CHAPTER 2

INSTITUTIONAL SETTINGS %\
2.1 Introduction Y'

This chapter offers an overview of the history, evolu principle, and

development of Islamic finance. It serves as a broad ogical 'and conceptual
s

background for the understanding of Islamic finance; eneral aWic mutual
L ]

funds (IMFs), in particular. These principles form t undation of a,nic nce,
=\
0

while also underlying the principles of every c ct establish to{)&@ﬂitate all
m‘ce

\Er, th%&)ter offers a

background about mutual funds and fﬂ\cmies, and'then rov&&the star fund and

star fund family definition. Finallygthis chap%?s the background of the four

countries under study. @ 4
\% RN
N

2.2 Islamic Financ ramgork I l§

Islamic finance, starte

late 1970s. ItdistNe i (_;

!
with principl \ami Ia'w, S'lard'é.')ts growth has been accelerating ever since,

financial transactions and activities in Islamic fi
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in terms f%umby cotint ms,é\\vhich it operates, as well as the areas of finance
(9 4
in which, it has ventured. Afteg)-é:, the industry has attracted a number of western
N

ional financial institutions, such as Citigroup and HSBC, which started offering

ic financial products in some Arab countries (notably Bahrain and the United Arab
m

irates), and to a lesser extent in the western world (including the U.S., where HSBC

offers various Islamic financial products in New York, including home financing,
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checking accounts, etc.). A number of Islamic financial products also involve the
acquisition of assets (e.g., real estate, small corporations, etc.) in the west (mcluVﬂe
U.S.) in “Islamically structured” financing deals. %\
The Islamic legal framework serves as the foundation for Islamlf%mlcs and
finance. Contrary to the secular legal system, Islamic jurisprudence cevers all aspects

of life, including politics, economics, and finance. The final two™items are usually

referred together as muamalat. Islamic economics enjoin uctire lifestyle, and

h
slami Ms focuses
X

only on beneficial activities and products. Harmful tances, su s'al&é%l and

due to its adherence to the Islamic legal code, the scope

drugs, as well as damaging activities, such as ing and forni n, f{ﬁl@ut of the
Islamic economic sphere (Hoepner et al. 20% o\ %\Y*
Although interest-free banking g’taemerge in 98@(%5 still part of the

conventional banking system. More%the conc\hs¥rr %ts application, in that

it includes other products unI Isla . Th mer%efjgé of Islamic banking has

opened new opportunities f: the vell entef inte @free ethical, and transparent

banking. Transaction volve e!rl@mformatlon for instance, are

'3

Sy

dismissed from the System. Islla i ing ﬁd/finance, and, by extension, Islamic

7

economics fou its philoso ese t?{%‘aforementioned principles (Ayub 2013).

/ :
\
a:ld.oF‘y? res oé\slamlc Finance

aps, the most mpor@t’foundatlon of Islamic economics, which includes

”i’%y

Islamic finance, is the prohibition of riba (interest) and the permissibility of
6 ; as stated in the Holy Quran, chapter 2, verse 275. Driven by this verse, Islamic
conomics develops into an asset-backed economy comprising businesses, transactions,

and financial instruments that are backed by underlying assets. Economic agents and
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market players are also compelled to uphold moral behaviour in their dealings (Igbal et
al. 2013). Yv

Islam does not consider money as an asset from which value can @nce,
there is a prohibition of riba. Riba literally means growth, and it is a terﬂ;@to denote
the interest demanded by a creditor upon lending money to a debtor. Ntwer scenarios,
the term also refers to the penalty imposed on the debtor upon ism to pay the debt
on time. Interest is banned as it creates imbalances in the e Y

Following this prohibition, certain financial transaétions also unlawful

hould pe b d'on ﬂa}lr par

OUK spok&i‘equal in

iw‘s should no to one-sided

For example, the purchase and selling of debt contr
value, and the exchange of currency, gold, and si
value. In other words, any trades involving these

loss (Hussain et al. 2016). The detalleo\% princip

are discussed in the following subs ti T

/<\
- | % o S
Avoiding Interest (Riba) Q-

As mentioned above, ,is(mcol anlrgthe word riba is to increase

rro Islamic finance

and grow. In the econ text, itirefer§ to th@ontractual increase of money or

'3

commodity that h en Ioar]e geg disallows interest as it is earned
arly

without bearln It ibited in the Holy Quran and hadith. In

Chapter Ali n vers 130 lah SQJ“)‘O Believers! Do not charge riba on top of
rlba an e r Ged so th j‘nay p&per ”?

nWhIIe in the hadI@e Prophet said, “While exchanging gold for gold,

‘% r silver, wheat for wheat, barley for barley, dates for dates and salt for salt,

Q ange like for like (in equal measure) and exchange at spot. Whosoever paid more

an what he received or demanded more than what he gave, verily he dealt in riba.

Both the payee and the receiver are equal in violating the Law of God." (Muslim 2971).
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Avoiding Gharar, Gambling, and Games of Chance

The Arabic word gharar literally means deceit, risk, fraud, or uncevny.
Scholars of the Hanafi jurisprudence school define it as something with u@ined
consequences, while those of the Shafi’i school describe it as “somet ich in its
manner and its consequence is hidden.” In Islam, gharar refers to thé transaction of
objects whose existence or description is uncertain. This uncertaintyis brought about
by incomplete information or knowledge surrounding the Y:a saction.

In Islamic finance, gharar denotes uninformed speeulation thw‘to gimar
(gambling) and maysir (game of chance). T%ee unlawf a}til@?are
distinguished from business transactions, wh isks % d ir\/éﬁ)th, thus

iSQﬁI&t rar, og,band maysir
are zero-sum games, where the Winn@ll. Economi ran@“i‘ons, on the other
hand, do not have the same conseqt%. \T ,<\

Since some convention vative ﬂstru nts, safh’ as options and futures,

&

exhibit the characteristics hhrelA awful critg%, they are considered to be in
contravention of Shari% es

speculative practicespThey asli

reducing uncertainty. Another important distincti

(MdFAKkt r}dddib'ZOlS). The Quran prohibits such

$ &
\(Q rop bout khamr (intoxicants) and maysir

ere é‘a’ great harm, although there are some

?r?‘arm is much greater than their advantage.”
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aria prohibits Muslims from earning income by charging interest but permits

::'n e generation through the sharing of risks and rewards between the parties to a
n

saction (no pain no gain strategy). This profit sharing mechanism is believed to

encourage people to become partners and work together rather than to enter into a



creditor—debtor relationship. Partnership promotes mutual responsibility for the
outcome of the financed project, which is believed to increase the likelihood of?ﬂs
of the venture. A tangential aim of the partnership approach is to help @%e the

growth of successful projects, also provide stimulus to the economy. -\
The Islamic finance industry has come a long way i z yeafs The industry
potential was already being recognized in 1996 by Citi up olowaqdd out into

n the rece Io’)a_lkﬁﬁncial

% stio@e overall
e on t|ona.|éhﬁnC|al system

(Hasan & Dridi, 2010). This has in p eila the rece i rea@‘“ﬂterest in Islamic

2.2.2 Islamic Finance Industry

the sector in the form of Citi Islamic in Bahrain. Sin

crisis has prompted academic and industry p

sustainability and ultimately the V|ab|I|ty

=

financial products and as a result, led to \exp ns the Islamic finance
industry through the establlshm%dlca d sl u:Fl aI Institutions (IFIs) and
Conventional Banks (CBs) the IC€ throu @deows model.

The Islamic fm ustry as not t’eenb‘nmune to the global economic
downturn althoug QKlmpat en li d (Smolo & Mirakhor, 2010 and
Alzalabani & r, 3) I att ustry did manage to avoid the brunt of
the fmanC|aI c s oweyer th re(_e ods when Islamic banks lost heavily due in
part to f ultsrin redl st Ioans%d to a number of sukuks defaulting with many

t companies being Iett}haken (Wigglesworth, 2011). It has been suggested
‘% defaults have damaged the reputation of the sukuk market in regions such as
iddle East where a number of high-profile defaults have occurred (Majid et al,

Qll) In general Islamic finance provides different types of investment such as Islamic

bank, sukuk, Islamic funds. Next section will focus on mutual fund and Islamic funds.
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2.3 Mutual Funds

Mutual funds are investment vehicles that invest a pool of cash coIIecteYﬂm
investors in various securities. Depending on their objective, mutual fund@wvest
in either strictly or in a combination of equity, bond, and real estate sec Mahoney
2004). Mutual fund investors own a certain share of the fund in propertion with their
respective contributions. Such ownership is represented by shares, called units, and can
be purchased or sold at their net asset value. Net asset val a‘Yn:t

f'mount of assets

owned by the fund, divided by the number of outstanding es ( dWcus 2005,

"X
0. 108). [ _\C}
In general, mutual funds are either open- r c% . An_open-ended
mutual fund does not impose any limit on theéamo tof\i?s nits ( illion 2005).

As new investors purchase units of the@v shares a ued@%ontrast, a closed-
\Nt? i ﬁ\re introduced during
N,

the initial offering of the fun 'nvesfbrs st purchase these units from unit

&

owners. The shares of this type o unla raded on% tock exchange and end on a
specified maturity peri%c &Cr ?e}g,l p~89).

ended mutual fund issue is limited to_.a.numbe

=

4 &
Mutual funds %sociale \I'bh\ nungwf expenses, namely, front-end load,
back-end load, @aﬁn 'men@énses. These costs diminish the invested

¢
capital amount: front-end ad{s @(6& incurred during the initial purchase of the
NN
fund, ugtially for broker erviees, whereas a back-end load is incurred during

red@&m. Operating mana@ht expenses comprises advisory and administrative
fi y & Post 2005, p 122; Bodie et al. 2005 p.116).

Q The fee amount is usually determined by basis points. A basis point is equal to
.01 percent. Most mutual funds impose an annual fee of about 100 basis points (Bogle
2005); thus, financial regulatory authorities demand strict disclosure requirements for
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funds, particularly those with high fees. There seems to be a correlation between a
fund’s fee and performance; funds with high fees usually provide high returns, aw
versa (Karceski et al. 2004). (ﬁ\
Investment in a mutual fund can be done either on a lump sum ﬂ*r through
regular contributions (Christoffersen & Evans 2005). In the latter, in\Wnt capital is
usually automatically debited from the investor’s regular_monthly income. The

selection of mutual fund is also entirely dependent on the% Vgor’i preference and

purpose (Russell 2007, p.39). .\d
"X

é | _\"}
2.3.1 Advantages of Mutual Funds i

v o

Mutual funds provide a number of advanta fOI’d\'IVE‘ S and&onomy. For

individual investors, perhaps the mos(wan benefit ord@hy, especially for
investors with small capital for Whoﬁﬁck se@n?l ,@rbe costly, financially
f%.l 2

and otherwise. Mutual funds o inve , as they are managed by

a certified professional inw@na]
allow investors to diversi eir se . éys@‘chasing units of a given fund,
4 ¢ &
investors are able/@ce th(il \N cet its represent diversified underlying
assets whose amount®wsual 'nuv@he number of securities that could be
¢
afforded by i ﬁ@ial investor Tré t@dvantage is the liquidity of the mutual fund,

NN
whereb% rs caft easi ‘Purcha@and sell units (Obaidullah 2002, p.204).

economy benefits fr@ﬂutual funds in a number of ways. First, mutual funds

g p.30). Second, mutual funds

i R the overall liquidity of the market, which means that the trade volume
inCreases. Consequently, the economic well-being of the financial market can be
alised. Through mutual funds, inexperienced investors are able to participate in the

market, thus expanding the amount of capital available for investment and contributing
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positively to the overall economy. Second, participation in mutual funds enables the
accomplishment of long-term goals in the form of financial independence and sw,
educational expenses, and retirement (Fortune 1998). For each objectivu}cific
mutual fund can be created. A pension fund, for instance, aims to pro its investors

with stable growth throughout their working career to cover post-retir%ent expenses.

2.3.2 Mutual Fund Types z

There are two main types of mutual funds, Conventional mutual _funds (CMFs)
23

and socially responsible funds (SRFs). Conver@vutual unds ar'e i‘-&y\‘g of
collective investment. Investors who share similacaims investthei ndsj@[ﬁhe pool.
The manager then invests the pooled funwgzi Iasse;é h as bonds,
stocks, commodities, derivatives, and rs (Cuthbertso l. 2@3

On the other hand, in recent y{r;i)ciallyr ?)Ie q@have made important
inroads in the financial market%cept’bf ethiessand e@c'\al investments has long

been a contentious topic in economics in inance. I@nents that are done ethically

and target sustainable ;en 'n'fos@'of this concept. In general, SRFs
' g &

aim to promote posSitive envi[ i

s, social, and internal governance
outcomes. Meaw non-
a ‘

!
promote vices, as gamblifig and dij(?or. In a narrower definition, SRF rules out
% NN

investin%
n&

and I power developme@Shefrin & Statman 2000).

mpa&/ are involved in business activities that
tiongb yities,-ni}rally or environmentally, such as animal testing

\Noponents of ethical investment argue that conducting business with ethical
alues offers numerous benefits for various stakeholders. Integrating ethics into
usiness, economic, and financial decisions would broaden the benefits for not only the

organisation, but also the public and the environment. Ethical companies would also
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practice higher transparency and stricter corporate governance demands. Subsequently,
they promote social stability and improve the overall quality of life across soc
ensuring that their products and services undergo ethical processes (Baker @inger
2012). Social stability, promoted through social and moral norms rinciples,
contributes to the furtherance of human civilisation (Kuran 2004). T

The rise of human rights activism during the late 1960s and early 1970s lent to
the creation of the current form of ethical investment. Thi §Kr:i

r,cluded political

rallies and campaigns protesting against the Vietnam Wartand So hw apartheid

3
government. As altruism grows, and awarene@onsum is arim ghts,
environmental protection, and human rights in : th% hiC\isjgecoming
stronger (Bauer et al. 2007). Islamic mUtUﬁjﬁiper : nally,@:ﬁ;r, but their

operations must conform to Sharia in\@precepts. é

Akin to conventional mutual % (C™M sM%ic Thal funds (IMFs) raise
N,
cash from investors, but they a%ted ﬂ Sha 'aecom@t financial instruments.

Investors become sharehol mnin are of @md. They receive an equity
position on the fund’s $ securi I;Ibm’b‘nutual funds enable investors to
effectively invest in\%/erse i ria—@amt securities that are managed by
professional ma@n co

of a Sharia tee

Islamic% iag
ey

as a ocation and investn@ractices, and the enforcement of zakat as a method

'e witEfﬁé guidelines of Sharia. The appointment

at;ag{sj ffers an additional guarantee of the fund’s
N

dé%portant instructions on Islamic investing, such

&

t%\y wealth (Girard & Hassan, 2008). The Islamic financial system is governed by

Q of laws and regulations that collectively form a legal framework commonly
ferred to as Sharia principles. This framework also guides Muslim societies in other

aspects of life, including economic, political, social, and cultural. It is derived from the
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laws mentioned in the Quran, hadith (authentic traditions of the prophet Muhammad
PBUH), and Islamic jurisprudence (Z. Igbal 1997; Sundararajan & Errico 2002?-

More specifically, investment activities must comply with certain@% put
forward by Islamic law, such as the avoidance of interest and gamblifig™layestments
should be made only in halal (permissible) securities and zakat sho e allocated.
Islamic mutual funds must involve short selling and harmful al%\/itl. uch as narcotics

and prostitution. They must not also involve interest-b ancial services and

deposits (Alhabshi & Berhad 1995; Bhatti 2012). Following th th of these

@

can be launched. This process aims to accom

which is to fulfil social and economic justieg and'cre ncial,@:{)nment free

from interest and other exploitative elw )(han & ZO@Overall, it can be
concluded that there is a large sin@&v betwe\rMWs @RFS, as both prohibit
;"ér; y N,

immoral investments like gan%wd arms nufac(tzﬁ."t?g. However, IMFs also

prohibit activities that co%!hith E$cu§§ CMFs, meanwhile, allow

investments in harmfullactivities. Next'sectidn wi us more on IMFs.
NS

S

2.3.3. Islamic I@Cun;?lg O

!
Islami wana emen er!riC@ a rapidly growing sector of Islamic finance.
Q’ N,
Such sepvices ‘are negéssar ?Isla allows investing in equity and shares. However,

.

Islamic and conventional fina@\heories differ in their definition of company share.
%\5 ed by the Figh Academy of the Organisation of Islamic Cooperation (OIC), the
ompany share represents “an undivided portion of company assets.” Conversely,
onventional finance defines the company share as a representation of the “residual

claim to future cash flows (dividends and liquidation proceeds) of a company” (Elgari
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2002). Therefore, from the perspective of Islamic finance, selling a company share is
effectively selling “this undivided ownership shares of its assets” (Elgari 2002:?.'

The above definition fits the stance of Islamic finance, that @ncial
instruments must be backed by the issuing company’s tangible assets. Irmy though,
the definition only seeks to justify investing in shares, since its a(mmplications,
especially concerning shareholder rights and accounting treatment, are’unclear. Indeed,
on the balance sheet, ordinary shares of sharia-complian rY';zs'are listed under
liability and equity, while shareholders are considere esid I.Ehlthf Hence,
despite owning part of the company, their claim of t pany/s assetbs # @/ that

of creditors, bondholders, and preference share ! ' 4 \j("

The legality of trading ordinary shaw S foi th tablis@';: of Islamic

funds. In its Accounting Standard 147%he ounting Aud@ Organization of

Islamic Financial Institutions (AA@, as qu NXS KéOOS: 15), states that

N,
“investment funds are permiss%sharﬁ because flﬂg%?are a form of collective
investment that continues t Mt trhr rmythe r@nd duties of participants are

defined and restricted %ém:c;g% lsi"@'they relate to third party rights.
oot

Hence, in cases where,the fundll ed o%{h.e' asis of agency, the shareholders or

unit holders waive their ri nagecfg‘vf, redemption, or liquidation, except in

¢

accordance w limitationstand ccctcj;iaons set out in the statutes and bylaws.” An
kth

|s|a:3A %

fina nstruments, and its o@ﬁons comply with Sharia principles. As such, it does

NN
ergfare }pecia'lé?d investment that only holds Sharia-compliant

n%\sg t in haram (forbidden) and gharar (speculative) activities, nor does it transact
[

@ nterest.
The unit holders of the Islamic fund are the rabb al-mal (capital owner), while the

fund managers are either mudharib (entrepreneur) or agents of the unit holders. Islamic
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fund, thus, is established on either one of two contracts. The first is mudharabah (profit
sharing), in which the fund manager invests the capital provided by the holder inw
securities, and the former will earn a predetermined percentage of the p@ﬁb\s his
earnings are tied with performance, the manager’s income will vary ing to the
performance of the fund. The second is wakalah (agency), in Whichmnd manager

is given the power of agency to invest on behalf of the unit W. Under such a

contract, the manager’s earnings are not tied to the fund rZrma'lce; rather, it is

determined during the initiation of the contract, calculateiybased nWsset value
23

(NAYV) of the fund (Usmani 2005; Ayub 2013). Oth n the fact Ijla@unds

nven{i?ﬁal funds.

the | Vi fund that

Islamic funds available in the mark(0 \ ,<\
>
Islamic Mutual Funds: Hi@d C,l n %
Being establish%@ decades ag the d@mic mutual fund industry is a

4 b 4 &
continuously grov'\%éctor. Tr \gt\( nd wéin\roduced in the early, a decade later,
29 Islamic fundsyweretrade
NS s
bullishness i e 1990s, n eéus(l_sjl mic funds were launched to benefit from the

(Dahé-l. 2015). As developed markets exhibited
NN
situation (El ani gt.al 905), @most common type being open-ended equity

(mediumyto long-term growtf@ﬁds. Benchmarks for Islamic securities, such as the

lobal Islamic Index and Dow Jones Islamic Market Index (DJIM) were also

d hed. The FTSE Global Islamic Index comprises 1000 Sharia-compliant equities
S

ted on the FTSE All-World Index, while DJIM comprises 2000 Sharia-compliant

equities included on the Dow Jones World Index. Although the indices cover diverse
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regions and sectors, the DJIM, relative to the FTSE Global Islamic Index, is more biased

towards the US Market (Hayat 2006). Yv
From 1996 to 2006, Islamic mutual funds exhibited significant growth. n by
a substantial growth in the late 1990s, the number of available funds om 29 to

129. A similar upward trend was also recorded for the asset size of tws.ﬁmic mutual
fund sector. Exceptional growth of as much as 50 percent was observed between 2004
and 2005. By 2005, the total asset size of the sector was mivion though the
figure dropped by some margin in the following year. From mid- ‘ards, the

Islamic mutual fund industry grew along with the in energy pri es' |Q\€h9 Gulf
States. T

In recent years, the industry has seen ups ge m\thl amg@':g‘ traded and
held assets. The Global Islamic Flna e rt (GIF 6) r@‘fted that the total

value of global Islamic financial servi reachﬁ#?%& t;ak n at the end of 2016,
0%15 fho

compared to USD2.143 trilli u the of the industry could

&

reo
potentially grow by at Ieast?\glenti Th(;é rt forecast that, by 2020, the

industry would grow t(%
Islamic MutualdEun \Qchr@ﬁg Methods
As pr &@ mentione %nb d conventional mutual funds (CMFs) are

prmup% ar injthat Ppooh&)ltal from investors. Numerous types of Islamic
t, bu

~

b ted in adherence with Sharia rulings, which are manifested in the market

Q gh the Sharia screening methodology. Though the details may vary by market, the
a

in principle of Sharia screening entails that the fund be free from interest,

USD3,151 |||lo USD4.57 trillion.

t this thesis cor@ﬂ‘ates primarily on equity funds. Islamic funds must

uncertainty, and heavy speculation. It must not invest in haram activities, such as
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gambling, alcohol, or pornography. To ensure that the fund continuously operates
within the frames of Sharia, it must be monitored by an independent Sharia co
which usually consists of, at minimum, three scholars (Igbal & Molyneux @58).
The Sharia committee closely observe Islamic mutual funds as tmest in the
stock market. Capital market regulators, in distinguishing Sharingon-Sharia
compliant stocks, establish the screening process, which loo iw income source
of the stock-issuing company. A stock is considered as kXplirlnt if forbidden
activities account for more than 33 percent of its over ven W‘Miglietta
2007). For instance, the stock of a listed groceries com whose earni ﬂo@tcco

exceeds 33 percent cannot be included in an IY]: nd. Fh -to-equfi/ ratio is
nce, wit shold@; 33 percent

issi r Islamic mutual

also included as a criterion for Sharia compli

(Igbal & Molyneux 2005, p.158). Margin. trading is not

subjected to zakat (obligatory i f 2.5'|oerc I-Q@dawi 1995).

N Ky

voll IFINS
2.4  Fund Family B d l
4 ¢ &
A fund family4s,a grouplo fun%(aperated by one single enterprise. In a
fund family, thegunds'have o
¢

nvest:%ﬁt goals and/or strategies. Since the same
organizatio ages the whol

J

urﬁ f@CIR/ however, individual investors may usually
N

switchem fromone f ‘gtoa her without any additional commission or charge.

Thisgallows investors to be fl e in their own investment goals at a given time,
13

‘@hg on their specific needs.
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2.4.1 The Advantages of Investing in a Mutual Fund Family
There are many advantages for the investors want to keep their money iwm
within one mutual fund family: (0\
1. A consolidated statement from the mutual fund famil offering
information of investment by investors in each of the indeunds. This

ensures less paperwork and a clear overview of what investors own.
n

2. Many mutual fund companies offer a website ey'can be switched

between the individual funds which make up asfund f i‘?\d
L ]

Y'

3. Some funds will enable shareholders to i at lower mi nﬂjr@els in
other mutual funds within the nd fami his {/&res that
shareholders have access to fund*hz’ heyo-YO them@gt be able to
use in return for giving th&%f}xily aco &

4. Most mutual funds WOU%W mone\he m@‘cally withdrawn from
e

a checking or savi n various mutual funds

within a fund f MO
In rare cases, ths@ht inI %
shareholders due to establisrle \;‘ss en@amily of mutual funds.
&

& \

\ P ' ca(-}

24.2 The &as foerea g&/l@ Fund Families

% N

It% somMeﬁid&h to create multiple mutual funds, but the idea of
Y-v

a fund family is rea@éund. The advantage of this is that it allows the

i%mal shareholder to decide for himself or herself the type of assets that are most
pprop

"clgsed" mbjal fund that does not allow new

q riate for his or her portfolio. Large mutual fund families have dozens of funds in
e mutual fund family covering nearly every possible asset class, asset allocation, and

investment strategy you can imagine. Mutual fund families can offer a broad range of
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products to investors including closed-end funds, open-end exchange-traded funds

(ETFs) and open-end mutual funds. All of the funds offered by an investment cw

comprehensively constitute its fund family. cq\

2.4.3 Star Fund and Star Fund Family Definition ?
This thesis investigates the fund level effect of star funq s ena; therefore,
defining the term 'star fund' is important. Previous researc Na da et al. (2004)

and Joo & Park (2011) defined star funds as the top fiv cent f}md\dsed on the

performance measurements over the preceding twel nths. The sq d@ed a
fund family (asset management company) wit st neét da a‘r tar fund
family’ (SFdummy) and a fund family w OTG a ‘poor fund
family’ (PFdummy); thus, as descrlbew m both a star fund
family and a poor fund family at th S time. ,<\

In any event, the focus OQSIS isons und%\ es instead of star funds
themselves. The same top hkent rule areyappli define a star fund as in the
previous literature (Na 2004)',‘Ld a (:‘ IJS@ term ‘poor fund’ as the opposite

concept to star fund Wlse, \ﬁx S CO 4gl/ng the bottom five percent of funds.

This thesis use nd exare'r-%/ whether poor funds minimize the cash
flow to a fu y just as |n stéatb whether star funds raise the cash flow to a fund
famlly b 4 f ~é\

% 9

O

ckground of Sample Countries

Q The sample of this thesis encompasses four countries from the Middle East and
0

uth Asia — Malaysia, Saudi Arabia, Indonesia, and Pakistan. These countries hold

about 65 percent of global Islamic equity mutual funds. According to the Islamic Fund
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Management Report (2018), the Gulf Cooperation Council (GCC) region, which
includes Saudi Arabia, continued to be the largest region in terms of the breakuvm
Islamic finance assets by region, while, with expansion in the main marke h as
Malaysia, Indonesia, and Pakistan, Asia has the most increased marketﬂ'kThe same
report listed Malaysia and Pakistan in the category of countries that have/displayed rapid
market growth and have achieved a strong competitive posi iome Islamic fund
management industry. The countries in this category aim t ma Islamic finance

remains central to the evolution of their capital markets. i Ar binaysia are

@

managem ([\L‘J\M}Y;s at
d 8p€r r Malaysia. This
Pl
rlesgﬂ %\

2.5.1 Malaysia % \T ’<\

Malaysia is one of the SQ% Asidh Isl

a
&
Asia's 4th largest economy, Ma Sié‘l’ re rded%aiséarly history of establishing
mutual funds since 1%;% firstifun me{n@ent, namely, the Malayan Unit
4

F &
Trust Limited. Twowplaye[ M ted theundustry through the 1960s and 1970s,

the two main domiciles for Islamic funds; the asset
the end of 2020, was 38.5 percent for Saudi Ar:

section presents the background of these f

o

ie Nations. Malaysia is South East

t and():%ié Unit Trusts Berhad. When more state-

ASM MARA /t%antlvl
! (?1

sponsored nds were ate'd,@' dustry was boosted by a historic milestone
N

when P% an Nasio Perha&PNB) was introduced in 1979 and the first

enc@ug fund, Skim Amana@‘aham Nasional (ASN), was launched in 1981.
N
i\ﬁe encouraging response continues to have the fastest growth in 1991 when
nah Saham Bumiputera (ASB) made its first appearance, and explicitly planned
vestments for its Malay or Bumiputera citizens to encourage savings and facilitate

their participation in the Malaysian capital market. Despite the financial crisis that
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occurred twice between 1997 and 1998 and from 2007 to 2008, demand remains potent
and attractive (Rubio et al. 2012). More interestingly, the industry was joined by?ml
local banks by setting up their own supported funds and actively supporti@rand
through broad marketing, advertisements, and distribution. This critic ibution to
the stock market in Malaysia rose from 12.10 percent in 2004 to 22.3Went in 2017.

Malaysia has a total USD171.39 billion AUM of mutual fu in Malaysia is
below the market capitalization of the Malaysian stock ma me '\/Ialaysian GDP
with reached USD398 billion and USD359.3 billion respectivel de of 2018

018). The 'e@nds

dsi\nfz Acco@?ﬁg to the
i Mal@;?as of 2018,

asi@:trong belief and

VLS im, the mutual fund

(World Bank, 2018; Securities Commission Malay

increases to 654 funds in 2018, compared to

Securities Commission (SC), there were w

compared to 55 fund families as of e 7./Due to an

awareness that the majority of inx&%s in @*a%r

N
industry presented an alternati of vestm@cording to the Sharia

principles. The embroiled hﬁen:r e cenven @I assets in the impermissible
cial

industry, especially th% le fina
’

transactions. Thus, tﬁv{haria ;i

fund characteristics that ha

cl’or%@t includes broadly interest-based

3
aveéé;rted in distinguished Islamic mutual

ed t@(dustry since the launch in early 1993 of

!

¢

Tabung Itti %ch is cont IeJ bb(t'k% Arab-Malaysian Unit Trust, followed by
NN

many o%%ovedﬂ F ansm% Bhatti 2011).

ently, Malaysia cort\d@f(es 28 percent USD28.6 billion of the global AUM
a nked No. 2 based on a percentage of the overall USD105.5 billion global
slamic funds. Supported by the country’s advanced Islamic financial market its Islamic

nd management has been charting strong growth. Malaysia's Islamic Fund and

Blueprint for Wealth Management was introduced by Malaysia's Securities
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Commission in 2017. It charts the strategic path for the Islamic fund industry over the
medium and long term as well as maps strategies and recommendations to impw
country’s competitive edge. Moreover, it aims at reinforcement Malaysi \ as a
global hub for Islamic funds, establishing Malaysia as a regional centré'%istainable

and trustworthy investment compliant with Sharia law, and enhancinWalaysia as an

2.5.2 Saudi Arabia \d

9
igs. Saudi Ar a'st‘rk@iddle
C(m\pﬁr he p@ibusyear.

Saudi Arabia is home to the largest numlber Gun\Co rationégincil (GCQO)

domiciled investment funds. The Na | ammercia k fi@ﬁhmiliarised itself

with the idea of mutual funds in 1979 theough itsﬁ&%e Ak li Short Term Dollar
i

Fund in the Saudi financial i »The ﬁrogr awas ed at smaller investors,

i @rapid success due to lower

: éauchrabia‘s mutual fund market has

£ &y

ines th and financial advantage.

international provider of Islamic wealth management services

Saudi Arabia one of the Middle East Islamic co

East's largest economy and grew by 2.21 percenti

particularly small workers Merj
p

service charges, easy % devel

given its people a mwa increia
Saudi Ar. /a%arac 'higrty-l&dmily-oriented occupying businesses that

have deeply '&@ed

that em@(’)mm I onn@ns compared to what exists in the West. Saudi

b

famij sinesses have signi@y contributed to the country’s GDP and national

o)

ient baﬁ' so{i_((j}?ity system with nomadic merchant lifestyle
NN

e%&ent, contributing around 33% of the country’s GDP (Alhebri & Al-Duais,

d . Becerra et al. (2011) show that the millionaire families throughout the world own
9% of global wealth, and Saudi Arabia is on top of the list of the highest concentrated

country of ultrahigh-net-worth (UHNW) families whose earnings are over USD100
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million. This gives an advantage to the owners of these investments by providing new
financing opportunities. Yv

The Kingdom has undergone major changes in the overall number of@}&%fund
programs, and hence the industry has developed as a stable financial mﬂ*nt choice.
Saudi Arabia has a total USD120.2 billion AUM of mutual funds ingv'v the market
capitalization of the Saudi stock market and the Saudi GDP_ with®eached USD496
billion and USD787.3 billion respectively by the end of 20 X:B nk, 2018; Saudi
Capital Market Authority, 2018). Data from the Capital, Market Wy (CMA)
showed, the number of mutual funds equal 607 funds ared with fl'nq@ZOlS
As of 2018, Saudi Arabia in the Middle East ha d f mili parg-@;“f~ 33 fund

uI co@a More than

a-c Qhant (395 of 607

families with USD98 billion as of the en 01
65% of the mutual fund schemes in \ abla are

funds). The growth of mutual funds.i audl Ar % pres ive over a short time

N,
span. The target was initially Q%ners Qf private ba(;/n&&. ut later all Saudi banks

began paying attention tq‘ ;the malk ludi Amddle income and top-tier

expatriates. The influe%
across financial ins wts to |s

ethical approa ,S/est 'graméQ Besides financial deposits and basic
savings an t a count I;artj%)mstitutions have implemented numerous
investm %msﬁl contmh\hl\g the savings of citizens relevant to Sharia law.

O
S

ic institutio h 0 begun to extend their coverage

4
\‘bhz state’icutlzens with a more sophisticated and

ndone3|a
Q Indonesia is one of the South Asian Islamic Nations. Indonesia is seen as a future
conomic giant. It is the largest economy in Southeast Asia and the world's seventh by
purchasing power parity. Since 1998, the country has not experienced negative GDP
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growth, and, over the past few years, economic growth has stabilised around the solid
5 percent range, and marginally to 5.1 percent in 2020 and is expected to I’ISTZ
percent in 2021 (International Monetary Fund).

Rapid economic growth, low public debt, and a young populaﬂUMowde the
ideal ingredients for a booming mutual fund industry for IndonesmYl?donesm the
number of mutual funds is on the rise, although the amount of set at they hold has
shown a less clear pattern in recent years. As of 27 June Y.agrregate net asset
value (NAV) of the mutual funds increased to USD1.4 bilign, up fro 1 3 tr|II|on
at the end of 2013, but down from the point of 2012; from the Fi nfla‘KQg\Nlces
Authority (OJK). Indonesia's mutual fund in err% rel%xto other

@3 ber 2013,

countries and vis-a-vis the domestic banking ctooy\ whi
accounted for approximately 80 per of gotal financi sys@%ssets (Financial

Stability Board). Indeed, the entireffi C|al sec co

;Q'hmvely small in 2013,

with assets equivalent to 72 pe% GDp, whigh deav ough space for growth.
&
ro

Indonesia’s assets from the MWJ se% considerably slower rate in
hi

2018 in light of worrie e US e
5 b _
Indonesia has tal U@«L on A of mutual funds is below the market
capltallzatlon 0 the ' marketvand the Indonesian GDP with reached
USD486 b||!! US 1 02 I| (? spectively by the end of 2019 (World Bank,

2018: B%

in 2 mpared with 608 in Q@S’(Indonesm Financial Services Authority). Indonesia

nesig; In ad n the number of mutual funds increases to 651

hs nd families according to the Asset Management Industry in Rating Perspective
8)

Q , compared to 77 fund families containing USD32.5 as of end-2017. At the end
f August 2018, 7.9 percent of the mutual fund industry comprised Islamic mutual

funds, up from 7.1 percent in December 2017. The 210 Islamic mutual funds — 28 of
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which were launched in 2018 — reflect a net asset value of USD2.9 billion, 4.08 percent

g
O

Pakistan is one of the South Asian Islamic Nations. In implémenting mutual

of the overall market.
2.5.4 Pakistan

funds, Pakistan was at the forefront of developing countries. T, eNpen-end mutual

)

fund was launched in 1962, and, after 1966, closed-end unds. All have been

State-owned. The rules were adopted in 1971 to allo ivate e&s@panies to
@

launch closed-end mutual funds. In 1983 the first cl end privat cb@ was

launched. The Pakistan Mutual Funds Associati FAP)’ nde@ﬁ 1996. In

icies anér:zc::ntives, the
) re@’ug a rise of more

than fifteen times in the net assets e mutua be @2003 and 2008. The

N,
2008 financial crisis curbed tt%\h trghd aspt e((/ y and capital markets
deteriorated sharply and t Mal J rior l@afterwards. After 2008, the
t

industry was steadily a tryingito re O}Iél‘ @regain its momentum of growth.
’ &
lekiti

However, a lack of rstandi omplexities and significance of the economy's
mutual fund in@{ sre

!
affected the i G@/s growth ( ul;cxn@(ja? & Nadeem, 2007).

the same period, as a result of successfuw meu‘ po
performance scale of the stock marke% new hei

—

the géé(nment's tax policies that have seriously

- \ - - -
A gpoorlyr design systeni,\where the rules and their application are no
tran t, overly complex, @ﬁpredictable, may discourage investment adding to
proj osts and uncertainty. Systems that leave excessive administrative discretion in

heshands of tax officials tend to invite corruption and undermine good governance
bjectives fundamental to securing an attractive investment environment (Gasior, K.

2013). The steps taken over the past few years have been harmful to the sector of mutual
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funds. It was quite unfortunate that multiple taxation irregularities and issues plagued
the mutual fund industry, which expanded each year rather than finding any resv
It is also disappointing that the cases filed in the Honourable Courts ha@}been
pending with no result for years. Such issues contribute to the admi jon costs,
which reduce the investor's return. The government has been hamg the same
through taxes and other anomalies rather than promoting savings and‘investments in the
country (Naveed et al. 2020). Given these challenging cir m, rhe industry has
been persistent in its survival and attempting to put in n reatiye p that meet
the requirements of the investors. Nonetheless, the tr mains that if d@aced
the tax problems it has over the years, the mut in u dh &een a lot

bigger. o\ ,é\v

Pakistan has a total USD4.2 bl|\ of mut nd@ elow the market

capitalization of the Pakistan stock tand % an ith reached USD71

billion and USD315.3 bhillion %/ely%y end %4/ 18 (World Bank, 2018;
Pakistan Stock Exchange Li MMI ition, tﬁ?ﬂumber of funds increases to

255 funds in 2018, c% with

1i 61 ccordlng to the Securities and

Exchange Commz\:f Paklit (SE 018) Pakistan has 30 fund families,
compared to 22{ |ng 59 billion as of end-2015.
¢ (qN
Islaml | fu s be rrT 1@ ith the launch on 13 July 1995 of the first
Islamlc und,A n M I Fund of Al Meezan Investment Management

n@lamlc equity gross a\e%ihave risen from USDB800 million in 1996 to USD3.6

b Xn 2003 (Abderrezak 2008). According to him, in 1996, there were 29 Islamic

G y funds, and, in March 2009, this number grew to 232 funds based on the list given
y

Failaka Advisors. In 2018, the AUM Islamic Fund Management of Pakistan

contributes 2.3 percent or USD2.2 billion globally. Following table summarize the
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important information for these four countries. For economic details of the four country

from 2007 to 2018 see appendix 1. Yv

Table 2.1: Summary of Information about Countries under Study(%

Saudi Malaysia Indonesia wkistan
No. of fund family 41 Family 80 Family 86 Family 30 Family
Total mutual fund 607 Funds 654 Funds 651Funds 5 Funds
Asset under management 120.2 billion  171.4 billion  36.6 billion 4.2 billion
No. of Islamic mutual fund 395 Funds 371 Funds 210 Fu 83 Funds
AUM of Islamic mutual fund 39.4 billion 28.6 hillion 2.9 hillion 2.4 billion

Stock market capitalization 496 billion 398 bhillion
Gross domestic product (GDP) 787.3 billion  359.3 billion

86 71 billion
4.6'billion, 315.3 billion

Stock. M. Cap (% of GDP) 63.1 110.1 § 225
AUM (% of GDP) 15.3 47.7 ] 1.
AUM (% of Stock. M. Cap) 24.2 43 i
Source: The World,Bank and StTility rt (IFSI)2020)
4 b 3

2.6 Overall Summary Y.
This chapter provides an overview @(Stor

Islamic finance and IMFs. It also discuss e gen

N
SN
ingiples, evelopment of

grou@and advantages of

mutual funds and IMFs. In additi;i:'lt asc%s%Va kg of fund families and

@D
=

star families.

9 Q—
&
N ,ﬁnj K\
The principles of slawm!ance’nclu eS"{m\bition of riba, maysir, gharar,

!
and any dealing with forbidden activiti dton@odities, while enjoining profit and

loss sharing and p&\e'mﬁ)f zaklat. These prineiples come from two main sources, which

N
are the Holy Nan hadi Flbo@gsburces are silent regarding some issues,
s a 'y

O

Muslims to ijma ass
P L)V
wter also |sc£sesw differences between IMFs, CMFs, and SRFs.

N
AI% he three types are @:Brally similar in terms of operations, IMFs and SRFs

rom CMFs as they prohibit immoral investments that may be harmful to people

01 society. IMFs also differ from CMFs and SRFs as they prohibit investments that do

not comply with Sharia principles.
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This chapter also provides background about the economic, mutual fund industry,
and Islamic mutual fund industry of each country under study. The majorit
population of the four countries are Muslims, which reflects the focus of @is on
the countries with most Islamic investment and most Islamic mut s. Saudi
Arabia and Malaysia lead the Islamic finance and investment with thm IMFs of the
thesis sample. The mutual fund industry in Pakistan has%v ffected by the

government decisions, especially after the finance crisis in
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