only represent average of monthly returns of all
funds.

Information only available for 49 observations from July 1998 to August 2002
Results are free of returns and assets information for the two following categories: Emerging and Technology

Yes Overperformance
No Underperformance

Weighting funds by assets gives more credit to larfyerds, and better represents one
category. It appears that in Table dhly North-Americanfunds managed to outperforrthe

S&P 500ndexfrom 1997 to 2002vith a Sharpe ratio @ basis pointtiigher.Examining Table
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5 with 6 confirm IEFs generally undperform to most relevant indicesNoteworthy is the
superior performance of Islamic equities over ethical indices. As expected, Islamic
technology equities had a wideolatility and a slightly negative mean return illustrating a
meager recovery from the datom crash of 2000Similarly allSharpe ratios for Islamic
indicesare negative and signal poor riskward abilities®. The DJ Islamic US and Europe

indices undeperformed conventional indices but still do better than Ethical ones.

THE ONE FACTOR MOBHRIALYSIS:

Through this part, monthly returns for all 46 IEFs are regressed using the CAPM as explained
SFNIASNI Ay (KS YSiGK2R2f{ ar@éedydigrinyfed &dn Jahgayyl K &
1997 to August 2002A part of the sample was either created thg the timeframe ohas
incomplete monthly returns. &h fund is regressed over three indices being: one
conventional, one Islamic and one ethical. Each index for each regression is used as a proxy
for the market portfolio. According to Table 1, regiohalds are linked to the most relevant

benchmark and universe of stocks comparable.

Table 7 below indicates no evidence of under/operformance for all categories. The
North-American IEFs tend to follow the S&P500 fluctuations for one, their beta is 0,92

while they show lowa Sy aA G A @A e (2 0KDE4A5. Wpalt &admlN6EkhO | {
American (conventional index) and Malaysian IEFs, Islamic fandmarket betas signa

lowda Sy aArdAgArie (2 Y NIh& @ ikelyNdGslfidzNfsaTtheAmgrked | R G A
but inversely in good times they atiéely to underperform the market significantly. Using

very similar universes of stocks by comparing IEFs with regioneésdoesiot necessarily

increase the covariance of returns as shown in Betas measures against Islamic and ethical
indices.Indeed, conventional and Islamic/ethical indices are strongly correlated with each
other; most correlation exceed 0,9. Thereof, rikstshown in table 7 below areonsistent

with the high coefficients of correlation found between fisvand their respective indices
{dzZNIINKA aAy It &z alfleaAraly SldzAidASa NBFOG 6SI ¢

58Appendix: Table 5
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regarding Asian funds, their adjusted R2 fails to reach the 40 % lewafor@ to Said

9t FI1KI YA | yR aoY|résutddf Tablé AskigfedtzhatTstayiiRiindsiaze a

good hedjing investment against market downturas their returns show a mild correlation

with market fluctuations.

Pa¢KS t SNF2NYIyOS 2F LaflYAO adzidzt f CdzyR&a¢ LHnNS HWHAnpsx
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Table 7: the CAPM Performance of IEFs

68 observations from 1997 to 2002

CONVENTIONAL
WSy & Sy i avyYd R aci Proxyfor Market
(t-stat) (t-stat) )
Global 'Eﬁ? %SS 0,60 FTSE GLOBAL
North-America 0,1351 0,92 0,69 S&P 500
(0,34) (12,06)
Europe '0(-13(%?5 ((1’551; 0,69 DJ STOXX EUR
Asia (1162371)5 %395) 0,36 DISTOXASIA
Malaysia 0o o 0,56 KLSE COMPOSITE
Emerging? 0(’0225)’6 %315) 0,54 FTSE EMERGING
Technology* (%;3) 2-;‘72) 0,30 FTSE TECHNOLOGY
ISLAMIC
WSy & Sy i avYd R adi Proxyfor Market
(t-stat) (t-stat) )
Global '((_’Z’gigG (952‘7‘) 0,72 DJ ISLAMIC WORLD
North-America '((’0’235 8’16; 0,67 DJ ISLAMIC US
Europe '0(62;)72 (‘135612) 0,69 DJISLAMIC EUR
Asia '%’2%_37)6 %211) 0,36 DJ ISLAMIC ASIA
Malaysia 1(’%‘37 ?5’573; 0,45 KLSE SYARIAH
Emerging? '(2_’(?024?6 ((’7’31;‘ 0,42 DJISLAMIC EMERGING
Technology® '0(6452?7 (?570% 0,75 DJ ISLAMIC TECHNOLOGY
ETHICAL
WSy & Sey i avYd R g Proxyfor Market
(t-stat) (t-stat) )
Global 05929 oo 0,63 DJSI WORLD
. -0,0458 0,55
North-America (0,09) (8.22) 0,51 DJSI US
-0,1834 0,57
Europe e ol 0,53 DJSI EUR

Notes:

EachOF § S32NR Q& LISNF2NXIFYyOS A& O2YLI NBR 6A(GK .| Fudg setdrBsyak

grouped by region and weighted by assets to form one catedidis table provides an analysis of thap(fal Asset Pricin

Model (CAPMyperformance of the sample funds. The first column gives the category of funds weighted by asse

Ordinary Least Squares estimag® reported from column 2 to.4T-values for Betas are all significant at the 1 % leve

values with two ** and *** aresignificant at the 5 % level and 10 % level respectiviéig. tstatistics are presented belo

the coefficients between brackets.

1 Not assets informatioexistsfor funds part of those category. Therefore the Category monthly return was expi

as fdlows: A Ri
CATEGORYi = N

Based upon 41llmservations foKLSE Syariah inde
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5h9{ {1 ! wL IINB IMRACWDRIYERSIATION AND NET SELBATY?

' YRSNJ GKAA aSOlAzy GKS /!ta SYo2RASa GKS LIS
are assessed to evaluate diversification and managers ability for selecting stocks. Indeed,
CIYIF Q& LI SNF2NXIyYyOS YSI&d2NB LISNXYAGA (2 &aS3aANB:

from the Capital Market Line (CML) articulated as follows:

Fama\et Selectiviy =RiskPremium- Quantityof MarketCorrelatedRisk3 Pricing of Risk

The manager by decoupling to some extent its portfolio from the perfectly diversified
universe of stocks represented by the index, may achieve superior performance. Thus, it
measures the ability of a manager to do better than the market for the sameunt of risk

Ay oazftdziS GSNyad CANRG O2fdzYy GaNARa|l LINBYA
aK2¢6a (GKS CFYFQa YSI&adaNB® F2N yS3ldAarosS asSt Soi
achieved to gain any premium; they earned less returns theedicted by the CAPM on all

indices. This may be related to successive periods of upegormance following the det

com crash and worsened by the 9/11 terrorist attack wherein Rnf% Rfe second column

refers to the reward for undertaking less digdication for higher returns (if portfolio

2LIA YT f &8 RpdigessNaatorF & £/®). Again, not a single fund has a positive
reward; instead all IEFs incdiversification costs thaincrease when compared to their

particular conventional indexslamic and ethical indices having a more restricted pool of
ai201a G2 Ay@Sad AysI L9 CaanudtBwerindged The thidd € | O
column, Net Selectivity exhibito evidenceof good stock picking abilitiesorf all IEFon

Islamicand ethical indices, although they had a negatperformance over the CARM
EmergingdEFs were able toagh a mean monthly return of 0,2 due to good management
skillsagainstthe FTSE All Emergiimglex. Apart forEmergingunds, results reveal that st

L9CaQ YI yl 35S Ngelectl ButpérformilySthdksauladsFs are compared to

their Islamic indiceslEFs and Islamic indices indirk S &1 YS O2ada Ay aoON

compliant stocksand all the stocks in the Islamic index are permitted for the IHBw&ever,

% Rmi as the Return of an indéxused as proxy for the market and lfeing the Risfree rate over a dmonth T
bill.
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the Syariah Advisory Council, the body responsible for screening Malaysian securities, has
fSaa adNAy3aASyd adl yRIFINRa G§KIy RBErérShosezeglts, W2y S &
it is clear that IEFs undg@erformance to all comparable indices reflects the cost of poor
diversification due to the limited set of stocks one fund can access to. Malaysian famds

the contrary, dispos@ ¥ | 3INB gAYy I @2 dzY Scurdies puplikly lis@dlinQl 02"

the KLSByariah and do better than their conventional index.
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