CHAPTER 1

INTRODUCTION (,}
1.1 Introduction Y’

Islamic finance has grown rapidly over the past decade andwig’still expanding.
According to the Islamic Finance Outlook (2020) for th amic FiFanciaI Services
Industry (IFSI), the overall amount of IFSI rose to US trillion,in"2020gWhich grew
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11.4% compared to 2019. According to the State%@al Islamic E n,m@b),
5 trillio

total Islamic finance assets will grow to USD3.

applies to transactions performed in ways that are ¢om

the economy does not include iIIega@s and e
ethical precepts. c \T /<\
Islamic finance started %vey in the ingg@ﬁ!stitutions of Egypt and

&
Malaysia, pioneered by the MNam avin@\ssociations (MGISA) in the
former and the Pilgrimis F orporlion albuqﬁaji) in the latter (Hussain et al.

. s P
2015). Islamic prod%e oni \meQ y to conyentional financial products and have
m

by

spread through@spec ern fi@acial services (Ahmad et al. 2017). The
!

Stability Rep(‘ﬂa el Iaﬁ1i nﬂnc'aﬁ@ervices Industry (IFSI, 2019) addresses the

reasons wh ijblﬁ%: in

bankinﬁlsl mic capital marke wﬁa takaful. Second, enhancing the resilience of the
\

I inancial Services Industry based on adequate metrics of financial stability and

<)

a@First, the significant improvement in Islamic

ing most international regulatory requirements. Iran accounted for 29% of global
lamic financial assets as of 2018, then Saudi Arabia with 25%, while Malaysia

accounted for 11%. Islamic finance offers a number of products, including Islamic



banks and Sukuk, and Islamic mutual funds (IMFs). One of the Islamic finance's main
items is the IMFs. T

Islamic mutual funds (IMFs) are one of the types of mutual funds. n , the
mutual fund industry accounted for about USD89 trillion of globﬁv&ets under
management (AUM) compared to USD52.6 trillion in 2009, and theWzr of mutual
funds increased globally from around 83 thousand in 2009 to_aroune’126 thousand in
2020 (The Global Asset Management report, 2020). A m X(;s ne of the main

investment vehicles in many countries around the world, faising OW investors

@

Yv
truments, stoeks, zi@bnds.

nt % tota@ggets, then
ndsq’k\40 0."Qther m@:z;sset classes

include fixed-income funds 10% and %ocation fu %,@Blamic funds are

spread across several regions of the @% especi % : d{ st and North Africa,
S
Asia Pacific, Europe, and Nort a (G'I'FR, 18). e

— &
Malaysia and Saudi i thj n mici@t contribute to the industry's
fun

a
largest market share al Islami : Mal&ia and Saudi Arabia controlled
’ $ &

assets. Sa

i.Arabia contributed 38.5 percent and

and investing it in various shares, such as money mar

The largest form of IMF is equity funds, whi

money market funds 26% and commodity-based

more than 66 percefit,of the m
Malaysia contri% per laysiacvgfaﬂd’s Islamic Finance Marketplace MIFC
¢
2020). Mon (@et and equity, fuhd c(o?tinue to dominate the Islamic fund portfolio
N
globally% ing clgs }comp&ion of the form of funds in Saudi and Malaysia
Y-
bei two biggest drivers @s space. Pakistan followed with USD2.6 billion, of

Mslamic funds can work with conventional funds in combination, and all forms

6 nds can operate within the same fund family.
Fund families serve as financial intermediaries offering a variety of mutual funds

under a common brand name and through a common channel of marketing and



distribution. Fund families can be described as a fund group that is managed by one
asset management company (AMC) (Aleemi et al. 2019). It is necessary to r?-m
mutual funds at a fund family level for several reasons (Nanda et al. 2004). @fund
family structure adds economies of scale to the distribution, servm&;@ funding
promotion. Second, a fund family has more flexibility in reallocating’its human and
other capital in response to market opportunities compared to stand-alone funds. Third,
the reputation of a fund family will help reassure inv Y.ut

' the investment

managers' selection and monitoring. Interestingly, mos tual

3
o
CD
’QW
—
=
@D

fund family umbrella. i _\C}

The United States ranks first in the nu und fdmili he\l\ﬁg'rnlngstar

d farm@gl:] the United
Dl@‘trllllon invested.

Fund Family 150 Report (2019) indicated that.the num

States, as of end-2019, was 777 f@llles

it

According to the Securities Comm (SC) | 4@‘& there were 80 fund
N,

families in Malaysia, with US% biIIiS’n as f@nd(—i@, compared to 55 fund

families as of end-2017 co |n| . bill@vmle Indonesia has 86 fund

E'e'@ Management Industry In Rating

families with usms.@s

Perspective (2018), Wred ti)

According to the,Sec

&
amlg_oontammg USD34.11 as of end-2017.

nge éﬁhﬂssmn of Pakistan report (SECP 2018),

Pakistan h

contam% .66 billio }s of quZOlS As of the end-2018, Saudi Arabia in the
a

Mi d 41 fund famlll@\llth USD110.2 billion, compared to 33 fund families

% end-2015 (www.Tadawel.com.sa).
According to the growth of the fund family industry, it is important to study the
erformance at the fund family level. This is because most investors use the top-down

approach when making decisions. The top-down approach means investors first choose


http://www.tadawel.com.sa/

the fund family and then pick the funds within that fund family. According to the reports
of Morningstar and Barron, it is possible to use the fund family performance to w!e
investors a ranking of the fund families. They began reporting on the cla |\on of
fund families using the performance of the fund family (weighted aver@;qformance
of all funds in the fund family) to create the most successful in\mnt data and
research for investors. The aims of these reports are, first, tom kMier for investors
to find data about fund families. Second, to remove the a ?y.o knowledge and
check the statistics provided by the fund families. Third, rep tsw investors

X

more confidence about the fund family they want. I _\C}

The main purpose of these reports ratingsei elw‘Kfn |Iies\a§ﬁct more
investors and thus increase the assets und a emeT . ording@&nd families
aggressively publicise the performan@r best-pe ing@n s (star funds) to

encourage visibility, thereby dr Wimer cas%ngto h{h)nd family as a whole.
N,
That means, having star funds inéd farﬂi lyc aw é}é‘ﬁ flows, not just for itself,

but to other funds in the fqu%ly; L s called t eépillover effect” (Joo & Park

2011). Consequently, % dependent n'thrsbganisation of the fund families
’

’ &
working under their wa\rella @ e regded as if they were stand-alone entities

(Nanda et al. 2004). pre lar fL@'In the fund family would eventually help
¢

the ¢ fuc_dj mily, and reduce search costs arising from
NN

i “(Elto tal. 2007). Ultimately, in turn, this will affect the
Y-
futug&‘ormance of the sta@d families, as investors direct their money to these

in the hope that they will be compensated in the future through the continued

G r status of these families.
This thesis will address three important issues related to the fund families in four

countries from the Middle East and South Asia; these four countries hold 65% of



Islamic equity funds. These countries are Malaysia, Saudi Arabia, Indonesia, and
Pakistan. This thesis will compare the performance of Islamic and conventional- w!!d
families. Furthermore, this thesis will also compare Islamic and conventlo@}fund
contributions to fund family flows. The first issue concerns the analysi d family
performance. The contributions in this issue are to test the skiIWund family
managers and test the impact of star and poor funds on the fund ly performance.
This issue also seeks to contribute by investigating th Ym Iy performance
persistence. The second issue concerns the analysis fun fWows The
contribution of this issue is to explore the contributio tar funds t e’fl@mlly
flows, especially the existence of Islamic star hii\&fu see&l‘-f~ test the

€ ure pe@g.ance of star

ect <far and poor funds
O

spillover effect. The third issue concerns thésanalysis

fund families. The contributions of thi\ae to tes

on performance persistence of fu Yrs'

9(\9of holding star funds

N
of-"

S
Y\'

in the fund family.
S
Fund family ch{ates I N d w%(suy by offering a variety number of

1.2 Research Probl '

managed funds.gepends on i mvee%ént styles. Gavazza (2011) indicates the
reasons wh waml es pro\idé a(I;a‘Be number of mutual funds. First, that the
investor, kpr |f|cané\ and avail of lower search and switching costs

whe%actmg within a fu@dmlly as compared to across families. Second, the
|¥ has high fixed and low variable costs that allow the fund families to offer more
u

& cts and to prevent new entrants. Both individual funds and their portfolio
anagers in the fund family take benefit from shared resources like research, trading,

product development, and human resources (Hazenberg 2020). This motivates the study



of the performance and flows; the two most important issues of the fund industry, at the

fund family level rather than the fund level. As the studies at the fund family IT&

considered very few compared to studies at the fund level. This thesis a(sgj s to

compare two types of fund families; families are focused on the IMFs ic focused

family IFF) and families are focused on conventional mutumds (CMFs)

(conventional focused family CFF). There is a difference betw erMnd CFF because
X

of the different characteristics of the funds that each type n.'IFF focused on

the IMFs, in addition to traditional goals (liquidity an rsificati s focuses
X

on religious, social, and ethical goals. In addition Islamic f spr@b the

sharia screening. That could affect the over rm% ow@he fund

family. \) g
Performance evaluation is an in i pa of the in en@‘nagement process
Ja{\'wo main performance

N,
issues are, first, whether the pr. onally ﬁlana «@ssetyields a greater return than

the passive investment strat %, sl
If the managers have d%w;erior

performance. Rese lﬁbQ the ;i

to provide decision-making input to gersan

ther §}l performance persists or not.

ills, h's%kﬂbare reflected in the persistence of

ce o@.’widual mutual funds is extensive and

widely spread agross the va : ets Eﬁ}%nor, 1965; Sharpe, 1966; Jensen, 1968;
¢
Marzuki & Wingt 20 "20@ i 2019). Nevertheless, the emphasis on

N

perforn@e fund f ‘j,y levelis limited to just a few (Elton et al. 2007; Tower
& 2008; Premachandr@dYZOlZ), perhaps because of the complex nature of
‘% sis involved. Some evidence at the individual funds indicates that the fund
amily plays an important role in the individual funds' performance. Further, fund

mily controls the resources of all individual funds work under their umbrella (Hunter



2020; Bosen 2008; Ferreira et al. 2012). So, the issue is how is the performance at the

fund family level? T

This is an important area of study because investors in mutual fund@m to

invest in funds within the same fund family rather than across seve ilies. The
reasons for investing in a single fund family include convenience in searching for
investment opportunities (Kempf & Ruenzi 2008) and flexihilit switching funds
without the additional sales costs and limitations imposed b?l;d amily (Elton et
al. 2007). In addition, the performance of fund families a hole ew‘indicator

of quality for investors (Premachandra et al. 2012). choosin W’fu \most

zi, 2008; a, 2003). That is,

famil;@:z(;then select
; theéﬁe is whether fund

)(}o outperform market

investors opt for a top-down strategy (Kempf a

investors can start by selecting the best attributes’of the fu

their preferred individual funds in the @Iy. There
family managers have selectivity% and El\hg“ﬁl bi

performance and whether therea tean in thexfund fa:@(?\y performance?
The Top-Down appr h’eals
ways to boost their re%q'?.
shows that the exis wf starl

good financial reputatien fo

&
d fa@ are inspired by a variety of
l @performing fund. Past literature
als @e manager is skilled and provides a

fa 'b‘{ﬂ:erreira et al., 2012; Jank, 2012; Nanda

!
et al. 2004). miligs hav néx@e ability to promote star funds within their

NN
fund families,the ggbd 9rmansé}Jf a star fund at the same time enhances fund

famwrns, investor inflo@ﬁd effectively ameliorates fund family performance
(E tal. 2020). So, this issue also seeks to answer the question as to whether having

6 r and poor funds influence the performance of the fund family?
Accordingly, the presence of star funds signals that the manager is skilled and

provides a good financial reputation for the fund family, which contributes to the flow



of affiliated funds within the fund family (Nanda et al. 2004; Reuter, 2006; Joo & Park
2011). Joo & Park (2011) suggested that some fund families raise more capitym
investors than others; they concluded that this is because these families{ei have
popular funds or that they are popular among investors. It is reasonable'éqi;ume that

a fund or fund family is famous when investors think it will yield betReTurns and that
the best way to convince the general public that a fund or fun fa\mHJcan yield better
returns in the future is to prove that some fund(s) in the fu Wa e done so in the
past. Fund families demonstrate their superior perfor e by d\w ‘their star

nt to other family &lﬁ%i" and

rr%fn' ir m@jgll inflow

0 etal. (Zo@md that the
spillover effect occurred in families N ; |eat one Superi per@ing fund. Indeed,
jAnore cash flow to a fund

they have shown that, in the past, st%erforma\gdr
N,

itself and to the fund family to W%;elongs. There retéassue is will the existence
of star funds in the fund fami }kribrrﬂ#r@d family flows, and to flows
of other funds in the f y (spillover fféct@ the case of the spillover effect,

&

performing funds to draw investors' interest and inv
are inclined to take advantage of the spillover

(Adrianto et al. 2019). Nanda et al. (2004)nand Adria

the thesis focuses on&@incti(‘n the ibutions of having Islamic star funds
and convention é’unds i ilie {"-’

!
¢
Accorsi%@atten onis Aradn @estor behaviour that puts more money into

N
the fun with” sfar 'pds an&}he rationality of such behaviour. If investors'

decigions, to put more money, intd’ funds belong to the star fund family are rational,
o4

g%\ehreturns should be rewarded at the aggregate level (Joo & Park 2011). The

nce at the fund level shows that outperforming funds in the past often tend to

utperform other funds in the future (Zhang 1999; Arifin 2018). Then, the future

performance of fund families with star funds is highly debatable (Joo & Park 2011).



The issue does fund families with star funds outperform in the future? If the star funds
have a positive effect on the inflows of fund families, they will generate more r

This will, of course, encourage families with star funds to maintain thei star
funds in the category of star funds and/or launch new star funds for ﬂ%d family.
However, a fund family can only achieve this goal if it has the potential'to consistently
outperform the market. Joo & Park (2011) stated that if there is asContinuity in the
ownership of the star fund, the star fund acquires that stat K;ure of chance but
an effective strategy or superior management ability for ting s ar ence this

issue also seeks to answer the question of whether fun ilieswill h the @blhty

in the future to maintain the status of having st

1.3 Research Objectives and Queﬂ

The main aim of this thesis i aml a |K rformance and flows

in four countries that represent ﬁéhe bal Islamic 20 mutual funds. This aim

is divided into three main owihs as WS %\
e

(}df mbﬂal funds at the fund family level.
&
-objgwes First, to examine the fund family

manager’s sel 1V1 skll rket ng ability. Second, to investigate that
having th poo fund l{e E(}?famlly impact on fund family performance.
Thll‘d, t st'the pe per nce of fund families. This part also investigates

the ence between the p@ﬁ‘nance of the Islamic-focused family (IFF) and the

1. Toinv perf

'3

ma

The first objectlve ided |nt(i

|onal-focused family (CFF). Hence, investigate the selectivity and timing

0 ity of IFF compare to CFF. In addition to investigating the effects of having a star
a

nd poor funds on IFF performance compare to CFF. Finally, investigate the

performance persistence of IFF compare to CFF.



2. To investigate the flow-performance relationship of mutual funds at the
fund family level. The second objective divided into two sub-objectives. !Vm
examine whether the new money growth (NMG) for a fund family with @nd is
higher than that of a fund family without a star fund, and, conversely, r the new
money growth for a fund family with a poor fund is less than that 'of a fund family
without a poor fund. Second, to examine whether the increase (decrease) in new money
growth is towards the star (poor) funds themselves and v

h e is a spillover

effect to other funds in the fund family. In particular, t min Iamlc star
23

ws to] the_fund f‘a@y and
%\d& cash\ﬁ%"ws to the

the e@x- of having a
re té‘?. While, second

sub-objective, also investigate the ver eﬁh v ,s@\r*(poor) Islamic funds
ar (poor) convenhénd f c.)

compare to st s. Q-
&
3 To investlg the tur ance§e star fund family. The third

objective divided into% objectjes rs t!t est whether fund families with star
4
ther

(poor) funds outperferm (unde" fthe fund families in the future. The
second sub- ob ct| IS to fund families with star funds have the
capabilltyo Intainin th\:r¥rfun€?tus in the future. In this part, also investigate
the future pe rmamag_f% IFF-eompare to star CFF.

X
S

on these objectives, this thesis will address the following questions:
: 1. How is the performance of mutual funds at the fund family level? The
irst question also divided into three sub-questions. First, is whether or not the fund

family managers appear good or have poor selectivity skills and timing ability?

(poor) funds are able to increase (decrease) the ca

-



Second, is the star and poor funds in the fund family impact the performance of the
fund family? Third, is the fund families appear persistent in their performance’Yv

2. How is the flow-performance relationship of mutual fund@fund
family level? The second question also divided into two sub-questionsS™girst, is the
existing star (poor) funds in the fund family affect the overall fund family new money
growth? Second, is the existing star (poor) funds in the fu W affect the new
money growth of other funds in the fund family? r% '

3. How is the future performance of the fun W“rhe third
mily that holds & s&ia‘é:)or)
? Secdnd,.isAlnd @-i'lies with

‘\Jn tusin@?&ture?
1.4 Research Significance cq >\YT /<\
N,

question divided into two sub-questions. First, is fu
funds able to outperform (underperform) in t

star funds have the capability of maintaini

This thesis provides two el importan ated to Islamic finance.

First, introducing a new c hlsl

conventional focused V% cond;‘ rovi

existence of Islamw unij \{-h fun (t;?nilies. This also provides a good
understanding of.the IMFs i \;}'dlsl r&e’finance. It also offers a strong overview
of the Islami (ﬂace in us:r d‘fhe(li\'/%s Industry. Islamic finance has emerged as

a topic %

I f fund C%?I. f fund family fl d fut
analyses of fun ily performance, fund family flow, and future
N

ocused family" and comparing it with a

r‘l’g‘e@ce about the contribution of the

- \ - - -
terest emlashernatlonal investors, and policymakers.

p Xhance of star fund family are critical to providing a good understanding of the
une family and the mutual fund industry for investors, practitioners, regulators, and
cademics. First, fund family performance is key to understanding the behaviour of

managers. The fund family organisation plays an important role in shaping managerial

11



portfolio decisions and fund performance, which is important to investors who invest in
funds within the same fund family rather than across several fund families. St

the individual fund level fail to reveal information on the performance of th@mlly
to which the individual fund belongs. This thesis has implications for f ilies and

investors. By providing useful information, it can help investors We informed

decisions. The results will help future investors by prOV|d| atlon about the
behaviour of fund families’ managers, and, thus, help the h se d allocate their
money in funds with good managers; those having goodiselectivity nd market

timing ability as well as providing information about amily attri es' Fi the

st_strategies/that J\g/' have to

follow to get the best performance and tI'N\be) ersistent™ thelr,@:grmance By

helping them choose the right mix of\cwal fund ty n th@%‘amﬂy, also helps

results may help fund family managers choo

them to know the most important at ibutes of fa 'help them maintain the
status of star in the future. Th |den of fund famq(?performance persistence
would bring practical value the ve nd fa “h%s who continue to pool their

money into funds run t% fund {j}hl@sls will answer the question as to
utpe
S.

whether fund fan&gn con‘s $xm the market, and whether past top

performers will ke futare to er
Seco ns; am|I es ro Irf'spb(a previous studies at the fund level proposing
that the formance }a pos@e impact on fund cash flow, no study has tested

I|ty of fund mvest@fno buy into another fund from the same star fund

Iso, it is not known if star fund-owning families perform better than non-star
G families. So, this study is different from the previous studies in that it tries to
nalyse star fund-related phenomena at the fund family level and not at the individual

fund level. This perspective is very important because many investors select funds based



on the name and reputation of the fund family instead of the fundamentals of the
individual funds (Adrianto et al. 2019). This tendency is especially strong in en?vg
fund markets, where the lifetime and track records of individual funds ar@and,
therefore, investors do not possess enough information about individuﬁ'l%s (Joo &

Park 2011).

Third, this thesis also provides evidence of the future per;om at the star fund
0 ntlfiipate the good

family level, the existence of this effect helps invest

performance of funds in the future, to which they can diréet the fl WWS ge
L ]

nerate
Y-

profit. It is understandably important to know if a f mily whic ai o@d star

funds in the past would outperform in the futurvm un@ el Q(tjzgfund.

T
"}/ N «{\
1.5 Thesis Structure \ O

Chapter Two provides an @sew of \migfi @I history, evolution,
N,
principle, and development. It sé a brS'ad theeretica conceptual background

&

for the understanding of li!;mnrjv in ener$ IMF in particular. These
principles form the fo% f Islamic fi :lde,\@le also underlie the principles of
4
finan

every contract esmlawe\d to fai| M éfa.lltransactions and activities in Islamic
on,

finance. In addi is al \ lig *&é evolution and concept of both mutual
¢
funds and f h’ﬂ“i@/. :%/ thEJc apter provides a background of the four
Sk §
A)t Three di @31. tical and irical literat taining to th
er Three discusses eoretical and empirical literature pertaining to the
\

&fund industry, focusing on modern portfolio theory (MPT), efficient market

& y (EMT), and behavioural finance. This chapter also provides a background for
n

derstanding recent work in the mutual fund industry and the performance of the fund

e

countri



family as well as providing the necessary guidance for methodological choices to be

used in this thesis. Yv
Chapter Four details the data collection techniques and research e\ ogy

used to analyse fund family performance and flows, and the future pe ce of the
star fund family. This chapter also provides the sources of data and exmhe methods
used to address these empirical concerns. The first empirical analysiS'elates to the fund
family performance. The second empirical analysis concer ’%

'money into the

fund family including the relationship between flow-pe anc an ver effect

The third empirical analysis study is on how the@ families vi be‘@ance

persistence.
rform@zrof the fund
r fu@f‘amily level. This

family, fund family flows, and future\wnce at
chapter starts with the results of t%alyswﬂd

selectivity and timing ability, p ce persistence; andngact of having star (poor)
on fund family performan kﬂ!we UW gows includes the impact of
having star (poor) fun@w (lpf% ein illover effects. Finally the future
performance at the QQW@Q the |I|ty of fund family having star fund
to maintain theigStar &

Chapt E: mm rlzes e Jud(_} highlights the contribution of this thesis to

the exi ratur€ fun mllyé?hls chapter also provides the implications for

md%ollcy and industry @ce discusses some of the limitations of the thesis,

wests some directions for further research.

N



