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The Performance of Islamic 
Equity Funds  

A Comparison to Conventional, Islamic and Ethical 
Benchmarks 

 
The Islamic Equity Fund industry has been experiencing tremendous 
growth for the past 5 years, with more than $14 billion of investment 
directed towards equity investment at present. Gulf Coast Countries are 
the primary investors, while at the early phase of development they 
initially invested in Western markets, the evidence shows that they now 
privilege their home-markets. Having to comply with ǎǘǊƛŎǘ {ƘŀǊƛΩŀ ǊǳƭŜǎΣ 
Islamic Mutual Funds are 40 basis points more expensive than their 
conventional peers. This paper discusses the eventual cost of offering 
{ƘŀǊƛŀΩŀ ŎƻƳǇƭƛŀƴǘ ǇǊƻŘǳŎǘǎ ƛƴ ǘŜǊƳǎ ƻŦ ǊŜƭŀǘƛǾŜ ǇŜǊŦƻǊƳŀƴŎŜΦ ¢ƘŜ 
evidence proves that Islamic funds do suffer consistently from lower 
underperformance when measured against matching conventional and 
Islamic indices. However, through a matched-pair analysis, results 
demonstrate similar performance abilities between Islamic and ethical 
funds.  
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INTRODUCTION 

THE EMERGENCE OF ISLAMIC ECONOMICS AND LAW 

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 to reconcile 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 

ŀǇǇƭƛŎŀǘƛƻƴ ƻŦ ǘƘŜ ǎƘŀǊƛŀΩŀ ƭŀǿ ŦǊƻƳ tŀƪƛǎǘŀƴΣ ǿƛǘƘ ŀǘǘŜƳǇǘǎ ǘƻ ŎƻƴŦƻǊƳ ŀƭƭ ŦƛƴŀƴŎƛŀƭ 

ǘǊŀƴǎŀŎǘƛƻƴǎ ǘƻ ǎƘŀǊƛŀΩŀ ƭŀǿΣ ǘƻ aƻǊƻŎŎƻΣ ǿƘŜǊŜ Ƴƻǎǘ ŦƛƴŀƴŎƛŀƭ ƛƴǎǘƛǘǳǘƛƻƴǎ ƻŦŦŜǊ ǳƴƛǉǳŜƭȅ 

ŎƻƴǾŜƴǘƛƻƴŀƭ ƳƻŘŜǎ ƻŦ ŦƛƴŀƴŎƛƴƎΦ ¢ƘŜ ǎƘŀǊƛŀΩŀ ƭŀǿ ƛǎ ǘƘŜ ǊƻƻŦ ǳƴŘŜǊ ǿƘƛŎƘ ŦƛƴŀƴŎƛŀƭ 

ƛƴǎǘƛǘǳǘƛƻƴǎ ǎǘǊǳŎǘǳǊŜ ǇǊƻŘǳŎǘǎ ŘŜŜƳŜŘ άƘŀƭŀƭέΣ permissible, to allow believers to conduct 

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 some cases centuries of colonialism delayed and prevented 

the development of Islamic finance in the Arabic world, where the domination of the 

western-based financing was preponderant. The progressive fall of colonies empires as the 

ones of England, France for instance 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 spurred by the revelation of Islam by the prophet Muhammad (PBUH) 

in the 7th 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 Islamic Finance as the norm of financing business in the Muslim provinces, 
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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 later on, they 

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 

ǇŀǊŎŜŘ ŀƴŘ ǎŜǇŀǊŀǘŜŘΣ ǘƘŜ {ƘŀǊƛŀΩŀ ƭŀǿ ŎƻǾŜǊǎ ŀƭƭ ǘƘŜ ŦƻǳǊ ŀǎǇŜŎǘǎ ƻŦ ƭƛŦŜ ǘƘǊƻǳgh a sinlge set 

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

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

άǇŜŀŎŜ ōŜ ǳǇƻƴ ƘƛƳέΦ 

The Sunnah, ǘƘŜ ŎƻƭƭŜŎǘƛƻƴ ƻŦ άƘŀŘƛǘƘέ ŘŜǎŎǊƛōƛƴƎ ǘƘŜ ǇǊƻǇƘŜǘΩǎ ǎŀȅƛƴƎs and actions. 

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

and the Sunnah.  

{ƘŀǊƛŀΩŀ ǎǇŜŎƛŀƭƛǎǘǎ ǿƘƻ ŘŜƭƛǾŜǊ άŦŀǘǿŀǎέ rely extensively on the above sources to 

acknowledge newly structured Islamic products before their delivery to the public. Many at 

this point, may express the concern of why Islamic finance lacks consensus.   Basically, 

ǎƘŀǊƛŀΩŀ ōƻŀǊŘǎ ŀǊŜ ƳŜŀƴǘ ǘƻ ǎǘŀȅ ƛƴŘŜǇŜƴŘŜƴǘ ŀƴŘ ŀǊŜ ŎƻƳǇƻǎŜŘ ƻŦ ƘƛƎƘƭȅ ǊŜƎŀǊŘŜŘ ŀƴŘ 

skilled scholars asked to certify submitted financial products as Islamic if they deserve to be 

ǎƻΦ .ǳǘ ǘƘŜǊŜ ŜȄƛǎǘǎ ƴƻ ǎƛƴƎƭŜ ǳƴƛǘȅ ƻǊ ŀ ǎǳǇǊŜƳŜ ŎƻǳƴŎƛƭ ǘƻ ŎƻƴǘǊƻƭ ŀƴŘ ǎǳǇŜǊǾƛǎŜ {ƘŀǊƛŀΩŀ 

ōƻŀǊŘǎΦ ²ƘƛƭŜ ǎƻƳŜ LǎƭŀƳƛŎ ƛƴǾŜǎǘƳŜƴǘ ōŀƴƪǎ Ŏƻƴǎǳƭǘ ǘƘŜ ǎŀƳŜ ǎƘŀǊƛŀΩŀ ōƻŀǊŘ ŦƻǊ 

compliance needs, others possess their own. As a result, this may lay grounds for agency 

conflicts between financial institutions and the Islamic compliance boards remunerated by 

the former.  Notwithstanding, this topic raises interesting questions and the eyes-brows of 

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

beyond the purview of this paper. 

 



 6 

ISLAMIC CAPITALISM ON ITS WAY OUT 

Regularly confronted by modern capitalism, Islam was often seen by western economists or 

politicians as a blockade to economic and social development in countries with Muslim 

majority population. Looking at the Human Development Index (HDI)1, Muslim countries 

score poorly with the first Arab state: Kuwait at the 33rd position. Most of the Islamic world 

lounge in the low and middle categories of the HDI.  

However, Islamic Finance may show its critics wrong and leads the path of a resurgence of 

ǿƘŀǘ ǿŜ Ŏŀƭƭ άLǎƭŀƳƛŎ ŎŀǇƛǘŀƭƛǎƳέΦ ¢ǊŀŘƛƴƎ ƛǎ ŜƴŎƻǳǊŀƎŜŘ ƛƴ LǎƭŀƳ ŀƴŘ ŀǎ ǎǳŎƘ ƛǘ ƎǊŜŀǘƭȅ ŦŀǾƻǊǎ 

the free movement of capital, labor, goods, and information and so on as long as the 

businesses comply with Islamic principles. The concept of profit is widely accepted and 

ǳƴŘŜǊǎǘƻƻŘ ŀǎ ŀ ǇŜǊŦƻǊƳŀƴŎŜ ƳŜŀǎǳǊŜ ƻŦ ŀ ŎƻƳǇŀƴȅΩǎ ōǳǎƛƴŜǎǎ ŀŎǘƛǾƛǘȅΦ 9ŎƻƴƻƳƛŎ ƎǊƻǿǘƘ ƛƴ 

Islam is to be achieved through 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 asset2. Hence, economic development and profit-maximization are 

considered legitimate. In addition, Islam associates the ethics aspect to the behavior of the 

ŎƘŜǊƛǎƘŜŘ άƘƻƳƻ ŜŎƻƴƻƳƛŎǳǎέ ƛƴ ǘǊŀŘƛǘƛƻƴŀƭ ŜŎƻƴƻƳƛŎǎΦ ¢ƘŜǊŜŦƻǊŜΣ aǳǎƭƛƳ ƛƴǾŜǎǘƻǊǎΣ ǿƘƻ 

can be considered being as profit-seeking and risk-averse as any other agent in the market, 

incorporating ǘƘŜ ŜǘƘƛŎǎ ǎŀǘƛǎŦŀŎǘƛƻƴ ƻŦ ŘŜŀƭƛƴƎ ǿƛǘƘ άƘŀƭŀƭέ ǇǊƻŘǳŎǘǎ ƛƴ ǘƘŜƛǊ ŜȄǇŜŎǘŜŘ ǳǘƛƭƛǘȅ 

function. One may articulate that Islam curb the profit-maximization concept under the 

redistribution oŦ ǿŜŀƭǘƘ Ǿƛŀ ǘƘŜ ƳŜŀƴǎ ƻŦ άȊŀƪŀǘέ όŀƭƳǎ-tax), an Islamic moral duty to give 

ǇŀǊǘ ƻŦ ƻƴŜΩǎ ǿŜŀƭǘƘ ǘƻ ŎƘŀǊƛǘƛŜǎΦ Lǘ ƛǎ ǎŜǊǾŜŘ ŀǎ ŀ ƳŜŀƴǎ ǘƻ ŎƻƳǇŜƴǎŀǘŜ ǘƘŜ ǇƻƻǊΣ ŘƛǎŀōƭŜǎΣ 

orphans and widows left behind and less privileged. Accordingly, Islamic principles are to 

ensure the profit-maximization goals are achieved fairly and greatly emphasize concepts of 

justice in so doing.  

Mahmoud El Gamal3 insists on the pre-emptive 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 

                                                           
1
 Human Development Index 2004 ranking 

2
 ά{ǘǊǳŎǘǳǊƛƴƎ LǎƭŀƳƛŎ CƛƴŀƴŎƛŀƭ tǊƻŘǳŎǘǎέ ǇмотΣ нллсΣ ŜŘƛǘŜŘ ōȅ !ōŘǳƭƪŀŘŜǊ ¢ƘƻƳŀǎΣ {ǘŜƭƭŀ /ƻȄ ŀƴŘ .Ǌȅŀƴ YǊŀǘȅΦ 

3
 άLǎƭŀƳƛŎ CƛƴŀƴŎŜΥ [ŀǿΣ 9ŎƻƴƻƳƛŎǎ ŀƴŘ tǊŀŎǘƛŎŜέ ǇǇрп-57, Mahmoud El-Gamal 



 7 

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 appropriate 

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 penalty of 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. However, financial institutions are no charities and as economic 

conditions deteriorate and credit tightens, they are less inclined to allow for delays in 

payments. The recent sub-prime crisis offers an interesting case for such situations. As more 

and more households 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 write-downs (the value of their securities decrease rapidly). This created a 

dƛƳƛƴǳǘƛƻƴ ƻŦ ǾŀƭǳŜ ƻŦ ŀǎǎŜǘǎ ƛƴ ǘƘŜ ōŀƴƪΩǎ ōŀƭŀƴŎŜ ǎƘŜŜǘǎΣ ŘǊŀǎǘƛŎŀƭƭȅ ǊŜŘǳŎƛƴƎ ǇǊƻŦƛǘǎΦ .ƻǘƘ 

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 for help to defuse 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 to a large 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 and some European banks face great difficulty matching 

their short-term liabilities.  

On balance, Islam lauds pre-emptive actions to curtail potential harm those living under an 

LǎƭŀƳƛŎ ǎǘŀǘŜ ŀƴŘ ǿƘŜǘƘŜǊ ǘƘŜ ǘŜǊƳ άLǎƭŀƳƛŎ ŎŀǇƛǘŀƭƛǎƳέ Ŧƛǘǎ ǘƘŜ ǇƛŎǘǳǊŜ ƛǎ ƻǇŜƴ ǘo 

interpretation. But Islam is to encourage the economic and social development of society 

ƘŀƴŘ ƛƴ ƘŀƴŘΦ LǎƭŀƳ ƭƛǘŜǊŀƭƭȅ ƳŜŀƴǎ άǎǳōƳƛǎǎƛƻƴέ ŀƴŘ ǎƻ ŜƴŎƻǳǊŀƎŜǎ aǳǎƭƛƳǎ ǘƻ ƻōŜȅ ǘƻ ƛǘǎ 

teachings as faithfully as possible and imparts on welfare, wherein each individual is offered 
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basic needs.  Classical writings provide a helpful framework on this regard, via the setup of 

άǎŀŘŀǉŀέ όŎƘŀǊƛǘȅύΣ άǿŀǉŦέ όŎƘŀǊƛǘŀōƭŜ ǘǊǳǎǘǎύΣ άƘƛǎōŀέ όǎǳǇŜǊǾƛǎƛƻƴ ƻŦ ƳŀǊƪŜǘǎύΣ άōŀȅǘ ŀƭ-Ƴŀƭέ 

(fisc) and a central body to organize public revenues, taxation, price-setting and a social 

security system.  

The critical review of the conventional interest-based system eased the emergence of a 

Profit-Loss-Sharing (PLS) mode of financing, through which investors are entitled to a share 

of the profit/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 to ensure 

successful ventures. Project finance, Musharaka, Mudaraba, Murabaha, Istisna and Ijarah4 

are the most applied investment 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 

execute projects (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 Kabir Hassan 20015).   

 

Consequently, the emergence of Islamic mutual funds is of no surprise and naturally deals 

with an increasing demand for Islamic-compliant equities from socially-responsible investors. 

The latter see satisfaction from both sides: the possibility of investing in the stock market 

ŀƴŘ ǘƘŜ ƳƻǊŀƭ Řǳǘȅ ǘƻ ŎƻƴŦƻǊƳ ǘƻ ǘƘŜ {ƘŀǊƛŀΩŀ ƭŀǿΦ  

PROHIBITIONS IN ISLAMIC FINANCE 

So as to better explain our fundamental approach in evaluating the performance of Islamic 

mutual funds, one must understand the basic prohibition items in Islam and the logical 

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

                                                           
4
 In the Appendix, the first table gives a more exhaustive list of investment vehicles and a short explanation for 

each. 
5
 ά! ŎƻƳǇŀǊŀǘƛǾŜ ǎǳǊǾŜȅ ƻŦ LǎƭŀƳƛŎ CƛƴŀƴŎŜ ŀƴŘ .ŀƴƪƛƴƎέ ǇпΣ нллмΣ ¢ŀǊƛƪ {Φ½ŀƘŜǊ ŀƴŘ YŀōƛǊ Iŀǎǎŀƴ нллм 
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A. PROHIBITION OF RIBA      

¢ƘŜ ŎƻƴŎŜǇǘ ƻŦ άǊƛōŀέ ƛǎ ƴƻǘƘƛƴƎ ƴŜǿ ŀƴŘ ŀŎǘǳŀƭƭȅ ǊŜŦŜǊǎ ōŀŎƪ ǘƻ ǘƘŜ ŦƛǊǎǘ ǎŎǊƛǇǘǳǊŜǎ ƻŦ 

Judaism and medieval Christianity wherein the fundamental motivations of the ban on usury 

ǿŜǊŜ ǘƘŜ άǎƻŎƛŀƭ ǿŜƭŦŀǊŜέ ƻŦ ǘƘŜ ǎƻŎƛŜǘȅ ƻŦ ōŜƭƛŜǾŜǊǎ ό!ōŘǳƭƪŀŘŜǊ ¢ƘƻƳŀǎ нллс6).                                                                                                         

However, in most western economies, banks and other financial institutions structure loans 

and other debt-financing tools around the payment of interest. It represents the primary 

source of retribution after the repayment of principal, and its fluctuation depends on the 

risk-component affiliated to the loan. Therefore, we considerate that the higher the risk, the 

higher the interest rate. Other commission fees, non-subject to change, constitute a fixed-

income and a complementary source of revenue from the loan.  However, Islam forbids 

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

ǇŀȅōŀŎƪ ƛƴŎƻƳŜΦ ¢Ƙƛǎ ŎƻƳǇƻƴŜƴǘ ƛǎ ŎŀƭƭŜŘ άǊƛōŀέ ŀƴŘ ƛǘǎ ǇǊƻƘƛōƛǘƛƻƴ ƘƻƭŘǎ ƴƻǘ ǘƻ ǘƘŜ ǘƛƳŜ 

ǾŀƭǳŜ ƻŦ ƳƻƴŜȅ ŀǎ ŎǊȅǎǘŀƭƭƛȊŜŘ ōȅ ǘƘŜ ǘŜǊƳ ƻŦ άǳǎǳǊȅέ ƛƴ /ƘǊƛǎtianity. Time 

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 productive means and the lender must 

participate in the rewards/losses that come due to the money injection for a particular 

ƛƴǾŜǎǘƳŜƴǘΦ !ǎ ŀ ǊŜǎǳƭǘΣ ŎƻƳǇƻǳƴŘƛƴƎ ƛƴǘŜǊŜǎǘ ƳŜǘƘƻŘǎ ŀǊŜ ǘȅǇƛŎŀƭ ŎƘŀǊŀŎǘŜǊƛǎǘƛŎǎ ƻŦ άǊƛōŀέ 

inducing a ban on such practices.   

"Those who 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, whereas Allah has permitted trading and forbidden 

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 Fire - ǘƘŜȅ ǿƛƭƭ ŀōƛŘŜ ǘƘŜǊŜƛƴΦέQuran, Al-Baqarah (2).- 275 

!ŎŎƻǊŘƛƴƎ ǘƻ ǘƘŜ ŀōƻǾŜ {ǳǊŀΣ LǎƭŀƳ ǿŜƭŎƻƳŜǎ ǘǊŀŘŜ ōǳǘ ŦƻǊōƛŘǎ άǊƛōŀέ ŀǎ ƘŀǊƳŦǳƭ όƭŜŀŘƛƴƎ ǘƻ 

potential injustice) and Muslims are highly advised against it. In transactions deemed in 

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

                                                           
6
 άƛƴǘŜǊŜǎǘ ƛƴ LǎƭŀƳƛŎ 9ŎƻƴƻƳƛŎǎΥ ǳƴŘŜǊǎǘŀƴŘƛƴƎ Ǌƛōŀέ ǇǇмоΣ нллсΣ !ōŘǳƭƪŀŘŜǊ ¢ƘƻƳŀǎ 
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ǳƴƭƛƪŜ άǊƛōŀέΣ ǿƘƛŎƘ ƛǎ ǘƘŜ ƛƴǘŜǊŜǎǘ ƻƴ ƳƻƴŜȅ ƛǘǎŜƭŦΦ ¢ƘŜǊŜŦƻǊŜΣ ƻƴŜ Ƴŀȅ ŎƻƴǎƛŘŜǊ LǎƭŀƳƛŎ 

finance to be essentially asset-based (e.g.: the purchase and subsequent leasing of a house) 

and money in the transaction represent only the means of payment. The process of passively 

ŎǊŜŀǘƛƴƎ ƳƻƴŜȅ ŦƻǊ ƛǘǎŜƭŦ ƛǎ ǘƘŜ ŜǎǎŜƴŎŜ ƻŦ άwƛōŀέΦ  LƴŘŜŜŘΣ ƛƴ LǎƭŀƳƛŎ ŎƻƴǘǊŀŎǘ ƭŀǿΣ ƳƻƴŜȅ 

ought not to be a subject of trade and no profit can be earned from the exchange of said 

currency. However, one may engage legally in the exchange of different currencies and turn 

a profit from it7. 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 

tǊŀŘŜΣ ŎƻƴǾŜƴǘƛƻƴŀƭ ōƻƴŘǎύΣ ƛƴ ŀŎŎƻǊŘŀƴŎŜ ǿƛǘƘ ǘƘŜ tǊƻǇƘŜǘΩ ƳŜǎǎŀƎŜΥ άǇǊƻŦƛǘǎ ŀǊŜ ƧǳǎǘƛŦƛŜŘ 

for the one bearing liability for losses8έΦ 

{ŎƘƻƭŀǊǎ ŘƛŦŦŜǊŜƴǘƛŀǘŜ ǘǿƻ ǘȅǇŜǎ ƻŦ άǊƛōŀέ ǘƻ ǿŀǊƴ aǳǎƭƛƳǎ ŀƴŘ ƻǘƘŜǊǎ ƻŦ ƛǘǎ Ƴŀƛƴ ǳǎŜǎΥ 

ά/ǊŜŘƛǘ Ǌƛōŀέ as strictly forbidden 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 20069) 

ά{ǳǊǇƭǳǎ Ǌƛōŀέ (in the Sunnah), an increase in one of the two counter-values over the 

other; that is, pure excess, with no delay of payment (Abdulkader Thomas 200610). 

άwƛōŀέ ƛǎ ƴŜƎŀǘƛǾŜƭȅ ŎƘŀǊŀŎǘŜǊƛȊŜŘ ƛƴ ǘƘŜ LǎƭŀƳƛŎ ƭƛǘŜǊŀǘǳǊŜ ŦƻǊ ƛǘǎ ǇŜƴŎƘŀƴǘ ǘƻ ƛƳǇƻǎŜ ŀ 

burden on the poorest. Following Sura 2:280 of the Quran άǘƘŜ ŘŜbtor, if short of funds, must 

be given respite, until he is well-ƻŦŦέ while 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 instead or simply reflective of incurred administration costs.   

B. PROHIBITION OF GHARAR 

!ƭƭ ǇǊƻŘǳŎǘǎ ƻŦ ŎƻƴǘǊŀŎǘǎ ŎƻƴǘŀƛƴƛƴƎ άDƘŀǊŀǊέΣ ǳƴŎŜǊǘŀƛƴǘȅΣ ŀǊŜ ƛƴǾŀƭƛŘ ŀƴŘ ƛƭƭƛŎƛǘ ŀǎ ŀƭƭ ǘƘŜ 

ǘŜǊƳǎκŎƻƳǇƻƴŜƴǘǎ ƻŦ ƛǘ Ƴǳǎǘ ōŜ ŎƭŜŀǊƭȅ ƭŀƛŘ ƻǳǘ ŀƴŘ ŜǾƛŘŜƴǘ ŦƻǊ ŀƭƭ ǘƘŜ ǇŀǊǘƛŜǎ ƛƴǾƻƭǾŜŘΦ ά¢he 

ǎƘŀǊƛŀΩŀ ǊŜǉǳƛǊŜǎ ŀōǎƻƭǳǘŜ ŎŜǊǘŀƛƴǘȅ ƻƴ ŀƭƭ ŦǳƴŘŀƳŜƴǘŀƭǎ ǘŜǊƳǎ ƻƴ ƛǘǎ ŦŀŎŜ ŀƴŘ ŘƻŜǎ ƴƻǘ 

                                                           
7
 άIŀƭŀƭ aƻǊǘƎŀƎŜέ ǇǇнпΣ нллтΣ aŀǊƧƻǊƛŜ WΦ{ƛƴƪŜ 

8
 Narrated by Ahmad and the authors of Sunan with a valid chain of narration 

9
 άƛƴǘŜǊŜǎǘ ƛƴ LǎƭŀƳƛŎ 9ŎƻƴƻƳƛŎǎΥ ǳƴŘŜǊǎǘŀƴŘƛƴƎ Ǌƛōŀέ ǇǇнфΣ нллсΣ !ōŘǳƭƪŀŘŜǊ ¢Ƙomas 

10
 άƛƴǘŜǊŜǎǘ ƛƴ LǎƭŀƳƛŎ 9ŎƻƴƻƳƛŎǎΥ ǳƴŘŜǊǎǘŀƴŘƛƴƎ Ǌƛōŀέ ǇǇнфΣ нллсΣ !ōŘǳƭƪŀŘŜǊ ¢ƘƻƳŀǎ 
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ǇŜǊƳƛǘ ŀ ŎƻƴǘǊŀŎǘ ǿƘƛŎƘ Ƴŀȅ ǊƛǎŜ ƻǳǘ ƻŦ ǘƘŜ ǎǳōƧŜŎǘ ƳŀǘǘŜǊ ƻǊ ǎǳōǎǘŀƴŎŜ ƻŦ ŀ ŎƻƴǘǊŀŎǘέ 

όaŀƧƻǊƛŜ WΦ{ƛƴƪŜ нллтύΦ  ¦ƭǘƛƳŀǘŜƭȅΣ ŀƭƭ ŎƻƴǘǊŀŎǘǎ ƛƴŎƭǳŘƛƴƎ άDƘŀǊŀǊέ ŀǊŜ Ŏƻƴǎidered invalid 

and illegitimate on the grounds that one party could suffer from the uncertainty left 

ǳƴǊŜǎƻƭǾŜŘ ƛƴ ǘƘŜ ŎƻƴǘǊŀŎǘΦ ¢ƘǳǎΣ άDƘŀǊŀǊέ ƛǎ ŦƻǊōƛŘŘŜƴ ŦƻǊ ƧǳǎǘƛŎŜ ŀƴŘ Ŝǉǳƛǘȅ ŎƻƴŎŜǊƴǎ ŀƴŘ 

leave no space for speculation and asymmetry of information which might lead one side to 

ƛƳǇƻǎŜ ŀ ōǳǊŘŜƴ ƻƴ ǘƘŜ ƻǘƘŜǊΦ hƴŎŜ ŀƎŀƛƴΣ ǘƘŜ ǎƘŀǊƛŀΩŀ ƭŀǿ ƛǎ ǘƻ ŜƴǎǳǊŜ ǘƘŀǘ ŎƻƳƳŜǊŎƛŀƭ 

contracts enforce justice and limit deception, on the basis that mutual benefit should arise 

from the formation of the contract and exclude the sale of items with non-specified 

characteristics or no substance. In Anglo-Saxon 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 substance of the terms.  

Nevertheless, one will argue that intrinsically all contracts induce some uncertainty and it is 

ŘŜŜƳŜŘ ƛƳǇƻǎǎƛōƭŜ ǘƻ ƭŀȅ ƻǳǘ ŀƭƭ ǘƘŜ ƴƛŎŜǘƛŜǎ ƻŦ ŀ ŘŜŀƭ ƛƴ ŀ ŎƻƴǘǊŀŎǘΦ ά¢ƘǳǎΣ ƧǳǊƛǎǘǎ 

ŘƛǎǘƛƴƎǳƛǎƘŜŘ ōŜǘǿŜŜƴ ƳŀƧƻǊ ƻǊ ŜȄŎŜǎǎƛǾŜ άƎƘŀǊŀǊέ ŀƴŘ applying them to contemporary 

ǘǊŀƴǎŀŎǘƛƻƴǎΦέ όaŀƘƳƻǳŘ 9ƭ-Gamal 200611ύΦ ¢ƘŜǊŜƛƴΣ άƎƘŀǊŀǊέ ǘƻ ŀ ƭŜǎǎŜǊ ŜȄǘŜƴǘ ŎƻǳƭŘ ōŜ 

ŀƭƭƻǿŜŘ ǳƴŘŜǊ ŎŜǊǘŀƛƴ ŎƻƴǎǘǊŀƛƴǘǎ ŀǎ ƛƴ άǎŀƭŀƳέ όǇǊŜǇŀƛŘ ŦƻǊǿŀǊŘ ǎŀƭŜύ ŎƻƴǘǊŀŎǘǎΣ ǿƘŜǊŜ 

there is a genuine need to develop industrial and ŀƎǊƛŎǳƭǘǳǊŀƭ ŀŎǘƛǾƛǘƛŜǎΣ άǿƘŜǊŜƛƴ ǘƘŜ ƻōƧŜŎǘ 

ƻŦ ǎŀƭŜ ŘƻŜǎ ƴƻǘ ŜȄƛǎǘ ŀǘ ŎƻƴǘǊŀŎǘ ƛƴŎŜǇǘƛƻƴΣ ƎƛǾƛƴƎ ǊƛǎŜ ǘƻ ŜȄŎŜǎǎƛǾŜ άƎƘŀǊŀǊέ όaŀƘƳƻǳŘ 9ƭ-

Gamal 200612).  

C. PROHIBITION OF MAISIR 

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  

έ Lƴ ōƻǘƘ ƻŦ ǘƘŜƳ ǘƘŜǊŜ ƛǎ ƎǊŜŀǘ ƘŀǊƳ ŀƭǘƘƻǳƎƘ ǘƘŜǊŜ ƛǎ ǎƻƳŜ ŀŘǾŀƴǘŀƎŜ ŀǎ ǿŜƭƭ ƛƴ ǘƘŜƳ ŦƻǊ 

ƳŜƴΣ ōǳǘ ǘƘŜƛǊ ƘŀǊƳ ƛǎ ƳǳŎƘ ƎǊŜŀǘŜǊ ǘƘŀƴ ǘƘŜƛǊ ŀŘǾŀƴǘŀƎŜǎΦέ (2:219).  

άh ȅƻǳ ǿƘƻ ōŜƭƛŜǾŜ ƛƴǘƻȄƛŎŀƴǘǎ όŀƭƭ ƪƛƴŘ ƻŦ ŀƭŎƻƘƻƭƛŎ ŘǊƛƴƪǎύ ŀƴŘ ƎŀƳōƭƛƴƎΣ ŀƴŘ !ƭ-Ansab 

(ways for seeking luck) are an abomination of Shaitan (Satan). So avoid strictly all that 

(abomination) in order that you may be successful." Al-Quran, AI-Maidah (5:90). 
                                                           
11

 άLǎƭŀƳƛŎ CƛƴŀƴŎŜΥ [ŀǿΣ 9ŎƻƴƻƳƛŎǎ ŀƴŘ tǊŀŎǘƛŎŜέ ǇǇру ϠнΣ нллсΣ aŀƘƳƻǳŘ 9ƭ-Gamal 
12

 άLǎƭŀƳƛŎ CƛƴŀƴŎŜΥ [ŀǿΣ 9ŎƻƴƻƳƛŎǎ ŀƴŘ tǊŀŎǘƛŎŜέ ǇǇрф ϠмΣ нллсΣ aŀƘƳƻǳŘ 9ƭ-Gamal 
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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 over-the-counter are 

prohibited, because if any gain occurred it is rather from chance than any productive means. 

Likewise, futures contracts and options are disregarded as their implied volatility is generally 

high but X, forward, currency swap, short-term commercial operations, if adapted, can find 

their way in Islamic Finance.  

Thereof, adding to the prohibitions of Riba, Gharar, and Maisir , it is understood that the 

traditional buǎƛƴŜǎǎ ƻŦ ƛƴǎǳǊŀƴŎŜ ōŜŎƻƳŜǎ άƘŀǊŀƳέΣ ƛƭƭƛŎƛǘΦ LƴŘŜŜŘΣ ƛƴ ƛƴǎǳǊŀƴŎŜ ŎƻƴǘǊŀŎǘǎΣ ǘƘŜ 

uncertainty element is persistent and each individual pays a premium according to his/her 

άǊƛǎƪ ǇǊƻŦƛƭŜέΦ CƻǊ ƛƴǎǘŀƴŎŜΣ ŀ ȅƻǳƴƎ ŘǊƛǾŜǊ ƛǎ ŎƻƴǎƛŘŜǊŜŘ ǊƛǎƪƛŜǊ ŀƴŘ Ǉŀȅ ŀƴ ŜȄǘǊŀ for insurance 

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 

ōŜƴŜŦƛǘǎΣ ŀƴŘ ǘƘƛǎ ŎƻƴǎǘƛǘǳǘŜǎ ŀƴ ŜƭŜƳŜƴǘ ƻŦ άƳŀƛǎƛǊέ ŀǎ ǿŜƭƭ ŀǎ άƎƘŀǊŀǊέΦ  

Lǎ ǘƘŜ ǇǊƻƘƛōƛǘƛƻƴ ƻŦ άǊƛōŀέ ǊŜƭŜǾŀƴǘ ǘƻ ǘƘŜ ƛƴǎǳǊŀƴŎŜ ōǳǎƛƴŜǎǎΚ ¸ŜǎΣ ƛǘ Ƙŀǎ ǘƻ Řƻ ǿƛǘƘ ǘƘŜ 

investment of the collected premiums or subsequent profits, which insurance companies 

diligently put into work through fixed-income instruments involvƛƴƎ ƛƴǘŜǊŜǎǘ ŀƴŘκƻǊ άƘŀǊŀƳέ 

trades (elaborated below).  An alternative has been developed to cope with the interdiction 

ƻŦ ŎƻƴǾŜƴǘƛƻƴŀƭ ƛƴǎǳǊŀƴŎŜ ŀƴŘ ƛǎ ŎŀƭƭŜŘΥ ά¢ŀƪŀŦǳƭέΦ Lǘ ƳŜŀƴǎ άƎǳŀǊŀƴǘŜŜƛƴƎ ŜŀŎƘ ƻǘƘŜǊέ ŀƴŘ ƛǎ 

based on the mutual principle of coverage. This 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, accideƴǘǎ ŜǘŎΦ ¢ƘŜǊŜƛƴΣ άǘƘŜ ǇǊƻǘŜŎǘƛƻƴ ǇŀǊǘ ƻŦ Takaful works on the donation 

principle according to which individual rights are given up to indemnify the losses 

reciprocally. In the Savings part, individual rights remain intact under a Mudarabah13 

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

ǇƻƭƛŎȅƘƻƭŘŜǊǎ ŀǘ ǘƘŜ ŜƴŘ ƻŦ ǇƻƭƛŎȅ ǘŜǊƳ ƻǊ ōŜŦƻǊŜΣ ƛŦ ǊŜǉǳƛǊŜŘ ōȅ ƘƛƳέ όaǳƘŀƳƳŀŘ !ȅǳō14). 

 

                                                           
13

 A Murabaha is a contract of sale wherein the seller stipulates his cost and a fixed mark-up.  
14

 ά!ƴ ƛƴǘǊƻŘǳŎǘƛƻƴ ǘƻ ¢ŀƪŀŦǳƭΥ ŀƴ !ƭǘŜǊƴŀǘƛǾŜ ǘƻ LƴǎǳǊŀƴŎŜέ Ǉн 
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D. FORBIDDEN TRADE 

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

condemned by Islam as άƘŀǊŀƳέ and unfruitful to the society: 

Alcohol 

Pork production 

Illegal / intoxicating drugs 

Gambling 

Pornography 

Arms production 

Investing in the common stock of companies with respect to the above restrictions is 

allowed and meant to contribute to the well-being of a society. Consequently, the list could 

be extended to environmentally-destroying companies, sweatshops (clear denial of 

employeŜΩǎ ƭŀōƻǊ ǊƛƎƘǘǎύΣ ƘǳƳŀƴ ŎƭƻƴƛƴƎ ƛƴŘǳǎǘǊƛŜǎ ŀƴŘ ǎƻ ŦƻǊǘƘΦ ! ŦŜŀǘǳǊŜ ǎƘŀǊŜŘ ƛƴ ŎƻƳƳƻƴ 

by ethical and Islamic mutual funds. Naturally conventional financial institutions are not 

ǇŜǊƳƛǘǘŜŘ ŜƛǘƘŜǊ ŀǎ ǘƘŜȅ ŘŜŀƭ ƳŀǎǎƛǾŜƭȅ ǿƛǘƘ άǊƛōŀέ ƛƴŎƻƳŜΦ 

Moreover, investing in leveraged-firms is restrained on the provision that heavily-indebted 

companies ought to serve a considerable amount of their revenue in interest payments 

(άwƛōŀέ). Thus, it is recommended to avoid such companies and if no alternatives exist, the 

ratio of debt to their market capitalization ought 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 commonly, excluded are the companies with the following ratios 

equal or superior to 33%: 

¶ Total debt divided by trailing 12-month average market capitalization15 

                                                           
15

 This ratio is opened to question as it refers to a hadith narrated by Sad, wherein the prophet (PBUH) said: 
ά"One-third, yet even one-ǘƘƛǊŘ ƛǎ ǘƻƻ ƳǳŎƘέ ŎƻƴŎŜǊƴƛƴƎ ŀ ǉǳŜǎǘƛƻƴ ƻŦ ƘŜǊƛǘŀƎŜΦ  
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¶ ¢ƘŜ ǎǳƳ ƻŦ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ŎŀǎƘ ŀƴŘ ƛƴǘŜǊŜǎǘ-bearing securities divided by 

trailing month average market capitalization16 

¶ Accounts receivables divided by trailing 12-month average market 

capitalization 

¢Ƙƛǎ ƳŜǘƘƻŘƻƭƻƎȅ ƛǎ ǿƛŘŜƭȅ ǳǎŜŘ ŀƳƻƴƎ {ƘŀǊƛŀΩŀ ōƻŀǊŘǎ ŀƴŘ ƛƴǾŜǎǘƳŜƴǘ ƳŀƴŀƎŜǊǎ ǘƻ ŘǊŜǎǎ ŀ 

list of stocks deemed άƘŀƭŀƭέ as the Dow Jones of Islamic funds Index for instance. As one 

Ŏŀƴ Ŝŀǎƛƭȅ ǇƛŎǘǳǊŜ ƛǘΣ ŀ ŎƻƳǇŀƴȅ Ŏŀƴ Ŝŀǎƛƭȅ ōŜ άƪƛŎƪŜŘ ƻǳǘέ ƻŦ ŀƴ ƛƴŘŜȄ ƻƴŎŜ ƻƴŜ ƻŦ ǘƘŜ ŀōƻǾŜ 

criteria is no longer met.  In 2000, Microsoft was excluded from the Dow Jones Islamic 

Market Index after a surge in interest income (Bokhari 2000). These limitations are mainly 

directed at non-Muslim operated companies. For further information, the reader can find 

attached the stock picking-process by the Dow Jones Islamic indices in the appendix.  

ISLAML/ a¦¢¦![ C¦b5Ω{ 9{{ENCE: 

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 

LǎƭŀƳƛŎ Ŝǉǳƛǘȅ ŦǳƴŘǎΣ ŀƭƭ ŀǎǎŜǘǎ Ƴǳǎǘ ōŜ {ƘŀǊƛŀΩŀ compliant according to the restrictions 

mentioned previously. The second step will be to open the fund to public investment via the 

sale of shares in the case of open-ended mutual funds. In closed mutual funds, the 

investment opportunities are offered to a limited set of investors or simply require investors 

to keep on their shares or wait for a buyer (rather illiquid). Thereafter, the money raised is 

ǳǎŜŘ ǘƻ ōǳȅ ŀ ŘƛǾŜǊǎŜ ǎŜǘ ƻŦ ǎǘƻŎƪǎΣ ǎǳƪǳƪǎΣ ŀƴŘ ƻǘƘŜǊ {ƘŀǊƛŀΩ ŎƻƳǇƭƛŀƴǘ ǎŜŎǳǊƛǘƛŜǎΦ 

Participants in the fund 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 considerations, they charge a fee (management and load fees) and for some a 

redemption penalty.  

                                                           
16

 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 
ƛƴŘǳǎǘǊȅ ƻŦ ǎƘŀǊƛŀΩŀ ǎǘƻŎƪ ǎŎǊŜŜƴƛƴƎΦ  
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¢ƻ ŀŎƘƛŜǾŜ ǘƘŜ ǇǊƻǇŜǊ ǎŎǊŜŜƴƛƴƎ ƻŦ ǎǘƻŎƪǎΣ ǘƘŜȅ ŀǊŜ ǎǳǇŜǊǾƛǎŜŘ ōȅ ŀ {ƘŀǊƛΩŀ {ǳǇŜǊǾƛǎƻǊȅ 

Boards to allow licit investments and the enforcement of Islamic ethics in the fund 

management team. This aspect constitutes a positive feature for individuals willing to make 

άƘŀƭŀƭέ ǇǊƻŦƛǘǎ όŀ ǇǊŜƳƛǳƳ ǿƘƛŎƘ Ŏŀƴ ƘŀǊŘƭȅ ōŜ ŜǾŀƭǳŀǘŜŘ ǘƘƻǳƎƘύΦ ¢ƘŜ ƳƛƴƛƳǳƳ 

participation varies according to mutual funds. But one must keep in mind that 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 especially if the fund 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 research on investigating differences of cost and disclosure of 

information within Islamic mutual funds. 

 

THE RISE OF ISLAMIC MUTUAL FUNDS 

¢ƘŜ ŎƻƴŎŜǇǘ ƻŦ aǳǘǳŀƭ ŦǳƴŘǎ ƛƴ LǎƭŀƳƛŎ ŎƻǳƴǘǊƛŜǎ Ƙŀǎ ƛǘǎ Ǌƻƻǘǎ ƛƴ άaǳǎƘŀǊŀƪŀέΣ ŀƴ LǎƭŀƳƛŎ 

investment vehicle wherein a syndicate of 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 bank or 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 past three decades but more 

importantly during the last 15 years. The industry reached its peak in mid-нлллΣ ǿƘŜƴ άǘƘŜ 

dot-com bubble burst, investors worldwide rushed to safety, existing equity funds [] in favor 

of hedge funds, fixed-income securities and real estate. The Islamic finance industry was no 

ŘƛŦŦŜǊŜƴǘ ǘƻ ŎƻƴǾŜƴǘƛƻƴŀƭ ŦǳƴŘǎ ώΧϐ ŀƴŘ ǎƻƭŘ ǘƘŜƛǊ Ŝǉǳƛǘȅ ŦǳƴŘ Ǉƻǎƛǘƛƻƴǎ ŀǘ ŦŀǎǘŜǊ ǊŀǘŜ ǘƘŀƴ 
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ǘƘŜƛǊ ŎƻƴǾŜƴǘƛƻƴŀƭ ŎƻǳƴǘŜǊǇŀǊǘǎέ ό{ƻƘŀƛƭ WŀŦŦŜǊ нллр17). Thereof, one can expect no 

difference in behavior between Islamic and traditional investors; performance remains the 

Ƴƻǎǘ ŘŜŎƛǎƛǾŜ ŎǊƛǘŜǊƛƻƴ ƻŦ ŀƴ ƛƴŘƛǾƛŘǳŀƭ ƛƴǾŜǎǘƻǊΩǎ ƭƻȅŀƭǘȅ ǘƻ ŀ Ƴǳǘǳŀƭ ŦǳƴŘΦ tƻƻǊ ǇŜǊŦƻǊƳŜǊǎ 

are likely to lose out to top ones, even though the evidence is mixed about their subsequent 

ȅŜŀǊǎΩ ǊŜǘǳǊƴǎΦ Some advocate to avoid funds with persistently poor performance while 

funds with high returns in the previous year achieve higher-than-average expected returns 

next year exclusively (Mark M.Carhart 199718). Passively stockholding of winners triggers 

superior performance over holding past losers (Hsiu-Lang Chen, Narasimhan Jegadeesh and 

Russ Wermers 199919
). 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 Tariq Al-Rifai20, 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 more money 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 so on to 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 

ŎŀǇƛǘŀƭ ƛƴ άƘŀƭŀƭέ ŀǎǎŜǘǎ ŀƴŘ ŘƛǾŜǊǎify their risk portfolio, which a mutual fund offers best.  

Naturally, Muslim or socially-responsible investors expect their mutual fund to perform 

better than the market, that is why several indices have emerged to provide a sound 

comparison of performance between funds and their respective benchmark. This will 

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

                                                           
17

 άLǎƭŀƳƛŎ ǊŜǘŀƛƭ ōŀƴƪƛƴƎ ŀƴŘ ŦƛƴŀƴŎŜΥ Ǝƭƻōŀƭ ŎƘŀƭƭŜƴƎŜǎ ŀƴŘ ƻǇǇƻǊǘǳƴƛǘƛŜǎέ Ǉмру нллрΣ {ƻƘŀƛƭ WŀŦŦŜǊΦ 
18

 άhƴ ǇŜǊǎƛǎǘŜƴŎŜ ƛƴ aǳǘǳŀƭ CǳƴŘǎ tŜǊŦƻǊƳŀƴŎŜέ ǇумΣ мффтΣ aŀǊƪ aΦ/ŀǊƘŀǊǘΦ  

19 The Value of Active Mutual Fund Management: An Examination of the Stockholdings and Trades of 

CǳƴŘ aŀƴŀƎŜǊǎέ ǇноΣ мфффΣ Iǎƛǳ-Lang Chen, Narasimhan Jegadeesh and Russ Wermers. 

20
 Islamic Equity Fund Workshop 2003 : an overview of islamic finance and the growth of Islamic funds. Tariq Al-

Rifai 
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accountability to their current/potential investors, so as to permit participants to know best 

and make informed choices. 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, Islamic mutual 

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, listed 6 900 mutual funds and Europe 10 269, with total 

assets of $4,465 and $1,360 trillion of assets respectively21. While Failaka22 counts 297 

Islamic funds (balanced, mixed, equity) with total net assets totaling $17,33 billion in 2007. A 

conventional American mutual fund is on average 11 times 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 relative structural cost of the three types of funds: 

conventional, Islamic and ethical.  

hƴŜ Ƴǳǎǘ ƪŜŜǇ ƛƴ ƳƛƴŘ ǘƘŀǘ ŀ {ƘŀǊƛŀΩŀ ŎƻƳǇƭƛŀƴǘ ƛƴǾŜǎǘƳŜƴǘ ƛǎ ŀƴ ŀǘǘŜƳǇǘ ǘƻ ŀƭƭƻŎŀǘŜ ŦǳƴŘǎ 

to socially-responsible companies which are in good financial shape, with low debt-to-capital 

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 research questions: 

Á Do Islamic mutual funds outperform their peers or suffer from under-performance 

after accounting for conventional measures of risk? 

Á Do they suffer from lower diversification? 

                                                           

21 άA Comparison Between the European and ǘƘŜ ¦Φ{Φ aǳǘǳŀƭ CǳƴŘ LƴŘǳǎǘǊȅέ p24, 2002, Rogér Otten 

and Mark Schweitzer. 

22
 άCŀƛƭŀƪŀ bƻǾŜƳōŜǊ vǳŀǊǘŜǊƭȅ wŜǇƻǊǘ нллтέ ǇсΣ ǘƘŜ Cŀƛƭŀƪŀ ŀŘǾƛǎƻǊȅ ǘŜŀƳΦ 
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Those questions all lead to enquiring if there is a fundamental cost to be an Islamic mutual 

fund and determine any consistency in under/over-performance.  

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 instance the DJ Islamic Market 

Technology Index, the DJ Islamic Market Europe Index, and the DJ Islamic Market Asia/Pacific 

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 their website23.  

DIVERSIFICATION LIMITS 

¢ƘŜ ǳƴƛǾŜǊǎŀƭ ǎŜǘ ƻŦ ƛƴǾŜǎǘƳŜƴǘ ǘƻ aǳǎƭƛƳǎ ƛǎ ƭƛƳƛǘŜŘ ŘǳŜ ǘƻ {ƘŀǊƛŀΩŀ ǊŜǎǘǊƛŎǘƛƻƴǎΣ ǘƘǳǎ 

Islamic investors enjoy a lower diversification benefit than their conventional counterparts. 

It may also be argued that global investments opportunities are so extensive that these 

differences in diversification are minor.  

In the case of a bear stock ƳŀǊƪŜǘΣ ǿƘŜǊŜƛƴ ǘƘŜ ƳŀǊƪŜǘ ŎŀǇƛǘŀƭƛȊŀǘƛƻƴ ƻŦ ǘƘŜ {ƘŀǊƛŀΩŀ 

compliant securities declines, increasing the debt-to-equity ratio and hence reducing 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 Ali 200524ύΦ /ƻƴǎǘŀƴǘƭȅ ǊŜŀŘƧǳǎǘƛƴƎ ŀ ǇƻǊǘŦƻƭƛƻ ƻŦ {ƘŀǊƛŀΩŀ may involve a higher turnover 

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 and induces a limited impact on major stock 

markets but as they grow. It will be interesting to observe to which extent their action 
                                                           
23

 http://www.investaaa.com/ under The Dow Jones Islamic Indexes category. 
24

 άLǎƭŀƳƛŎ /ŀǇƛǘŀƭ aŀǊƪŜǘǎ tǊƻŘǳŎǘǎΥ 5ŜǾŜƭƻǇƳŜƴǘǎ ŀƴŘ /ƘŀƭƭŜƴƎŜǎέ ǇǇнр-26, Salman Syed Ali 2005 

http://www.investaaa.com/
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impact the markets. To offer the reader an approximation of the difficulty of the task of 

{ƘŀǊƛŀΩŀ ŎƻƳǇƭƛŀƴǘ ǎǘƻŎƪ ǎŜƭŜŎǘƛƻƴΣ ǘhis paper refers to a presentation given by Al Safwa 

equity fund in 200025. They selected a set of 10 000 potential investable stocks and apply a 

{ƘŀǊƛŀΩŀ ǎŎǊŜŜƴƛƴƎΦ hƴƭȅ рлл ǿŜǊŜ ŘŜŜƳŜŘ ǇŜǊƳƛǎǎƛōƭŜΗ [ƻƻƪƛƴƎ ŦƻǊ LǎƭŀƳƛŎ ŜǉǳƛǘƛŜǎΣ ƛƴ ƘƛƎƘ 

demand, is like a hunt for golden eggs; it suggests serious restrictions on the ease of choice 

for Islamic investors. Furthermore, it rules out a do-it-yourself screening because of the 

significant amount of time and resources to be deployed. Conscious of the hardship imposed 

ƻƴ ƛƴǾŜǎǘƻǊǎΣ {ƘŀǊƛŀΩŀ ōƻŀǊŘǎ ŀǊŜ ƎǊŀŘǳŀƭƭȅ ǘŀƪƛƴƎ ƛƴǘƻ ŀŎŎƻǳƴǘ ǇƭŜŀǎ ŦƻǊ ŀ ǊŜǾƛŜǿ ƻŦ ǘƘŜ 

screening process. One study from M.H. Khatkhatay and Shariq Nisar (2007) relates the 

apparent complexity of selecting stocks by using the Bombay Stock Exchange 500 index, 

where only 28,1 % qualified for Islamic certification.  

9ƴƭŀǊƎƛƴƎ ǾƻƭǳƴǘŀǊƛƭȅ ǘƘŜ {ƘŀǊƛŀΩŀ ŀŘƳƛǎǎƛōƭŜ ǎŜǘ ƻŦ ǎǘƻŎƪǎ ǿƛƭƭ ǊŜǉǳƛǊŜ LǎƭŀƳƛŎ Ƴǳǘǳŀƭ ŦǳƴŘǎ ǘƻ 

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 

ǎǘǊƻƴƎ ǎŀȅ ƻǾŜǊ ǘƘŜ ƳŀƴŀƎŜƳŜƴǘ ƻŦ ǘƘŜ ŎƻƳǇŀƴȅ όƛΦŜΦ ŀŎǘƛǾŜ ƛƴǎǘƛǘǳǘƛƻƴŀƭ ƛƴǾŜǎǘƻǊΩǎ ǊƻƭŜύΦ 

However, such a strategy comes at a cost: diversification! And so far, even though it is 

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

under management at the moment26.  

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

from those diversification constraints in good as well as in bad times. 

{I!wL!Ω! {¦t9w±L{Lhb OF ISLAMIC MUTUAL FUNDS 

To understand the investment strategies of Islamic equity funds, one must understand the 

ǊƻƭŜ ŀƴŘ ǘƘŜ ŎƻƳǇƻǎƛǘƛƻƴ ƻŦ ǘƘŜ ǎƘŀǊƛŀΩŀ ōƻŀǊŘΦ ¢ƻ ǇǊƻǾƛŘŜ ŀ ōǊƛŜŦ overview to the attentive 

reader, we rely on the work of Yusuf Talal DeLorenzo on the subject27. The latter author 

                                                           

25 άLǎƭŀƳƛŎ ϧ {ƻŎƛŀƭƭȅwŜǎǇƻƴǎƛōƭŜ LƴǾŜǎǘƛƴƎ ƛƴaǳǘǳŀƭ CǳƴŘǎέ Presented by Dr. Saleh Jameel Malaikah 

in 2000. 

26
 Mixed, balanced, hedge funds and fund of funds are not counted. Details of the calculation are explained 

later on. 
27

 « {ƘŀǊƛŀΩŀ ǎǳǇŜǊǾƛǎƛƻƴ ƻŦ ƛǎƭŀƳƛŎ Ƴǳǘǳŀƭ ŦǳƴŘǎ » Yusuf Talal Delorenzo 
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ƻōǎŜǊǾŜŘ ǘƘŀǘ ƭŜǎǎ рл ҈ ƻŦ ǘƘŜ ƛǎƭŀƳƛŎ Ƴǳǘǳŀƭ ŦǳƴŘǎ ǇƻǎǎŜǎǎŜǎ ǘƘŜƛǊ ƻǿƴ ǎƘŀǊƛŀΩŀ ōƻŀǊŘΦ [ŀŎƪ 

ƻŦ ǎƪƛƭƭŜŘ {ƘŀǊƛŀΩŀ ǎǳǇŜǊǾƛǎƻǊǎ ƛǎ ƻƴŜ ǊŜŀǎƻƴ ŀƴŘ this significant shortage imposes substantial 

Ŏƻǎǘǎ ǳǇƻƴ ǘƘŜ ŦǳƴŘǎΦ !ǎ ŀ ǊŜǎǳƭǘΣ ǘƘŜȅ Ƴŀȅ ǎŜŜƪ ǘƻ ǎƘŀǊŜ {ƘŀǊƛŀΩǎ ŀŘǾƛŎŜǎ ŜȄǘŜǊƴŀƭƭȅ ǊŀǘƘŜǊ 

than internally 

¢ƘŜ ǊƻƭŜ ƻŦ ŀ ǎƘŀǊƛŀΩŀ ōƻŀǊŘΥ 

Heavily present in the islamic banking industry, there has been a buoyant demand for 

ǎƘŀǊƛŀΩŀ ǎŎƘƻƭŀǊǎ ǘƻ ǾŀƭƛŘŀǘŜ ǇŜǊƳƛǎǎƛōƭŜ ƛƴǾŜǎǘƳŜƴǘǎ ƛƴ Ŝǉǳƛǘȅ ǘǊŀƴǎŀŎǘƛƻƴǎ ŦǊƻƳ ƛƴǾŜǎǘƳŜƴǘ 

funds. 

As slightly mentioned earlier, its primary mission is to ensure the stocks selected are 

ǇŜǊƳƛǎǎƛōƭŜ όάƘŀƭŀƭέύ ŀƴŘ ǊŜƳŀƛƴ ǎƻΦ ¢ƘŜ ŎǊƛǘŜǊƛŀ ŀǊŜ exposed on the first part, the stocks 

invested in or scrutinized shall not involve companies engaged in any forbidden trade, 

incorporate an unbearable amount of debt (debt-to-capital ratio > 33 %), and profit 

excessively from interest income ( non-operation 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 role is assimilated to auditing and monitoring the firm, 

ŎƘŜŎƪƛƴƎ ŀ ŎƻƳǇŀƴȅΩǎ ƻǇŜǊŀǘƛƻƴǎΣ ŀƴŘ ŜƴǎǳǊƛƴƎ ǎǘǊƛŎǘ ŀŘƘŜǊŜƴŎŜ ǘƻ LǎƭŀƳƛŎ ǇǊŜŎŜǇǘǎ 

όǇǊƛƴŎƛǇƭŜǎ ƻŦ {ƘŀǊƛŀΩŀ ŀƴŘ ŦŀǘǿŀǎύΦ ¢ƘŜȅ ŀŘǾƛǎŜ ǘƘŜ fund on stock selection, inspect closely 

ǘƘŜ ŎƻƳǇŀƴȅΩǎ ǎǘƻŎƪ ŀŎǘƛǾities. If any comparison is permissible, the role of Auditors in the 

United-{ǘŀǘŜǎ ŎŜǊǘƛŦȅƛƴƎ !ƳŜǊƛŎŀƴΩǎ ŦƛǊƳǎΩ ŎƻƳǇƭƛŀƴŎŜ ǘƻ ǘƘŜ {ŀǊōŀƴŜǎ hȄƭŜȅ ŀŎǘ ƻŦ нллн ƛǎ 

ǾŜǊȅ ǎƛƳƛƭŀǊ ǘƻ ŀ {ƘŀǊƛŀΩŀ ōƻŀǊŘ ƛƴ ƛǘǎ ǘŀǎƪΦ ¢ƘŜȅ ŘƛǎǎŜŎǘ ŎƻƳǇŀƴƛŜǎΩ annual reports, balance 

sheets, financial ǎǘŀǘŜƳŜƴǘǎ ŀƴŘ ŎƻƳǇǳǘŜ ŦƛƴŀƴŎƛŀƭ Ǌŀǘƛƻǎ ǘƻ ƛŘŜƴǘƛŦȅ άǊƛōŀέ ƛƴŎƻƳŜΦ !ǎ ŀ 

ǊŜǎǳƭǘΣ ǿŜ ŎŜǊǘŀƛƴƭȅ ŀƎǊŜŜ ƻƴ ǘƘŀǘ ŀ ά{ƘŀǊƛŀΩŀ ǎǳǇŜǊǾƛǎƛƻƴ ǊŜǉǳƛǊŜǎ ǘƘŜ ŎƻƳƳƛǘƳŜƴǘ ƻŦ ǘƛƳŜ 

ŀƴŘ ǊŜǎƻǳǊŎŜǎέ ό¸ǳǎǳŦ ¢ŀƭŀƭ 5Ŝ[ƻǊŜƴȊƻ28).  

/ƻƳǇƻǎƛǘƛƻƴ ƻŦ {ƘŀǊƛŀΩŀ ōƻŀǊŘΥ 

{ƘŀǊƛŀΩŀ ŀŘǾƛǎƻǊǎΣ ŀǎ ŦŀǊ LǎƭŀƳƛŎ Ƴǳǘǳŀƭ ŦǳƴŘǎ ŀǊŜ ŎƻƴŎŜǊƴŜŘΣ ŀǊŜ ǎǇŜŎƛŀƭƛȊŜŘ ƛƴ ǘƘŜ LǎƭŀƳƛŎ 

ƭŀǿ ƻŦ ŦƛƴŀƴŎƛŀƭ ǘǊŀƴǎŀŎǘƛƻƴǎΦ /ƻƴǎƛǎǘŜƴǘ ǿƛǘƘ ǘƘŜ ƭŀŎƪ ƻŦ ǎƘŀǊƛŀΩŀ ǎŎƘƻƭŀǊǎ ƛƴ ǘƘŜ ŦƛŜƭŘΣ Ƴƻǎǘ ƻŦ 
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ǘƘŜƳ ŀǊŜ ƛƴǘŜǊƴŀǘƛƻƴŀƭƭȅ ǊŜŎƻƎƴƛȊŜŘ ŀƴŘ ǎƛǘ ƻƴ ǎƘŀǊƛŀΩŀ ōƻŀǊŘǎ ƻf prestigious financial 

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 compared to a large one, wherein exists an 

ǳǊƎŜ ǘƻ ŜƴǎǳǊŜ ƭŀǊƎŜ Ǉƻƻƭǎ ƻŦ ƛƴǾŜǎǘƳŜƴǘǎ ŀǊŜ ǎŀŦŜΣ ŎƭƻǎŜƭȅ ǿŀǘŎƘŜŘ ŀƴŘ ǎƘŀǊƛŀΩŀ ŎƻƳǇƭƛŀƴǘ 

ǘƻ ŎƻƳŦƻǊǘ aǳǎƭƛƳ ƛƴǾŜǎǘƻǊǎΦ ¸ǳǎǳŦ ¢ŀƭŀƭ 5Ŝ[ƻǊŜƴȊƻ ǊƛƎƘǘŦǳƭƭȅ Ǉƻƛƴǘǎ ƻǳǘ ǘƘŀǘ άǘƘŜ {ƘŀǊƛŀΩŀ 

supervisor places himself in a position of directly representing the religious interests of the 

investor29έΦ ¢Ƙƛǎ ƛǎ ŀƴ ŀŘŘŜŘ-value to which an Islamic mutual fund owes its reputation and 

ǎǳōǎƛǎǘŜƴŎŜΦ /ƻƴǎŜǉǳŜƴǘƭȅΣ ŎƘƻƻǎƛƴƎ ŀƴ ŀŘŜǉǳŀǘŜ ǘŜŀƳ ƻŦ ǎƘŀǊƛŀΩŀ ǎŎƘƻƭŀǊǎ ƛǎ ŎǊǳŎƛŀƭΦ 

Their duties  in 4 points: 

1. Portfolio Purification: impure earnings from investments are to be purified through a 

donation to charity, called Zakah (purification). Interest-bearing investments are one 

ŜȄŀƳǇƭŜΦ ¢ƘŜ ǎƘŀǊƛŀΩŀ board separates the impure earnings from the capital gains 

and/or dividends and redistributes the rest to investors. 

2. Adequate Selection of Stocks: need to comply by every standard to principles of 

ǎƘŀǊƛŀΩŀΦ ¢ƘŜ 5ƻǿ WƻƴŜǎ LǎƭŀƳƛŎ aŀǊƪŜǘ LƴŘŜȄŜǎ ǇǊƻǾƛŘŜ ƎƻƻŘ ƛƴŘǳǎǘǊȅ ǎǘŀƴŘŀǊŘǎΣ 

most Islamic funds rely on those.  

3. Monitoring Management: ǘƘŜ ǎƘŀǊƛŀΩŀ ōƻŀǊŘ Ŏŀƴ ƘŜƭǇ ǘƻ ŎƻƻǊŘƛƴŀǘŜ ǘƘŜ ƛƴǾŜǎǘƳŜƴǘ 

strategies, make sure fund managers stick to Islamic precepts and correct mistakes. 

{ƛƳƛƭŀǊƭȅ ǘƻ ŎƻƴǾŜƴǘƛƻƴŀƭ Ƴǳǘǳŀƭ ŦǳƴŘǎΣ ǘƘŜ ǎƘŀǊƛŀΩǎ ōƻŀǊŘ ŀŎǘǎ ƛƴ ŀ ƳŀƴƴŜǊ ǎƛƳƛƭŀǊ ǘƻ 

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 

sufficiŜƴǘ ƛƴŦƻǊƳŀǘƛƻƴ ǊŜƎŀǊŘƛƴƎ ǘƘŜΥ ŦŜŜǎΣ ŦǳƴŘΩǎ ǇŜǊŦƻǊƳŀƴŎŜΣ ǇƻǊǘŦƻƭƛƻ 
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diversification, purification process and charities which benefit from it. They also help 

ƛƴ άǘƘŜ ǇǊŜǇŀǊŀǘƛƻƴ ƻŦ ŦƛƭƛƴƎǎ ŦƻǊ ǊŜƎǳƭŀǘƻǊȅ ŀƎŜƴŎƛŜǎ30έΦ  

hǾŜǊŀƭƭΣ {ƘŀǊƛŀΩŀ ǎǳǇŜǊǾƛǎƻǊȅ ōƻŀǊŘǎ ŀǊŜ in an excellent position to promote transparent 

Islamic investment operations and enhance communication worldwide on ethical 

ƛƴǾŜǎǘƳŜƴǘ ƻǇǇƻǊǘǳƴƛǘƛŜǎ ǘƻ aǳǎƭƛƳǎ ōǳǘ ƴƻǘ ŜȄŎƭǳǎƛǾŜƭȅΦ ! {ƘŀǊƛŀΩŀ ǎǘŀƳǇ ƛǎ ƛƴǘŜƴŘŜŘ ǘƻ 

comfort Muslims in their investment decisions 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 information 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 clear and concise reports. 

The first empirical study was constructed by Fikriyah Abdullah, Taufiq Hassan, Shamsher 

Mohamad on the performance of Malaysian Islamic unit trust funds from 1995 to 200131.  

They use Net Asset Values (NAVs) to compare returns of Islamic funds to conventional funds. 

¢ƘŜȅ ŎƻƴŎƭǳŘŜ ǘƘŀǘ άŎƻƴǾŜƴǘƛƻƴŀƭ ŦǳƴŘǎ ǇŜǊŦƻǊƳ ōŜǘǘŜǊ ǘƘŀƴ LǎƭŀƳƛŎ ŦǳƴŘǎ ŘǳǊƛƴƎ ƎƻƻŘ 

economic period and vice-ǾŜǊǎŀ ŘǳǊƛƴƎ ōŀŘ ŜŎƻƴƻƳƛŎ ǇŜǊƛƻŘέΦ ¢ƘŜȅ ŦƻǳƴŘ ǘƘŀǘ ōƻǘƘ 

categories of investment vehicles slightly under-perform 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 univeǊǎŜ ƻŦ ǎǘƻŎƪǎ ŀǘ ǘƘŜ ŘƛǎǇƻǎŀƭ ƻŦ {ƘŀǊƛŀΩŀ ŎƻƳǇƭƛŀƴǘ 

ŦǳƴŘΩǎ ƳŀƴŀƎŜǊǎΦ   
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 άLƴǾŜǎǘƛƎŀǘƛƻƴ ƻŦ ǇŜǊŦƻǊƳŀƴŎŜ ƻŦ aŀƭŀȅǎƛŀƴ LǎƭŀƳƛŎ ǳƴƛǘ ǘǊǳǎǘ ŦǳƴŘǎΥ ŎƻƳǇŀǊƛǎƻƴ ǿƛǘƘ ŎƻƴǾŜƴǘƛƻƴŀƭ ǳƴƛǘ ǘǊǳǎǘ 

ŦǳƴŘǎέ нллм, Fikriyah Abdullah, Taufiq 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 

Hassan in 2002 form a sample of 46 Islamic mutual funds and track their performance 

between the 1st of January 1997 and 31st of 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 

NAV-based returns from the Islamic equity funds and two set of benchmarks: S&P 500 index 

(as proxy for conventional 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 benchmark)32. They found no statistical difference in performance of the studied funds 

comparŜŘ ǘƻ ǘƘŜƛǊ ǊŜǎǇŜŎǘƛǾŜ ƛƴŘŜȄΦ ¢ƘŜƛǊ ǇŜǊŦƻǊƳŀƴŎŜ ǎŜŜƳǎ ǘƻ ƛƴŎǊŜŀǎŜ ǿƛǘƘ ǘƛƳŜΣ άŀǎ 

managers are gaining more experience and sense of the market33έΦ !ƎŜ ŎƻǳƭŘ ŀƭǎƻ ǊŜǇǊŜǎŜƴǘ 

a bias in this sense. According to the same authors, which limitation we agree upon, the 

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 diversification for some.  

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, with more 50 % being 

Malaysian funds. For that reason, funds were segregated between global, Malaysian and 

other (funds investing in their region/country). They found that IEFs under-perform their 

conventional and Islamic indices by 2.99% and 2.19% per annum respectively (R.Hayat 

200634). Most of the under-performance 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 their ability to 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 under-performance during good times. 

One drawback compared to the previous source (S.Elfakhani, M.Kabir Hassan 2002), it is the 
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 άtŜǊŦƻǊƳŀƴŎŜ ƻŦ LǎƭŀƳƛŎ aǳǘǳŀƭ CǳƴŘǎέ ǇмнΣ нллнΣ {Φ9ƭŦŀƪƘŀƴƛ ŀƴŘ YΦIŀǎǎŀƴΦ 
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 άtŜǊŦƻǊƳŀƴŎŜ ƻŦ LǎƭŀƳƛŎ aǳǘǳŀƭ CǳƴŘǎέ ǇнпΣ нллнΣ {Φ9ƭŦŀƪƘŀƴƛ ŀƴŘ YΦIŀǎǎŀƴΦ 
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 άAn Empirical Assessment of Islamic Equity Fund wŜǘǳǊƴǎέ pp50-51, 2006, R.Hayat. 
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ǳǎŜ ƻŦ ǘƘŜ L9CǎΩ ǇǊƛŎŜǎ ƛƴǎǘŜŀŘ ƻŦ ǘƘŜ b!±ǎ ǘƻ ŎƻƳǇǳǘŜ ǊŜǘǳǊƴǎΦ LƴŘŜŜŘΣ b!±Ωǎ ǊŜǘǳǊƴǎ ŀǊŜ 

free of investor sentiment concerning the ǇǊƛŎŜ ƻŦ ŦǳƴŘΩ ǎƘŀǊŜǎ and ideally represent the 

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 Hassan35 compared returns of both indices by 

operating a match-pair analysis. They found that Islamic indices overperformed from 1996 to 

2001 and under-performed subsequently until 200536. They did observe lower diversification 

among Islamic indices, resulting in a cost of 31 basis points per annum over the average 

index. In addition, Islamic indices seem have a tilt toward growth and small-cap value stocks 

by comparison with conventional indices37. An additional study by G. Forte and F. Miglietta38 

(2007) on Islamic indices offers an assessment of the latter 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 picking stocks, SR indices emphasize on human rights and 

environmental criteria while Islamic indices as explained in the first part of our study gives 

ǇǊƛƻǊƛǘȅ ǘƻ ǊŜƭƛƎƛƻǳǎ ōŜƭƛŜŦǎΦ ¢ƘŜǊŜƻƴΣ {ƘŀǊƛŀΩŀ ǎŎǊŜŜƴǎ ǎƘŀǊŜ ƳƻǊŜ ƛƴ ŎƻƳƳƻƴ ǿƛǘƘ ƻǘƘŜǊ 

religious filters as 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 Albaity39 (2006) assessed the 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 lower returns for the KLSE Syariah index but with a 

lower risk. Thereof, there is no choice penalty for the Islamic index.  They impart the 
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 άCŀƛǘƘ-.ŀǎŜŘ 9ǘƘƛŎŀƭ LƴǾŜǎǘƛƴƎΥ ¢ƘŜ /ŀǎŜ ƻŦ 5ƻǿ WƻƴŜǎ LǎƭŀƳƛŎ LƴŘŜȄŜǎέ 2005, Eric Girard and M. Kabir Hassan. 
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 Ibid p27. 
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 Ibid p27 
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 άLǎƭŀƳƛŎ Ƴǳǘǳŀƭ ŦǳƴŘǎ ŀǎ ŦŀƛǘƘ-ōŀǎŜŘ ŦǳƴŘǎ ƛƴ ŀ ǎƻŎƛŀƭƭȅ ǊŜǎǇƻƴǎƛōƭŜ ŎƻƴǘŜȄǘέ нллтΣ D. Forte and F. Miglietta. 
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 ά¢ƘŜ ǇŜǊŦƻǊƳŀƴŎŜ ƻŦ {ȅŀǊƛŀƘ ŀƴŘ /ƻƳǇƻǎƛǘŜ ƛƴŘƛŎŜǎΥ ŜǾƛŘŜƴŎŜ ŦǊƻƳ Yǳŀƭŀ [ǳƳǇǳǊ {ǘƻŎƪ aŀǊƪŜǘέ нллсΣ Rubi 

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 in developing 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 Zhang40 (2007). Their study finds SRIs under-performs in most European and 

Asian markets but with no evident cost of diversification. Governance and social screens 

influence risk-adjusted returns positively inversely to the environmental-driven ones. Higher 

governance standards induce better reporting of information and companies doing so are 

accordingly rewarded. Of the same tone, a study by Meir Statman41 (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 assessed their performance 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 French 3-factor model will be 

used to assess Islamic funds performance 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. The 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. There is no formal 
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 ά¢ƘŜ tǊƛŎŜ ƻŦ 9ǘƘƛŎǎΥ9ǾƛŘŜƴŎŜ ŦǊƻƳ {ƻŎƛŀƭƭȅ wŜǎǇƻƴǎƛōƭŜ aǳǘǳŀƭ CǳƴŘǎέ нллтΣ [ǳŎ wŜƴƴŜōƻƻƎΣ  Jenketer Horst 

and Chendi Zhang 

41 άSocially responsible indexes: Composition, performance and tracking errorsέ 2005, Meir Statman. 
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requirement emanating from a regulatory body to disclose full information on Islamic 

mutual funds especially in tax-haven financial places such as the Cayman Islands or even 

Bahrain. This is based mostly on a free will and on the accountability of fund 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 performance. Bloomberg and S&P also 

ƧƻƛƴŜŘ ǘƘŜ ŎǊƻǿŘ ŀƴŘ ŀƭǎƻ ƻŦŦŜǊ ǘƻ ǘǊŀŎƪ L9CǎΩ ǇŜǊŦƻǊƳŀƴŎŜΦ Cŀƛƭŀƪŀ ǊŜǎǇƻƴŘŜŘ ǇƻǎƛǘƛǾŜƭȅ ǘƻ 

requests for information and through a binding contract ensuring information privacy, 

access was provided to Failaka online database.   

This research 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 1997 to 2002.The 

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 changes 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: 
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Rij is the total return earned for fund j over month t, NAVjt is the Net Asset Value in month t 

and Divjt is the dividend or cash disbursement paid by the fund in month t. S.Elfakhani and 

M.Kabir Hassan previously selected funds with at least two years of data, which restricted 

the number of funds to 4642. 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.  
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For all indices, Datastream was used to obtain the data and compute the total return index, 

which formula is listed below: 
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In the matched-pair analysis section, logarithmic returns were computed as follows for 

indices and funds:
 

 

     

                                                                          (1) 

Rit is the return earned for index/fund i over month t, Rit is the total return index in month t 

and Rit-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 for Asia, 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 important 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 FTSE Global DJ Islamic World DJSI World 

        

North America S&P500 DJ Islamic US DJSI US 

        

Europe DJ EUR STOXX DJ Islamic EUR DJSI EUR 

        

Asia 
DJ STOXX 600 Asia 

Pacific 
DJ Islamic Asia N.A 

        

Malaysia 
KLSE Composite 

Index 
KLSE Syariah Index N.A 

        

Emerging FTSE All Emerging 
DJ Islamic Emerging 

Markets 
N.A 

        

Technology FTSE Emerging Tech DJ Islamic Technology  N.A 

 

aƻǊŜ ƛƴŦƻǊƳŀǘƛƻƴ ǿŀǎ ŎƻƭƭŜŎǘŜŘ ǘƘǊƻǳƎƘ CŀƛƭŀƪŀΩǎ ŘŀǘŀōŀǎŜ ŀƴŘ ǘƘƛǎ ǊŜǎŜŀǊŎƘ ǇŀǊǘƛŀƭƭȅ ƻǿŜǎ 

its information to Mark Smyth for his support and help throughout the data collection 

process. Via their online database, information on costs, localization, investment market, 

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 because of information 

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 three factor model developed by 
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Fama and French were collected via the data library of Kenneth R.French43. The model is 

elaborated later in the following methodology section. 

METHODOLOGY 

THE SHARPE RATIO ς ONE FACTOR MODEL AND JENSEN ALPHA 

The Sharpe ratio is a measure of risk premium per unit of risk of an investment asset. This 

ŀƭƭƻǿǎ ŦƻǊ ŎƻƳǇŀǊƛǎƻƴ ƻŦ άǊƛǎƪ-ŀŘƧǳǎǘŜŘέ ǇŜǊŦƻǊƳŀƴŎŜ ƻŦ ŦǳƴŘǎ ǿƛǘƘ ŘƛŦŦŜǊŜƴǘ ƭŜǾŜƭǎ ƻŦ Ǌƛǎƪ 

(measured by their standard deviation). Alternatively named, the reward-to-variability ratio 

is obtained as follows: 

           j

fj rr
SHARPE

s

-
=                                        (2) 

jr - fr  is the average excess return of a fund j earned over a risk-free asset f, the one-month 

T-bill is used as a proxy. js represents the total risk of a fund j. One might question the use 

of a risk-free asset such as the one month T-bill considering that Islamic investors and fund 

managers cannot invest in such vehicles. But to date, it remains the easiest risk-free 

benchmark asset to compare to. In the future, a Murabaha44 index might arise to fix the 

issue.  

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

the Capital Asset Pricing Model (CAPM) defined as: 

                                                         (3) 

                                                           
43

 The datalibrary is available at this website: 
http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html 
44

 Murabaha: sale of goods with an agreed-upon profit mark-up on the cost. There are two-types of the 
modern murabaha sale. In the first, the 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 or spot murabaha. 
¢ƘŜ ǎŜŎƻƴŘ ǘȅǇŜ ǘȅǇƛŎŀƭƭȅ ƛƴǾƻƭǾŜǎ ǘƘŜ ŎǳǎǘƻƳŜǊΩǎ ǇǊƻƳƛǎŜ ǘƻ ǇǳǊŎƘŀǎŜ ǘƘŜ ƛǘŜƳ Ŧrom the institution, which is 
called murabaha ǘƻ ǘƘŜ ǇǳǊŎƘŀǎŜ ǇǊŜƳƛŜǊ όά{ǘǊǳŎǘǳǊƛƴƎ LǎƭŀƳƛŎ CƛƴŀƴŎŜ ¢ǊŀƴǎŀŎǘƛƻƴǎέ ǇнолΣ нллрΣ ŜŘƛǘŜŘ ōȅ 
Abdulkader Thomas, Stella Cox and Bryan Kraty). Considering the relative safety of the transaction, those 
operations provide a riskless investment to investors. Islamic banks construct are short-term instruments and 
deemed very liquid. Thereof, their increasing securitization might provide ground for a future Islamic risk-free 
rate vehicle for 1, 3, 6 or 12 month periods. However, there is still an on-going debate on whether they are 
truly risk-free.  

itftmtiiftit rrrr eba +-+=- )(
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fit rr - is the excess return of fund i over the risk-free rate return (one-month T-bill) at time t 

and ftmi rr - is the excess return of the benchmark over the same risk-free asset at time t. To 

ŘŜǘŜǊƳƛƴŜ ʰ ŀƴŘ ʲΣ ŀƴ hǊŘƛƴŀǊȅ [Ŝŀǎǘ {ǉǳŀǊŜ ǊŜƎǊŜǎǎƛƻƴ ƻŦ ǘƘŜ ƭŀǘǘŜǊ ǘǿƻ ŎƻƳǇƻƴŜƴǘǎ ƛǎ 

realized. In the sample, funds have an uneven number of observations, the use of E-views 

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

ƻŦ ŀƴŀƭƻƎƻǳǎ ǎƛȊŜύΦ   9ǎǘƛƳŀǘƛƻƴ ƻŦ ǘƘŜ ʲi corresponds to the volatility of fund i to its index of 

ǊŜŦŜǊŜƴŎŜΦ ʰi ƛǎ ǘƘŜ WŜƴǎŜƴΩǎ ŀƭǇƘŀ45 of a fund i. Finally, ite  is the error term.  

¢I9 C!a!Ω{ t9wChwa!bCE MEASURE 

As expressed earlier on, there is a concern over diversification limits for IEFs. Consequently, 

the CŀƳŀΩǎ ƳŜŀǎǳǊŜ ƛǎ ŀƴ ŀŘŜǉǳŀǘŜ ǘƻƻƭ ǘƻ ƎŀǳƎŜ ŀ ŦǳƴŘΩǎ ŘƛǾŜǊǎƛŦƛŎŀǘƛƻƴ ŀƴŘ ƳŀƴŀƎŜǊǎΩ 

abilities to pick superior stocks.  A completely diversified portfolio contains no unsystematic 

risk, then diversification measure would be zero. A positive value will signal a lack of 

diversification requiring the fund to earn an extra return to compensate for increasing 

systematic risk. Diversification is articulated as follows: 

 Diversification=              (4) 

Where fR  is the mean monthly risk-free rate and mR  of the market over period t. is  is the 

standard deviation of fund i and ms  of the market over period t. ib is the Beta of fund i 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 iR = )( fmif RRR -+b ) on a portfolio z. If 

positive, the manŀƎŜǊ ŘŜƳƻƴǎǘǊŀǘŜŘ ƎƻƻŘ ǎǘƻŎƪ ǎŜƭŜŎǘƛƻƴ ǎƪƛƭƭǎΦ ¢ƘŜ {ŜƭŜŎǘƛǾƛǘȅΩǎ ƳŜŀǎǳǊŜ ƛǎ 

shown below: 

Selectivity=       Ґ WŜƴǎŜƴΩǎ ŀƭǇƘŀ       (5) 

bŜǘ {ŜƭŜŎǘƛǾƛǘȅ ƛǎ ǘƘŜ ŘƛŦŦŜǊŜƴŎŜ ōŜǘǿŜŜƴ ǘƘŜ 5ƛǾŜǊǎƛŦƛŎŀǘƛƻƴ ŀƴŘ {ŜƭŜŎǘƛǾƛǘȅΩǎ ƳŜŀǎǳǊŜǎΦ LŦ 

positive, the fund manager successfully earned a fair return for diversifying away 
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 First introduced in 1968 by Jensen. 
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ǳƴǎȅǎǘŜƳŀǘƛŎ ǊƛǎƪΦ LŦ ƴƻǘΣ ǘƘŜ ƳŀƴŀƎŜǊ ŘŜǘŜǊƛƻǊŀǘŜŘ ǘƘŜ ƻǾŜǊŀƭƭ ǇƻǊǘŦƻƭƛƻΩǎ ǊŜǘǳrn 

correspondingly to its risk profile.   

 

THE THREE FACTOR MODEL BY FAMA & FRENCH: 

CŀƳŀ ŀƴŘ CǊŜƴŎƘΩǎ ǊŜǎŜŀǊŎƘ ŎƻƴŎƭǳŘŜŘ ǘƘŀǘ ǾŀƭǳŜ ǎǘƻŎƪǎ Řƻ ōŜǘǘŜǊ ǘƘŀƴ ƎǊƻǿǘƘ ǎǘƻŎƪǎ ŀƴŘ 

likewise small cap stocks outperform large cap stocks. The Fama & French 3-factor model 

attempts to account for those effects by adding two factors to the faulty CAPM; size and 

book-to-market. The model is expressed as: 

          itViSiftmtMiiftit t
HML

t
SMBrrrr ebbba +++-+=- )(          (6) 

In addition to equation (2), the SMB component stands for "returns of ½ portfolio of small 

[Market Capitalization] stocks minus big" and HML 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 all oŦ CŀƳŀ ϧ CǊŜƴŎƘΩǎ ǘƘǊŜŜ 

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: 

ittmtMimtMiiit Drrr ebba +++= 21  

mtr  is the return earned by the market portfolio over month t and its value determines the state of 

the market (if positive=bullish, negative=bearish). tD  is a binary variable which takes the value of of 

1 in bull markets and 0 in bear stock markets. 2b measures the differential effects of bull/bear 

market conditions on the alpha, ia .  Therefore, when mtr > 0 its return of the fund is expected to be:  

            and when mtr < 0:                                                                . itmtiiit rr eba ++= itmtiit rr ebba +++= )( 21
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If the beta for a fund i varies considerably over bull and bear stock markets, 2b is expected to 

be significantly different than zero.  

DESCRIPTIVE STATISTICS 

THE IEFS INDUSTRY AT A GLANCE: 

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 for the study and a 

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

weighting of the results.  

A. THE REPARTITION OF IEFS WORLDWIDE: 

Graph 1: the most invested regions  

 

 

 

  

 

 

 

 

The representation of the IEFs industry by number of funds gives an edge to Asia while the 

GCC composes one fifth of the entire industry. Malaysia 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, less than 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 IEFs, 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 ASSETS OF THE IEFS INDUSTRY: 

Graph 2: Total Net Assets by region 

 

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 fund-providers. The High Net Worth (HNW) 

individuals in the Middle-East are the driving sources of IEFs through which vehicles they 

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 economy is generally 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 opportunities, with the 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 

quarter of the total cash being invested. Certainly the excesses of fresh cash due to constant 

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 notably. In the Gulf states, an 

estimated 200,000 to 250,000 (HNWIs), many of them members of the ruling families, 

possess over $1 trillion in liquid assets46. CǳƴŘǎ ŎŀǇŀōƭŜ ƻŦ ƻŦŦŜǊƛƴƎ ŀ {ƘŀǊƛŀΩŀ ǎǳǇŜǊǾƛǎƻǊȅ ŦƻǊ 

international equity are much-needed and one can imagine that higher diversification could 

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

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

billion in year 200447, shall be a 275 % growth. The industry experienced a recent dramatic 

increase in the number of equity 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 can expect a more sophisticated management of risks and exposures. As 

financial centers in the Middle-9ŀǎǘ ό.ŀƘǊŀƛƴΣ 5ǳōŀƛΧύ ƎǊƻǿ ƛƴ ǎƛȊŜ ŀƴŘ ƛƳǇǊƻǾŜ 

infrastructures, IEFs will be offered even more investment opportunities to pursue 

diversification.    

 

 

 

 

 

                                                           

46 άLǎƭŀƳƛŎ aǳǘǳŀƭ CǳƴŘǎΥ 9ǉǳƛǘȅ /ǳƭǘǳǊŜ !ƳƻƴƎ aǳǎƭƛƳ LƴǾŜǎǘƻǊǎέ ŀǊǘƛŎƭŜ ǇǳōƭƛǎƘŜŘ ƛƴ !ǇǊƛƭ нлллΣ aƻƛƴΦ {ƛŘŘƛǉƛ 

47
 άThe Islamic Retail .ŀƴƪƛƴƎ ŀƴŘ CƛƴŀƴŎŜΥ Dƭƻōŀƭ /ƘŀƭƭŜƴƎŜǎ ŀƴŘ hǇǇƻǊǘǳƴƛǘƛŜǎέ ǇмртΣ нллрΣ ŜŘƛǘŜŘ ōȅ {ƻƘŀƛƭ 

Jaffer. 
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C. THE IEFS INDUSTRY MEDIAN AGE AND AVERAGE SIZE: 

Graph 3: Median size and age of IEFs 

 

 

 

 

 

 

 

 

 

 

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 surprising, are the 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 with Asian 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 in their 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 Lampur, Singapore, and Dubai reversed the stream and opened up 

investment prospects for rich investors. Moreover, the internet technology greatly helped 

ŀŎŎŜƭŜǊŀǘƛƴƎ ǘƘŜ ƻƴƭƛƴŜ ŘƛǎǘǊƛōǳǘƛƻƴ ƻŦ {ƘŀǊƛŀΩŀ ŎƻƳǇƭƛŀƴǘ ǎŜǊǾƛŎŜǎΣ ƻŦ ǿƘƛŎƘ LǎƭŀƳƛŎ Ƴǳǘǳŀƭ 

funds were the first 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 North-America and Europe (low returns markets) could also suggest 

Islamic investors are looking for higher returns elsewhere. 

!ƭƭƛŀƴŎŜǎ ǿƛǘƘ ŎƻƴǾŜƴǘƛƻƴŀƭ ŦǳƴŘǎ ǘƻ ƎǊŀō ǾŀƭǳŀōƭŜ ŜȄǇŜǊǘƛǎŜ ŀƴŘ ǎƪƛƭƭŜŘ ƳŀƴŀƎŜǊǎΩ ŀōƛƭƛǘƛŜǎ 

are also a growing trend in the industry. In many instances, the alliance has been sealed with 

the deployment of seed capital by both sponsors. Each gains additional status and offers 

comfort to prospective investors by becoming a core or lead investor 48(Abdulkader Thomas, 

Stella Cox and Bryan Kraty 2006).  

 

  GCC, ASIAN AND GLOBAL MARKETS UNDER SCRUTINY 

A. ASIAN EQUITY FUNDS 

TabƭŜ нΥ !ǎƛŀƴ CǳƴŘǎΩ ŎƘŀǊŀŎǘŜǊƛǎƛǘƛŎǎ 

ASIA Nº of funds Assets ($mm) Share % 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 

Saudi-Arabia 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 

                                                           
48

 ά{ǘǊǳŎǘǳǊƛƴƎ LǎƭŀƳƛŎ CƛƴŀƴŎƛŀƭ tǊƻŘǳŎǘǎέ ǇмпфΣ нллсΣ ŜŘƛǘŜŘ ōȅ !ōŘǳƭƪŀŘŜǊ ¢ƘƻƳŀǎΣ {ǘŜƭƭŀ /ƻȄ ŀƴŘ .Ǌȅŀƴ 
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 Indonesia, the most 

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 share. Within the GCC, one Bahrain 

fund has invested close to 60 % of the latter sum into asian equities. Having completely 

ǘǊŀƴǎŦƻǊƳŜŘ ƛǘǎ ōŀƴƪƛƴƎ ǎȅǎǘŜƳ ōŀŎƪ ƛƴ ǘƘŜ мфтлǎ ŦƻƭƭƻǿƛƴƎ  {ƘŀǊƛŀΩŀ ŎƻƳǇƭƛŀƴǘ ƎǳƛŘŜƭƛƴŜǎΣ 

Pakistan fails to become a significant fund investor 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 important 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 

economic growth in asian countries.  

B. GCC EQUITY FUNDS 

¢ŀōƭŜ оΥD// ŦǳƴŘǎΩ ŎƘŀǊŀŎǘŜǊƛǎǘƛŎǎ 

GCC Nº of funds Assets ($mm) Share % 
Average Age 

(yrs) 

Saudi-Arabia 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 

Saudi-Arabia is by far the most important money market provider in the GCC with three 

quarter of the overall market under its control. Saudi Arabia and Kuwait form 80 % of the 
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IEFs in the GCC region. Bahrain, which ambitions 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: Dubai with only 1 % of the overall GCC market. Certainly thanks to a 

low tax regime and a regulation highly favorable to off-shore operations, Bahrain is viewed 

as a suitable haven by investors to facilitate tax minimization. One may also argue that IEFs 

may in fact 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 median age of a 

fund in the GCC is 2,5 years. 

 

 

C. GLOBAL EQUITY FUNDS: 

¢ŀōƭŜ пΥ Dƭƻōŀƭ ŦǳƴŘǎΩ ŎƘŀǊŀŎǘŜǊƛǎǘƛŎǎ 

GLOBAL Nº of funds Assets ($mm) Share  % 
Median age 
(yrs) 

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 1,5 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 2006-2007, France is starting offering islamic investment 

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 claims of [ƻƴŘƻƴΩǎ ōƛŘ49 to 

become an incontrovertible leader in Islamic Finance have not materialized in our figures as 

ŀ ǇǊƛǾƛƭŜƎŜŘ ŘŜǎǘƛƴŀǘƛƻƴ ŦƻǊ L9CǎΩΦ  Second in the ranking, Saudi-Arabian funds affirm 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 cost. 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 Middle-East 

was essential to allow the IEFs to extend.  

A BRIEF OVERVIEW OF IEFS COST STRUCTURE (SAMPLE FUND) 

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

investment requirements for different categories of funds. 

Graph 4: IEFs management and subscription fees  

 

The expense ratio corresponds to the percentage of fund assets paid for operating expenses, 

management fees, and 12b-1 fee costs when applicable. The subscription fee is the cost paid 

upfront by investors purchasing shares.  

                                                           
49

 !ǎ ǎǳƎƎŜǎǘŜŘ ƛƴ ǘƘŜ ŦƻƭƭƻǿƛƴƎ ŀǊǘƛŎƭŜ άLondon ς YŜȅ /ŜƴǘǊŜ ŦƻǊ LǎƭŀƳƛŎ CƛƴŀƴŎŜέ моκлтκнллсΣ Zahida Aslam. 
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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 a fair comparison with 

conventional mutual funds. Russ Wermes50 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 Islamic mutual funds. Using the 

same research results, a Vanguard index 500 fund has an expense ratio of 0,29 %, that is to 

say one-ŦƛŦǘƘ ƻŦ ǘƘŜ ŀǾŜǊŀƎŜ L9CΩǎ ŜȄǇŜƴǎŜ ǊŀǘƛƻΦ ¢ƘŜǎŜ ƭŀǊƎŜ ŘƛǎŎǊŜǇŀƴŎƛŜǎ ƳƛƎƘǘ ōŜ 

explained by the time period used, one may consider that mutual funds readjust their fares 

positively every year. To mitigate this effect, we use a more recent analysis by Lu Zheng51, 

where the average expense ratio is approximately 1,13 %52 for American  mutual funds from 

1970 to 1999. The Islamic set is still more 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 %53, 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. Taking on 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 open-ended mutual funds and found a load fee of 1,08 % and a front-end sales 

                                                           

50
 άMutual Fund Performance: An Empirical Decomposition into Stock-Picking Talent, Style, Transactions Costs, 

ŀƴŘ 9ȄǇŜƴǎŜǎέ ǇмсуоΣ нлллΣ wǳǎǎ ²ŜǊƳŜǎΦ 

51
 άOut of Sight, Out of Mind: The Effects of EȄǇŜƴǎŜǎ ƻƴ aǳǘǳŀƭ CǳƴŘ Cƭƻǿǎέ ǇнммоΣ нллрΣ [ǳ ½ƘŜƴƎΦ 

52
 άhǳǘ ƻŦ {ƛƎƘǘΣ hǳǘ ƻŦ aƛƴŘΥ ¢ƘŜ 9ŦŦŜŎǘǎ ƻŦ 9ȄǇŜƴǎŜǎ ƻƴ aǳǘǳŀƭ CǳƴŘ Cƭƻǿǎέ ǇнмлнΦ  

We picked the load fund expense ratio as a comparison since most of our sample funds charge a subscription 
fee. 
53

 άOut ƻŦ {ƛƎƘǘΣ hǳǘ ƻŦ aƛƴŘΥ ¢ƘŜ 9ŦŦŜŎǘǎ ƻŦ 9ȄǇŜƴǎŜǎ ƻƴ aǳǘǳŀƭ CǳƴŘ Cƭƻǿǎέ ǇнмлнΦ !ƴ Ŝǉǳŀƭƭȅ ǿŜƛƎƘǘŜŘ 
average expense ratio of the deciles with a TNA lower than $100m has been computed. 
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fee of 1,95 %54. SRI funds, all categories, a mean expense ratio of 1,4 %  and a load fee of 2,9 

% according to a study led by Luc Renneboog, Jenke ter Horst and Chendi Zhang in 200655.  

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, redemption fees 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 

ƻƴ ŀǳŘƛǘΣ ŎǳǎǘƻŘȅ ŦŜŜǎ ǘƻ ŎƻƳǇƭȅ ǿƛǘƘ {ƘŀǊƛŀΩŀ Ǌǳƭes; those are reflected in the expense ratio. 

Lƴ ŀŘŘƛǘƛƻƴΣ ŀŎŎƻǊŘƛƴƎ ǘƻ ǘƘŜ ŦǳƴŘΩǎ ǇƻƭƛŎȅΣ ŀ ǇǳǊƛŦƛŎŀǘƛƻƴ ŦŜŜ56 (if accomplished in-house) may 

be assigned; making IEFs more expensive on average.  

MINIMUM INVESTMENT REQUIREMENT 

Graph 5: Mininum Subcription  

 

                                                           

54
 άBoard structure and fee-ǎŜǘǘƛƴƎ ƛƴ ǘƘŜ ¦Φ{Φ Ƴǳǘǳŀƭ ŦǳƴŘ LƴŘǳǎǘǊȅέ ǇмнΣ мф96, Peter Tufano and Matthew 

Sevick 

55
 ά¢ƘŜ tǊƛŎŜ ƻŦ 9ǘƘƛŎǎΥ 9ǾƛŘŜƴŎŜ ŦǊƻƳ {ƻŎƛŀƭƭȅ wŜǎǇƻƴǎƛōƭŜ aǳǘǳŀƭ CǳƴŘǎέ ǇонΣ нллсΣ Luc Renneboog, Jenke ter 

Horst and Chendi Zhang. 

56
 {ƛƴŎŜ Ƴƻǎǘ ŎƻƳǇŀƴƛŜǎΩ ǊŜǾŜƴǳŜǎ ŀǊŜ ƳŀŘŜ ƻŦ ǎƻƳŜ ƛƴǘŜǊŜǎǘ ŜŀǊƴƛƴƎǎΣ ŀŦǘŜǊ ǘƘŜ {ƘŀǊƛŀΩŀ screening part of it is 

left and passes through a purification process where a small fraction of the returns (according to the interest 
income leftover) is given to charities. The Oasis global crescent fund charges a 0,3 % for clearing returns of 
prohibitŜŘ ƛƴǘŜǊŜǎǘ όǎŜŜ ά¢ƘŜ 9ŎƻƴƻƳƛŎǎ ƻŦ aǳǘǳŀƭ CǳƴŘǎΥ ŀƴ LǎƭŀƳƛŎ !ǇǇǊƻŀŎƘέ  ǇмсΣ нллмΣRodney Wilson.  



 42 

Dƭƻōŀƭ ŜǉǳƛǘƛŜǎ ƘŀǾŜ ǘƘŜ ƘƛƎƘŜǎǘ ƳƛƴƛƳǳƳ ƛƴǾŜǎǘƳŜƴǘ ǊŜǉǳƛǊŜƳŜƴǘ ǿƘƛƭŜ ŀǎƛŀƴΩǎ ŀǊŜ ǘƘŜ 

cheapest, due to a majority presence of Malaysian funds. Recent debates and much 

discussion have been under way concerning the high cost of entry of IEFs. G. Forte and F. 

Miglietta (2007) briefly mentions the issue and relates cases where the minimum 

subscription requirement could exceed $50 000. Graph 5 shows that in the Middle-East a 

client on average is asked to invest first $7147 (median: $3746). Only 5 funds were 

demanding a minimum investment of $100 000 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 purchases of $1 916 

(median: $1 000) in 200157.  As for the 216 institutional funds, the mean is $656 073 

(median: $17 500). This clearly favors small investors and allows a wider fraction of the 

population to access diversified portfolios of stocks managed by professionals. Lowering 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 HNWs. 

 

EMPIRICAL ANALYSIS OF 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, monthly arithmetic returns on the total return 

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

THE MOVING AVERAGE RETURNS FOR WEIGHTED-ASSETS CATEGORY FUNDS: 

In this section, funds are weighted by assets for each region and 12-month moving average 

returns are graphically represented against one major benchmark: the S&P 500. Using 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 turnover of 12 months 

calculated every month and moving forwards by one month every month. Information on 
                                                           

57 άCaptured Money? Differences in the Performance Characteristics of Retail and Institutional 

Mutual Fundsέ p25, 2001, Christopher James and Jason Karceski.  
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assets is acquired from the latest report from Failaka for the third quarter of 2007, and when 

ŀǾŀƛƭŀōƭŜ ǘƘǊƻǳƎƘ ŦǳƴŘǎΩ ƛƴŘƛǾƛŘǳŀƭ ŦƛƴŀƴŎƛŀƭ ǊŜǇƻǊǘǎΦ мо CǳƴŘǎ ǿƛǘƘ ƴƻ ŀǎǎŜǘǎΩ ƛƴŦƻǊƳŀǘƛƻƴ 

available 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: 

              )(
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ä
=

³³=
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Rj is the monthly return of FUNDj and Wj its weight in CATEGORYi measured by TNAj (Total 

Net Asset of FUNDj).  

 

 

Graph 6: 12 month moving averages returns for each weighted-assets funds category 

 

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 run-up to the dot-com bubble up to March 2000 and 
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did also worse in bad times. Global equity funds have relatively flat returns and were barely 

affected by the dot-com 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 500 in terms 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 returns for Islamic 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 low risk 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 S&P 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 correlation 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 run-up the burst of the dot-com (39 

observations) 

04/2000 to 08/2002: the subsequent period after the crash of internet companies 

and overly valued tech-firms. A period punctuated by the 9/11 terrorist attack which 

ǇǊƻƭƻƴƎŜŘ ƳŀǊƪŜǘΩǎ ǊŜŎƻǾŜǊȅ όнф ƻōǎŜǊǾŀǘƛƻƴǎύΦ  

/ŀǘŜƎƻǊƛŜǎ ƻŦ ŦǳƴŘǎ ŀƴŘ ƛƴŘƛŎŜǎΩ ǎǳƳƳŀǊȅ ǎǘŀǘƛǎǘƛŎǎΥ 

January 1997- 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 the run-up to the 

dot-com crash while the Global and European equity funds barely achieved 1, 6 % and 1,7 % 
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respectively. Western equity funds were the most stable markets during the period. The run-

up to the dot-com bubble peak is confirmed by the large return earned by technology funds; 

4,1 % for an 8 % standard deviation. With wide volatility, the Asian 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, Asian equities 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 other benchmarks 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 indices than with ethical ones for the two sample periods.  

 

  April 2000- August 2002 and Correlation of Indices with each other: 

All categories demonstrate negative returns after the dot-com crash period except the 

emerging markets. Technology in pair with Asian funds performed the worst with -3,2 % and 

-2,4 % in that order. Corresponding to the dot-com burst occurred in March 2000, 

technology firms suffered greatly and experienced significant under-performance thereafter. 

Technology funds in the sample were directly affected since investing their holdings, small 

cap American stocks were outweighed in their portfolios. Contrary to the first 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 same restricted 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 second sub-table of Table 6 (Appendix). 

Their performances are strongly related and move in the same direction.  
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 SHARPE RATIO ANALYSIS 

¢ƘŜ {ƘŀǊǇŜ Ǌŀǘƛƻ ŜȄƘƛōƛǘǎ ǘƘŜ ŦǳƴŘΩǎ ŀǾŜǊŀƎŜ ŜȄŎŜǎǎ ǊŜǘǳǊƴ ǇŜǊ ǳƴƛǘ ƻŦ ǎǘŀƴŘŀǊŘ ŘŜǾƛŀǘƛƻƴ ƻŦ 

excess returns. Table 4 in the Appendix shows that the S&P 500 is the only index which did 

not suffer under-performance. 3 North-American funds out of 7 performed well. Half of the 

emerging funds have a positive Sharpe ratio and therefore achieved successful 

diversification. Otherwise, all Sharpe ratios for 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, Table 5 below illustrates the 

number of funds over-performing its index in each market its percentage representation: 

Table 5: Sharpe Ratio Performance   

  
Sfund > Sindex 

  

Type OF FUND Conventional  Islamic   Ethical   
  

  

  Nº % Nº % Nº %   

 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 & 
TECHNOLOGY 

0 0% 0 0% n.a n.a 
  

Sub-Total  11 33% 7 26% 0 0%   
The first columns of results show the number of funds with a higher Sharpe ratio than the corresponding 
index. Sfund: Sharpe ratio of fund i  and Sindex: Sharpe ratio of index j. 9ŀŎƘ ŎŀǘŜƎƻǊȅΩǎ ǇŜǊŦƻǊƳŀƴŎŜ ƛǎ 
compared with a conventional index according to its market location. For instance, the North-America 
category is matched to the S&P 500.  Conventional indices : FTSE GLOBAL, S&P500, DJ STOXX EURO, DJ 
ASIA, KLSE COMPOSITE, FTSE ALL EMERGING and FTSE TECHNOLOGY. Islamic indices: DJ ISLM WORLD, 
DJ ISLM US, DJ ISLM EUR, DJ ISLM ASIA, KLSE SYARIAH, DJ ISLM EMERGING, DJ ISLM TECHNOLOGY. 
Ethical indices: DJ SUSTAINIBILITY for all geographical market.                                                                                                                                                                      
*The Dow Jones Sustainability Malaysia Index has only 41 observations from 31/12/2000 to 31/08/2002.  

 

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 achieving to 
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beat the Kuala Lumpur Stock Exchange Composite index (proxy for conventional index). For 

the Global, Europe, Asia and Technology categories; their performance is bleak and none 

had a higher Sharpe ratio than their corresponding indices. A third of the 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 weighted by assets). 

 

Table 6: Sharpe ratio Performance (weighted-assets categories)       

                  

Period: 1997-2002 based upon 68 observations   
Sharpe Ratio > Index 

            

Type of Fund  
Total Net Assets 

($mm) 
Mean 

Standard 
Deviation 

Sharpe 
Ratio 

Islamic Conventional  Ethical  

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 category. All returns and standard deviations are stated as 
monthly figures. This table shows the Sharpe ratio by category and in comparison with three types of indices: Islamic, Conventional and 
Ethical. A "No" label means the Sharpe ratio of the category is lower than its index, "Yes" implies higher performance. * No information 
on assets was at disposal to weight those funds. Therefore, results about returns only represent average of monthly returns of all existing 
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 larger funds, and better represents one 

category. It appears that in Table 6, only North-American funds managed to outperform the 

S&P 500 index from 1997 to 2002 with a Sharpe ratio 10 basis points higher. Examining Table 
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5 with 6 confirm IEFs generally under-perform to most relevant indices. Noteworthy is the 

superior performance of Islamic equities over ethical indices. As expected, Islamic 

technology equities had a wider volatility and a slightly negative mean return illustrating a 

meager recovery from the dot-com crash of 2000. Similarly all Sharpe ratios for Islamic 

indices are negative and signal poor risk-reward abilities58. The DJ Islamic US and Europe 

indices under-performed conventional indices but still do better than Ethical ones.  

 

THE ONE FACTOR MODEL ANALYSIS: 

Through this part, monthly returns for all 46 IEFs are regressed using the CAPM as explained 

ŜŀǊƭƛŜǊ ƛƴ ǘƘŜ ƳŜǘƘƻŘƻƭƻƎȅΦ CǳƴŘǎΩ ƳƻƴǘƘƭȅ ǊŜǘǳǊƴǎ ŀǊŜ unevenly distributed from January 

1997 to August 2002. A part of the sample was either created during the timeframe or has 

incomplete monthly returns. Each 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, regional funds are linked to the most relevant 

benchmark and universe of stocks comparable.  

Table 7 below indicates no evidence of under/over-performance for all categories. The 

North-American IEFs tend to follow the S&P500 fluctuations one for one, their beta is 0,92 

while they show low ǎŜƴǎƛǘƛǾƛǘȅ ǘƻ ǘƘŜ 5W LǎƭŀƳƛŎ ¦{ ƛƴŘŜȄ όʲ=0,64) . Apart from North-

American (conventional index) and Malaysian IEFs, Islamic funds low market betas signal a 

low ǎŜƴǎƛǘƛǾƛǘȅ ǘƻ ƳŀǊƪŜǘΩǎ ǊŜǘǳǊƴǎΤ ƛƴ ōŀŘ ǘƛƳŜǎ they are likely to suffer less than the market 

but inversely in good times they are likely to under-perform the market significantly. Using 

very similar universes of stocks by comparing IEFs with regional indices does not 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, results shown in table 7 below are consistent 

with the high coefficients of correlation found between funds and their respective indices. 

{ǳǊǇǊƛǎƛƴƎƭȅΣ aŀƭŀȅǎƛŀƴ ŜǉǳƛǘƛŜǎ ǊŜŀŎǘ ǿŜŀƪƭȅ ǘƻ ƳŀǊƪŜǘ ǊŜǘǳǊƴǎΩ ŦƭǳŎǘǳŀǘƛƻƴǎ ƻƴ ōƻǘƘ ǘȅǇŜǎ ƻŦ 

                                                           
58

 Appendix: Table 5 
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ƛƴŘƛŎŜǎ όʲ ŎƻƴǾŜƴǘƛƻƴŀƭΥ лΣрсκ ʲ LǎƭŀƳƛŎΥ лΣроύΦ ¢ƘŜ /!ta Ƙŀǎ ǾŜǊȅ ƭƛƳƛǘŜŘ ŜȄǇƭŀƴŀǘƻǊȅ ǇƻǿŜǊ 

regarding Asian funds, their adjusted R² fails to reach the 40 % level. Conform to Said 

9ƭŦŀƪƘŀƴƛ ŀƴŘ aΦYŀōƛǊ IŀǎǎŀƴΩǎ ŦƛƴŘƛƴƎǎ59, results of Table 7 suggest that Islamic funds are a 

good hedging investment against market downturns as their returns show a mild correlation 

with market fluctuations.  

 

 

 

                                                           
59

 ά¢ƘŜ tŜǊŦƻǊƳŀƴŎŜ ƻŦ LǎƭŀƳƛŎ aǳǘǳŀƭ CǳƴŘǎέ ǇнпΣ нллрΣ {ŀƛŘ 9ƭŦŀƪƘŀƴƛ ŀƴŘ aΦYŀōƛǊ IŀǎǎŀƴΦ 
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Table 7: the CAPM Performance of IEFs 
68 observations from 1997 to 2002           
  CONVENTIONAL  

Proxy for Market 
  

WŜƴǎŜƴ ʰ   %        
(t-stat) 

 ̡  aY¢          
(t-stat) 

 R² adj                        

Global -0,603                     

(-1,56) 

0,63            

(9,85) 
0,60 FTSE GLOBAL 

North-America 0,1351            
(0,34) 

0,92         
(12,06) 

0,69 S&P 500 

Europe -0,3095                  
(1,05) 

0,57        
(12,13) 

0,69 DJ STOXX EUR 

Asia -1,2715                         
(-1,63***)  

0,75          
(6,09) 

0,36 DJ STOXX ASIA 

Malaysia -0,3054                 

(-0,44)  

0,56           
(9,23) 

0,56 KLSE COMPOSITE 

Emerging¹ 0,2036            
(0,46) 

0,45           
(8,91) 

0,54 FTSE EMERGING 

Technology¹ -0,73                       

(-0,57)  

0,42           
(4,67) 

0,30 FTSE TECHNOLOGY 

              
 ISLAMIC 

Proxy for Market 
  

WŜƴǎŜƴ ʰ   %        
(t-stat) 

 ̡  aY¢          
(t-stat) 

 R² adj                        

Global -0,6566                  

(-2,03**)  

0,64         
(12,97) 

0,72 DJ ISLAMIC WORLD 

North-America -0,085                 
(0,21) 

0,64         
(11,6) 

0,67 DJ ISLAMIC US 

Europe -0,2472                  
(0,84) 

0,65         
(12,18) 

0,69 DJ ISLAMIC EUR 

Asia -1,9976                           
(-2,59*) 

0,61          
(6,21) 

0,36 DJ ISLAMIC ASIA 

Malaysia 1,0407               
(1,56) 

0,54           
(5,79) 

0,45 KLSE SYARIAH 

Emerging¹ -0,0206                  
(-0,04) 

0,34           
(7,1) 

0,42 DJ ISLAMIC EMERGING 

Technology¹ -0,4587                  
(0,58) 

0,70        
(12,01) 

0,75 DJ ISLAMIC TECHNOLOGY 

              
 ETHICAL  

Proxy for Market 
  

WŜƴǎŜƴ ʰ   %        
(t-stat) 

 ̡  aY¢          
(t-stat) 

 R² adj                        

Global -0,5929                          
(-1,61*** )  

0,66          
(10,8) 

0,63 DJSI WORLD 

North-America 
-0,0458             
(0,09) 

0,55           
(8,22) 

0,51 DJSI US 

Europe -0,1834                    
(-0,51) 

0,57          
(8,71) 

0,53 DJSI EUR 

Notes:             
Each ŎŀǘŜƎƻǊȅΩǎ ǇŜǊŦƻǊƳŀƴŎŜ ƛǎ ŎƻƳǇŀǊŜŘ ǿƛǘƘ ŀ ŎƻƴǾŜƴǘƛƻƴŀƭ ƛƴŘŜȄ ŀŎŎƻǊŘƛƴƎ ǘƻ ƛǘǎ ƳŀǊƪŜǘ ƭƻŎŀǘƛƻƴ.  Funds' returns are 
grouped by region and weighted by assets to form one category .This table provides an analysis of  the Capital Asset Pricing 
Model (CAPM) performance of the sample funds. The first column gives the category of funds weighted by assets. The 
Ordinary Least Squares estimates are reported from column 2 to 4. T-values for Betas are all significant at the 1 % level. T-
values with two **  and *** are significant at the 5 % level and 10 % level respectively. The t-statistics are presented below 
the coefficients between brackets. 
¹ Not assets information exists for funds part of those category. Therefore the Category monthly return was expressed  
as follows:   

 
 

              

  Based upon 41 observations for KLSE Syariah index       

N

Rj
CATEGORYi

t

t
ä
=
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5h9{ {I!wL!Ω! {/w99bING IMPACT DIVERSIFICATION AND NET SELECTIVITY? 

¦ƴŘŜǊ ǘƘƛǎ ǎŜŎǘƛƻƴ ǘƘŜ /!ta ŜƳōƻŘƛŜǎ ǘƘŜ ǇŜǊŦŜŎǘƭȅ ŘƛǾŜǊǎƛŦƛŜŘ ǇƻǊǘŦƻƭƛƻ ŀƴŘ ŦǳƴŘǎΩ ǊŜǘǳǊƴǎ 

are assessed to evaluate diversification and managers ability for selecting stocks. Indeed, 

CŀƳŀΩǎ ǇŜǊŦƻǊƳŀƴŎŜ ƳŜŀǎǳǊŜ ǇŜǊƳƛǘǎ ǘƻ ǎŜƎǊŜƎŀǘŜ ǘƘŜ ǊŜǿŀǊŘΣ ǉǳŀƴǘƛǘȅ ŀƴŘ ǇǊƛŎƛƴƎ ƻŦ Ǌƛǎƪ 

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

Riskof   Pricing   Risk  Correlated Marketof  Quantity - Premium Risk ySelectivit  Net  Fama ³=  

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 same amount of risk 

ƛƴ ŀōǎƻƭǳǘŜ ǘŜǊƳǎΦ CƛǊǎǘ ŎƻƭǳƳƴ άǊƛǎƪ ǇǊŜƳƛǳƳ ƻǾŜǊ ǘƘŜ /!taέ ƻŦ ¢ŀōƭŜ с ƻŦ ǘƘŜ !ǇǇŜƴŘƛȄΣ 

ǎƘƻǿǎ ǘƘŜ CŀƳŀΩǎ ƳŜŀǎǳǊŜ ŦƻǊ ƴŜƎŀǘƛǾŜ ǎŜƭŜŎǘƛǾƛǘȅ ƴŜƎŀǘƛǾŜ ŀōƛƭƛǘƛŜǎ ŦƻǊ ŀƭƭ ǎŎƘŜƳŜǎΦ bƻ ŦǳƴŘ 

achieved to gain any premium; they earned less returns than predicted by the CAPM on all 

indices. This may be related to successive periods of under-performance following the dot-

com crash and worsened by the 9/11 terrorist attack wherein Rm < Rf60. The second column 

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

ƻǇǘƛƳŀƭƭȅ ŘƛǾŜǊǎƛŦƛŜŘ Ҧ Rpdiversification = zero). Again, not a single fund has a positive 

reward; instead all IEFs incur diversification costs that increase when compared to their 

particular conventional index. Islamic and ethical indices having a more restricted pool of 

ǎǘƻŎƪǎ ǘƻ ƛƴǾŜǎǘ ƛƴΣ L9CǎΩ ǊŜǿŀǊŘǎ ŦƻǊ ƭŀŎƪ ƻŦ ŘƛǾŜǊǎƛŦƛŎŀǘƛƻƴ ŀǊŜ much lower indeed. The third 

column, Net Selectivity exhibit no evidence of good stock picking abilities for all IEFs on 

Islamic and ethical indices, although they had a negative performance over the CAPM. 

Emerging IEFs were able to gain a mean monthly return of 0,24 % due to good management 

skills against the FTSE All Emerging index. Apart for Emerging funds, results reveal that most 

L9CǎΩ ƳŀƴŀƎŜǊǎ ŘƛŘ ŀ ǇƻƻǊ Ƨƻō selecting outperforming stocks unless IEFs are compared to 

their Islamic indices. IEFs and Islamic indices incur ǘƘŜ ǎŀƳŜ Ŏƻǎǘǎ ƛƴ ǎŎǊŜŜƴƛƴƎ {ƘŀǊƛŀΩŀ 

compliant stocks and all the stocks in the Islamic index are permitted for the IEFs. However, 
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 Rmi as the Return of an index i used as proxy for the market and Rf being the Risk-free rate over a 1-month T-
bill.   
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the Syariah Advisory Council, the body responsible for screening Malaysian securities, has 

ƭŜǎǎ ǎǘǊƛƴƎŜƴǘ ǎǘŀƴŘŀǊŘǎ ǘƘŀƴ ǘƘŜ 5ƻǿ WƻƴŜǎ {ƘŀǊƛŀΩŀ {ǳǇŜǊǾƛǎƻǊȅ .ƻŀǊŘΦ  From those results, 

it is clear that IEFs under-performance to all comparable indices reflects the cost of poor 

diversification due to the limited set of stocks one fund can access to. Malaysian funds, on 

the contrary, dispose ƻŦ ŀ ƎǊƻǿƛƴƎ ǾƻƭǳƳŜ ƻŦ {ƘŀǊƛŀΩŀ ŎƻƳǇƭƛŀƴǘ ǎecurities publicly listed in 

the KLSE Syariah and do better than their conventional index. 
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