CHAPTER 3

THEORETICAL AND LITERATURE REVIEW (q\
3.1 Introduction Q

This chapter discusses the financial theories and empirical literature related to this
thesis. First, explain the theoretical development. Then, me' major theories
found in the finance literature concerning the risk, retu nd fl W.s\‘[[dahe major
mutual fund is working under the umbrella of the fun ily, the thr mﬁj@‘gies
underlining the mutual fund and fund families ies are @ Por@?) Theory
(Markowitz 1952), Efficient Market Theorya(Fa 196?, ), andérev.Behavioural
Finance Theory (Kahneman & Tversk %DThis chap er@thckground for the
understanding of latest works in m%fund Ma Eérrategy, performance,
s

and flows, as well as the necess nce for th tho ical choices that will be

RN
employed in this thesis.

¥ 7S

4 ¢ &
3.2 Theoretical Iopmer' NS é.!
As fund familiesyare 'd po@”o of stocks, bonds, and money market
¢

tools, the m %ortf io th
'ke

Y
valyati ; resuié})f the risk and return of fund families. The key

hypotheses
o | ¥ | o
issu rtfolio managemen@ﬁe portfolio performance estimate, which is divided

distinct features. First, the managers’ ability to boost portfolio performance by

yfs t@/ ain theory in this thesis to shape the main

G icting the funds future prices. Second, the managers’ ability to reduce the portfolio
sk through by diversification. In addition to the behavioural finance theory to forming

the main hypotheses and evaluating the results of the investor's investment behaviour,
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the behavioural theory helps to understand results that deviate from those expected by
the classical theories. Behavioural finance explains the behaviour of fmanmal?!m
players’ vis-a-vis the impact of psychological factors, and how these a\?may
contribute to their decision making. The efficient market theory is a&cussed to
evaluate performance persistence, which is also a test on market eﬁm. When the
market is efficient there should be no signs of performance p rsm, and a random
walk pattern will accompany the fund prices. The effic mt'theory and the
behavioural finance theory are two contrasting theorieSyof thej st ket Such
theories provide the understanding of a rational perso ket theoretical |13 and

what can result from a reasonable person's beh

A fund family encompasses a wid ng of h\nds attra.@g\./'estors with
different investment goals, thus owalvestors opp %lty to diversify
,{\Important investment

investment across fund family. Div |f|cat|on

—-aq

N
element that investors seekln ce r@ks sider ﬁ investment's goal is to
obtain the maximum pote a}aurn Iov@pos&ble risk, and then the
investors have to agree tsun et'alkbtlon However, if investors direct
-‘

e sa%&nd family, it may not be sufficiently

are n@ﬁg strategies to launch new funds within

all investments into ﬁg&mane'
diversified. Tha@und il
o'r t(J eveloping funds across various categories

¢
the categor ‘H@ proliferati
(prolife%ktegod‘b t 'yvill p&\lde sufficient diversification for investors. Fund

proMAon can help funds hi oor-performing funds, the poor-performing funds
i

f y, they will then seek to substitute those funds by introducing new ones.
:C gory proliferation include low-cost switching options for investors. Since
unching new funds has a positive effect on the growth of the fund family, it means

that when they launch more funds, it becomes relatively more attractive for investors.
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Because new funds are still not well known to investors, reputation, performance, and
attributes of fund families become important factors affecting investor decision
Further explanations are given regarding the role of fund families in décidingtheir
strategy to issue new funds. The fund families with higher excess returnégore likely
to set up new funds, suggesting that such fund families tend to impro eir reputation
by providing funds with higher positive returns before increa 'nWrange of funds.
Launching new funds is also linked to fund family size a mi y experience in
that large funds and seasoned families are more likely t@yissue wWhan small

@

families and less experienced ones. Then, the high

Yw
itive refurns_have &pr itive
a h% iti retu@ﬁg to draw

oviie greater be@gs.to families
when investors are respond to posiwa)rmance re @ﬁs open to poor

performance funds. So, the presence ofhigh fun \fﬂ%\a g@nvides a strong signal
S

relationship with the flow, as the primary incenti

inflows to funds and families. This strategyawil

=

to investors about the reputatio dfa%ily. “« Q-
N \{o
’ N
3.2.1 Modern Portf%;ry\vpxjtl 0-
d Ny
The modern olio t% ed tgAarkowitz (1952) provides the basis of
all the investm\ltbhuels 'oda ,&féluding those in mutual fund research.
¢
Markowitz &@d a Nisionfintd i (j(mdual investors' portfolio decision-making
procedu%;konstmt'

ortfoliowisks and returns, raﬂ@wén selecting securities based on the asset's individual

c% ristics. The modern portfolio theory is a philosophy of making security
elect

ion choices based on portfolio expected returns and risks, and using the

NN
? inves&s should select their portfolio to depend on both

©

iversification rationale to mitigation the risk. By owning more assets which are not

completely positively correlated, investors may mitigate portfolio risk. Investors have
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to own securities with returns that are moving in an opposite direction. Negative returns
of certain portfolio assets may be offset by the positive returns of others. There

safer than having two or more properties that are negatively linked by in eXThis
portfolio will yield a similar return with a significantly lower risk, as Awed by the

standard deviation, called diversification. ?

The portfolio selection hypothesis provided by Mark%vMQSZ), however,
challenges the conventional one. The conventional theory s that t?e maximisation
of returns can be achieved through the diversification o ts that Mhe highest

3
. BENY
expected return. As a response to this model, Marko rgued that tfill&@ance
e risks! an.i stor{h/gmd avoid

is attributed to the variability of its return; thus, YW |\
securities with high covariance. He emphas'&dtﬁ impﬂrta of th@ggovement of

each asset in a given portfolio. é

The portfolio variance is the @ative in \duaTv |§(c\95 of assets multiplied

N,
by the square of their weight pl%er coﬂcept d gz?(?iance. The covariance is

a very important factor in %aSSL entyof an t portfolio. Covariance is a

statistical measure of t?%ection betwee t;é fh@uations of two different variables
\;; &

observed over the weriodl GengLy, covariance is determined between
the return rates @f varieus i 's anﬂ;&'!! association of their year-to-year return
¢
volatility is wd. e ris
- - - - \ - - - -
risk, or % al risk 197{:{.\ he market or the systemic risk is a fraction of
the m@variance, which is @énstrated by the market return variance. This occurs

IS s'plibi(r'l?o two components: market and non-market

b it is hard to predict the future price of a security. This risk relies on the extent
0 Which the security price is sensitive to movement in the market. The non-market risk
r the individual risk is the unknown variance, that is, the portion of the overall variance

attributable to the peculiar feature of the stock. This is free of market movement.
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Markowitz assumed that investment decisions were based on only two factors, the
expected yield rates, and the expected risk. It would also choose a portfolio m
highest expected return for a defined level of risk. The efficiency of a fun% ting
outperforming stocks is measured using various models. The efficient ion of such
stocks enables funds to obtain higher gains at lower risks. Treynorquy (1965),
and Sharpe (1966) suggested models that can aid accurate st thion and obtain
diversification efficiency. Treynor (1965) proposed new p m redictors for the
mutual funds. Sharpe (1966), extending Treynor's workegand c mWhe capital

imatioh. Po fc'ligiag\gl;sis

n d% e bgsjﬁ)redicted
ng in\mi in the ;élg;lio analysis.

p@‘nance based on
securities’ performance and to se%‘e most gnt
@

9@0“0 between a large
S
numbers of portfolio. « Q-
\ N\’w
vall IFIS
3.2.2 Performance V% ent ( 0

f &
Different me Q@ents t]a
's

sed antify the returns by past researchers
to analyse the 7

#
an understa u%f the com
i ha

NN
measur% ncial res j;hes a@brieﬂy described below. These techniques of
X

perf ce estimation of ma rs use the risk-reward ratios by Treynor (1965),
Qo3

theory, provided new model for fund performan

portrays the beneficial strategies for portfolio

'. Esti@fng performance of the fund family needs

il{)nénhe returns. The usually used performance

\Q1966), and Jensen (1968). These are the ratios calculating the excess return over

3 orrowing rate or lending rate adjusted for risk.
After that, the risk-adjusted non-regression approach is used. The first measure of
portfolio performance that included risk is provided by Treynor (1965). This
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performance measure is relevant to all investors, regardless of their personal risk

profiles.

Treynor =

R, — R N
5 O
X"

where, R,, is the portfolio return, Ry is the risk-free rate of return, is the portfolio

3.1)

beta. The high Treynor ratio indicates better performance relati the'benchmark and

the low Treynor ratio indicates poor performance relative,to thepbe Treynor

ic risk. [This ratip i® best
valuaifo I ddlk}?helps to
rtfollqéhme opposite,

Treynor ratio has some dlsadvantag |;' ,o ased on pas@ ormance of the

securities. It takes into account the p@slatlllt \N r ;@'narket Treynor Ratio

Ratio is one of the tools to assess and manage syst

measure for a diversified portfolio, a returns v

assess and analyze the performance of eachysecurity in‘

has no dimensions of rankmg h hi nTr Ratlo is better.”
The second measure f 0 I|o ce t ncluded risk is provided by
Sharpe (1966). The S)% 0 (196 té ar to the Treynor measure. The
4

only difference is théyrisk meai asur e risk adjusted measure of the asset

performance, which Calcula ol 0 an excess return, in excess to the risk-
!

free return. Th%n benefit of e Jha(é?atlo is the standardization of the relationship

N N o
betweer% etur t, us@the Sharpe measure makes comparing different

-

clas s ‘of assets much S|mple\c,';m the opposite, one of the main criticisms of this

is the lack of objectivity in identifying a risk-free tool. Additionally, the Sharpe

QE does not take into account returns fluctuations.
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. Ry — Ry
Sharpe Ratio = ——
Op

(3.2) c\z
After that, the risk-adjusted regression approach is used. The first measturement is

a single-factor model. Jensen (1968), who developed a risk-adj% odel for stock

selection, argued that Sharpe and Treynor's ratios are bu relativity. Jensen

presented a model that uses a standard absolute measure or ahce. The Jensen

ratio measures how much of the portfolio's rate of return is attributable maan.er's
A N
ability to deliver above-average returns, adjusted arket riski Therhig er-the ratio,
’ b 3§
the better the risk-adjusted returns. A portfolio Wonsiw ositiv@!tess return
will have a positive alpha while a portfoc' Wﬂ con negaﬁu!e\excess return

X

will have a negative alpha. Advantage%sen’s alpha g elpsQelect the portfolio

Y

which gives an excess return in r. g@to th t ret C(;:R helps to measure the
@
performance of hedge funds. \ opposi%mfjsé‘dg&es, it uses a single-factor
model that is CAPM Whiclvycon ders man@risk. It does not consider the
(
unsystematic risk relat%m-spegmL e ({/0'
The result (@uatio cormies in the%ml of alpha. Jensen’s alpha is defined
_ N
as follows: c\ s J" C—)b
v} g
Q Jense
& VR
3.3) N
S

R, is the fund’s realised return, Ryis the return’s risk-free rate, R,,is the market

*

O«Arn, and g is the sensitivity between the excess return of the market benchmark with

the fund. A positive Jensen alpha indicates that managers have the potential to predict.
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It is only significate if it is used to compare two portfolios with similar betas. A negative

alpha represents the portfolio’s performance, which is below its benchmark. YV

Fama & French (1993) introduced the three-factor model, mcorporatl@\g firm size

and the book-to-market ratio into the model. The model is: Q

R, — Ry = ap + B1(Rm — Ry) + B,SMB + ng
(3.4) '

NY.

where, a;,measures fund under or over performance -selection p'— @Xcess

fund return, R,, — Ry excess market return ( , SK i erer;gg~ in return

between a small cap portfolio and a Ia@ por tlme-&nd HML the
difference in return between a portfohM k-to-mar stoc@f}?rtfoho and a low-
book-to market stock portfolio a(u'j t. Thh’nﬁi gF n@E\T hree-Factor Model

0
provides a highly useful tool f standing tfbllo(é:'?ormance, measuring the

impact of active managemeY\.;foli constr tion§ estimating future returns. In
of

the opposite, the disad ung Fa ;f‘rehb'Model,no theoretical model and

not clear whether and ﬁmre I’IS just persistent mistakes by investors

and it is difficu ap y. &
¢ ‘,' C—)
Carh 9 ) im ma afid French’s three-factor model by adding the one

oV
N
year m t facto ref ce to two studies (Jegadeesh & Titman 1993;

De Thaler 1985). Car&@}feur factor model uses momentum of an asset, is an

i g economic concept that can provide benefits for predicting future asset

n E
@ ns. The Carhart model is defined as follows:
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R, — Rf = ap + B1(Rm — Ry) + B2SMB + BzsHML + B,MOM + ¢

where R, — Ry denotes excess fund returns, R,, — Ry excess market (CAPM),

(3.5)

and MOM the difference in return between high and low momentumy(prior one year

return) at time t. Y\',

After that, the market timing model illustrates ility of fl!nd nagers to

move from one asset class to another at an appropriate time to yield i's 5nckWoid
0

losses. An important model for market timing w. troduc‘gd y Treyn

J'—F
D
D
=

,§
3l
o
o
3
QD
=
-~
D
2

(1966). The TM model depicts a quadratic nonliiar re

returns. This model is illustrated in the fow

TM =R, = qum,t \:\ZW

(36) ‘% ¢
“« Q-
&
S
where y,, measures m etw (ga’wma rl )@ fund returns, R,, . is market
returns, and r2,,, , is squar arke;{ <4 é)(/

Henriksson&\eon @) in@:ed another market timing model, and
cited that the e %i?'m&%tfuality in its approach. In the HM model, a

dummy va%-separa b
X
e

model iffes macro recaste@ld is given in the following equation:

%\ HM = R,; = &y + ByRm¢ + Vol Rt + €pt

D
o)
c

/)

T
g

nt Q/ositive and negative market returns. The HM
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where I;is a dummy variable that equals one if the market return is positive and zero
otherwise. Here, R, . is fund returns, R, . is market returns, and y,, representsW!t

timing. Hence, a successful forecaster would obtain positive and significar‘y}s.

3.2.3 Market Efficiency Theory

In 1900, the concept of market efficiency was descri in¥a PhD thesis in
mathematics by Bachelier, where it was detected that t/,)rices fluctuate
randomly; however, this work was not given any attentiomgfor half a Y, S%/gral

decades later, works by Cowles (1933) and Jones (19 ncluded t Slst &O\prices

fluctuate randomly. From 1956, the theory ofvprigce,behavi me %meortant

T
topic in economic research. Mandelbroiw p W$0d8| of price
behaviour where he used the naturw'

Samuelson (1965) presented the cor%of martih‘é r&z}d that prices fluctuate

randomly. ‘%
The efficient market Xsis s@{) gconcept of the random walk
theory, which was devgﬁendj [
a wandering seq%his tl'e \r&s bec the foundation of the later Market
Therfo

Efficiency The

3
o
—
QD
5
ﬁ/(\
D
—
S
=
(92]
—
=3
<3
c
=,
S
>

immediately,in stoek priges.
{&9 *
F% 5) pfo '.the w et efficiency concept, and concluded that stock

mar. ices follow a randorr@f(. Roberts (1967) made a distinction between weak,

se%ong, and strong forms of market efficiency, which was furthered by Fama
& 9). He described market efficiency in terms of information efficiency, that is, a
arket in which prices always fully reflect available information is called efficient. In
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addition, Malikel (1973) claimed that stock prices commonly show a random walk, and
that it is impossible to consistently outperform the market.

Following the research that supported the random walk behavio \nces,
several studies emerged to argue for the weakness of the market efﬂcnﬂéw pothesis
(Beja 1977; Grossman & Stiglitz 1980; LeRoy & LaCivita 1981 L 8; Lehmann
1990; Jegadeesh 1990). In the last few decades, the market efficie ypothesis was

‘%ch y

the subject of much debate. Several researchers found a istort market

efficiency and create opportunities to generate trading r WOper et al.

. DeBondt & Tha _@1985)

e, Jegad T@'n (1993)

urm\ whi HaU&QQS) found
evidence of market inefficiency as a@m overreaetion tr@éds to long-term

reversal. ,<\
N
The positive abnormal re mve?tors eive <05?.(76nly come up by chance.

The existence of investors ?@of T g akhnorm rket gains indicates that the
market is not complet Zatlon ﬁiéntxaknce the question discussed here
is why the industr QQutual lf ro K.so fast when not all the professional

portfolio managers, cam bea et @’%upport for the existence of the Efficient

2006; Agrawal & Tandon 1994; Cadsby & Torbey
showed that stock prices tend to overreact.

found that contrarian strategy brings abn aI

Market Hy was recor d‘fn ej?lopmg countries (Fama 1970; and Jensen
k?O

1968). P%
in r(ﬂ&

Y-
g information abou@r(ndual stocks and about the stock market as a whole.

), geqer belle-ué} that securities markets were extremely efficient

% ates that when information arises, the news spreads very quickly and is

porated into the prices of securities without delay. Thus, neither technical analysis,
hich is the study of past stock prices in an attempt to predict future prices nor even

fundamental analysis, which is the analysis of financial information such as asset
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values, etc., to help investors select “undervalued” stocks, would enable an investor to

achieve returns greater than those that could be obtained by holding a randomly &Ymd
portfolio of individual stocks with comparable risk. The economic conditi@n eads
to market efficiency is that investors have to be rational. EMH states mer taking
into consideration the risk, no fund manager can consistently outperfomn the market.
Mutual fund returns can be expected to vary because of “the different risk
categories. Many funds' investments can be more effective ws S managers can
effectively diversify, thereby generating more returns fo iven e\WI:. Yet the
fund’s persist is unlikely to continue. Carhart (19 indicated t tlisrf\"rs}some
persistence in performance, but after controlli

he_fodr
2 \

average net of fee returns of funds becomes z€ro @n\ ev negaﬂ%,grnost of the

S of\ngFhart, the

persistence can be explained by th ing of the on @our-factors. The

explanation of why poor fund perfo@se persm\s\ga r&ﬁ\amount of expense by

N
fund managers on the continuo%(or V\ﬁongl riced rities. Evaluation of the

&

presence and persistence of_man riel 0 ance% utual funds, in general, is a
critical test of the EffiCi rket Hypoth i's.' E«@nce of performance persistence
é &
would support the rejection of ient magun a semi-strong form. The advocates
of an efficient marketstheor 'at paf-}%{ence is solely due to chance and is not
¢
due to the a "@)f the/manaders? (j)
NN
% toty

Y-
3.2.Qhavioural Finance I@éry
N

havioural finance attempts to explain the behaviour of financial market players’

IS|a-vis the effects of psychological factors, and how these factors may lead to their
ecision-making in the market. It offers a scientific explanation to rebut market

efficiency. It attempts to do so by substituting conventional behaviour assumptions with
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models that integrate the systematic, observable human dimension. Bias among
investors is brought about primarily by their humanistic proclivity of overconw,
and, secondly, by their desire to avoid future regrets (Barber et al., 1999). (’}
Belsky & Gilovich (2010) defined behavioural finance as behavi conomics
and asserted that the field is born from the interweaving of economicsy@nd psychology
whose purpose is to investigate the underlying psychologi%r. ons behind the

financial decisions of an investor. Meanwhile, Shefrin & (2000) defined the

science as “a rapidly growing area that deals with the mnfluence 6f Wgy on the
o

of behavioural tﬁaﬂ e as

ﬂu% ycho@}'/ on the

mar@g’..
The primary scope of this nascerk idi}the deve nt @‘eories concerning

the behaviour of investors, as We@)their igq\process. Behavioural

N
finance accommodates the possibili psﬁholo ical bifgs as the underlying reason
for irregularities in the sto Mt r1 con¥ ng them as mere chance, an
argument purported b rket efficiency I'\ypbesis (Fama, 1998). Information
4 f &
structure and the di HQQharac‘ \M:s\ eacgarket participant are expected to affect
ma

\m (B@"{ee etal. 2011).
¢

The rationaljexpegtatio hesry(_iﬁ ased on such quantitative models as the

"
modern%' theor. ',T), capital asset pricing model (CAPM), and arbitrage

behaviour of financial practitioners.” Another defi

proposed by Sewell (2007), is “the study o

behaviour of financial practitioners and the

individual investors

prici eory (APT). These @\i‘es have yet to be confirmed in existing investment

\h«spite of the substantial amount of studies conducted on the subject (Barberis &

:T er 2003). Barber & Thaler (2003) maintained that the traditional framework is
S

ufficient in explaining even some basic facts concerning individual trading

behaviour, cross-section average returns, and the aggregate stock market. In response

52



to this apparent weakness of the traditional paradigm, behavioural finance begins to
surface. Behavioural finance argues against the full rationality assumption prop?‘by
the traditional view. It contends that, contrary to the traditional model’s c@ents
do in fact, first, fail to properly update their beliefs upon receiving nﬂkormatlon,

and, second, make normatively questionable investment choices (KiRe’OM).

Behavioural finance has three main building blocks. Th fiMk is the limit to
ig

aders to undo

al
. hMB) Thus,

significant, long- tf@effect

arbitrage, which argues that it is a difficult task fo

displacements brought upon by less rational traders

potentially, the irrational behaviour of market agents

on market prices (Schindler 2007). The sec k is ﬁs gy..@gﬁawoural

es tha,@g:elated to an
isio@‘fe made on those

finance refers to cognitive psychology evidéace concer

individual’s beliefs and preferences, @his or her

beliefs or preferences. The final blo 00|0Iog : % ;‘Qs hat social interaction

influences investment demsmnn%bloc? disputes thé/e@iltlonal assumption that

external factors do not affe ina |aI

There is some k% re in 1;% r'al nce. Festinger et al. (1956) and
ered

Kahneman & Tver ww) 1r the fathers of behavioural finance.

Festinger et aI 95 stock(é’rées were partly predictive based on past
stock prlc e nd some i rlénté's?s for valuation. Behavioural finance sought
to pre iCt ,t f|n rket «%pllcatlons of psychological decision-making
pro It relates market ph@vfena to individual behaviour. Kahnneman & Tversky

b%\)g Ilaborating in the 1970s. Their initial step was to create more real-life scenarios
0

Q psychological experiments on decision theory. They distinguished between
ormative solutions and real-life subjective responses in their experiments. Both of

these academicians’ individual research lines ultimately meet at a common ground.
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“Belief in the Law of Small Numbers”, the first paper published by Kahneman &

Tversky, suggests that the laws of chance are highly misunderstood by indiwdu?'ﬂe

72]

authors based this contention on the respondents’ belief that randomly sele% ple

accurately represented their population, when in fact they did ersky &

Kahneman 1971). In the following year, their second article, “Subjectiv€ Probability: A

Judgment of Representativeness”, discussed biases in representativeness. This was
X

followed up by “On the Psychology of Prediction”, which e' significant role

of representativeness in an individual’s institutive predictions ( hw Tversky
@

N
1971, 1973). | &
=\
One of their more prominent works, “Jud@ Uhcertaifity: Heuristics and
Biases”, proposes three heuristics: represe ivepess, availability, a @Sghoring. The

authors maintained that during uncem better ju ent @decision-making
could be achieved by understandlr%se heurl d 'B\Iases relating to each.
Their most important work, “P%r g@ isi i

heory: Am»Analy: f Decision under Risk”,

&
was published in 1979. T, ou th|] Kahn@n & Tversky proposed the

4
Tversky & Kahne 1981) ir the ng effect. This effect states that the

prospect theory, whlc?% ternative to hel ted utility theory. Additionally,
presentation of he d n of an individual.

ses I beh Lf?alcc%ce tend to do their hardest to clarify a wide

range s. Throu yt th@’ecmon -making method, behavioural finance

c psychology, fmanc@ﬁ economics into the study of human experience.

ural finance is a field that attempts to explain financial-market anomalies.

6 vioural finance also poses the conventional theory with a challenge that markets
r

e efficient, and investors are rational without bias. Investors may be qualified to check
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for successful marketing information, temperament, cognition and emotion, and their
final decision will be affected by the human and social factors. Yv

Behavioural finance took part in the essential work done by Markowi 52),
Fama (1970), and Sharpe (1964), claiming that people are rational. Behﬂﬂk‘al finance
checks and relaxes the exemplary behavioural presumptions, anWes it more
rational. Further specific financial market decision-making vie sMIuded. Without
the existence of behavioural finance certain aspects of the fi m arket cannot be

fully understood. Behavioural finance claims that the majerity dWare taken

@

the arbitra a'e(‘i\@‘fient

ci% mp@ions are
S rep@;ﬁaﬂve bias,

the@ﬁividual errors in

unreasonable because of fear of failure. It also contra

Market Theory, as it is too risky for investo

recognised as a combination of cognitth}
.

overconfidence, information bias, ov%;a]
logical thinking and analysis as Welgformﬂo

>
o
(%2}
o

, a

Major principles in behawi

and under reaction, an% haviour), ha e" Ue@tablished as contributing factors
'3

to irrational and sonetimes har \fma cial &lslon-making.

&
Prospect '@ '? 4 '\(j)(-}
N,
ey

& Tvers “197 ggested the Prospect Hypothesis suggests that
Y-
ge gains and Iosses\d@férently and that they value gains more than losses,

and regret) and heuristics t Nepr ativeness, aﬁ?horing, overconfidence, over
, h

peo

\hs the impact of certainty. When one is given two equivalent choices, with a

@ ible benefit option and a potential loss option, their decision would be based on the
X

pected benefit rather than the loss, even though both options produce identical

economic results. Kahneman & Tversky (1979) gave a survey and proved irrational
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behaviour. They found that most subjects chose the safe benefit alternative and at all
costs avoided a certain loss. This suggests that people are risk-averse.

Prospect Theory and utility theory are two models of decision-maki sses
that predict how people make decisions. Utility theory bases |Q%efs upon
individuals’ preferences. It is a theory postulated in economics to explain the behaviour

of individuals based on the premise people can consistently ‘ank er their choices

depending upon their preferences. Each individual will iffer'ant preferences,
which appear to be hard-wired within each individual. can aw(imduals’
preferences are intrinsic. Prospect Theory shows t e decision- k'ng Qtome
under conditions of gains and losses is not syl I a@ e a&metlmes

irrational decisions. The theory suggests pw e as

losses rather than final assets. Separa\%a view gal

effect; investors keep winning st 00 Iong 'b-stocks too early, is

q
explained in the Prospect Theo S oﬂoss EBIOI‘];Q.

Loss Aversion Cf) "Ing ‘_' %Q'

Loss Averswe ten(i pgo)prevent losses, rather than get gain.
Past studies suggestedythat ere t as powerful as gains in psychological

!
terms (KahEi rsk 79‘) b‘(;;?ng one dollar is twice as traumatic as the
f,a dellar gai

pros@t of gains and
d I@é’. The disposition

NN
pleasur nem Tversky 1991). Loss aversion happens when

Y-v
peo more prone to their \M%fth declining than the increase. This helps understand

|$ " propensity to sell winning stocks too quickly when keeping the loss-making

J

56



Regret theory
The Regret Theory is a theory that has to do with people's ability to exp
the pain of remorse for the mistakes they made. Therefore, people @their
behaviour and become irrational because of the fear of regret, which investors
either risk-averse or seek risks. Cognitive dissonance is a mental confli¢t that leads to a
feeling of uncomfortable when their belief is wrong. It is em of regret over
&; ctions and act

mistakes. Afterward, people change their attitudes, b

irrationally. According to Goetzmann & Peles (1997)winvestors ave made

X
mistaken decisions and invested in losing stocks %illing a t']e@stake
and therefore hold on to it. That leads to a po% nvex relati ip @een past

performance and flows. \/ 0\ %
S
Heuristics Theory Cf) g;\!T \,\
ms by to

Heuristic is a way of solvi ble an%Q r; conversely, judgment

means evaluation. Heuristics_refe o]s ISticated s, an insightful judgment or

9

hich use to réakc@vn a complex problem to some

4 2

simplistic concepts Wand f monﬁd to the establishment of a rule of

thumb; but, it a&@ to ors, ding to Shefrin (2002). There are four
¢ J (Rl

types of heuristics will discuss tté ftI_I}) ing sub-sections.

& o

Representative

just common-sense d

4

(72]

presentativeness is a form of heuristic. The Representative Heuristic Theory

G that if individuals interpret the current occurrence as symbolic of past events, they
Pp

ear to categorize similar events and group them together. When such knowledge is

used to make decisions about a larger issue, there is a risk. However, due to a lack of
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information, one may resort to decision-making based on this representative

information.

Overconfidence

Overconfidence is a behaviour that tends to overestimate people'stknowledge and

underreact to new information. This will lead investors to makg aNke because they
do not know that they are at a knowledge disadvantage; a terld to trade more
frequently. In psychological research, Odean (1998) believed that rconfident

L 2
investor would underestimate the risk. Barber & Ode 01) subse nt’y i@}d that

men are more overconfident in financial decisi wom\eﬁ. \T
N -

)
Kahneman & Tversky (1982) %nded tha\rep%s g@e investor, who never

S
knows the exact result, tends%reacpto regent diag::hondt & Thaler (1985)

examined whether markets were 0 rre] ga fou% t portfolios that made losses
, W

Overreaction and Underreaction

e {h@nning portfolio underperformed

'3
end@ich the previous extreme winners

com *ﬁ!ers, while past extreme losers appear to

always outperformed t inde

'3

that index. The au Nqastabll's

appear to be undervaltied a ;
#

be overvalu hen becom wﬁnqé"?L his is due to the overreaction of investors.

S
Investors overreact t0 Dadsnews i&e losing case and stock prices tumble down.

Inv ealise these losers @been under-priced and after some time they begin to

Ao
N
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Herd Behaviour

Herd behaviour shows how people in a group will act together Wlth
strategy. The explanation that herd behaviour happens may be the productof C|aI
pressure of consistency because humans usually want to be accepted b;A@p, SO one
approach is to stick to the decision of the community. People usually have more trust in
friends, relatives, and colleagues than the media (Shiller & P UNG). In addition,
individuals think a large group judgment could not be w (Y~

S surh even though

people are convinced that the plan is misguided or wr they thhe crowd,

assuming the group knows something they does n@ J ' _{-)
4
<
T

3.3 Empirical Literature Review 0\

This section provides a review o empl ica ratue%ating to the topic
of this thesis. It presents the mostl nt met ? qq%msed in these studies,
in addition to the most impor ngs gf tudlescit?oegms with a review of

&
studies on selectivity and th:nf |I|t1 inted b@lous studies on mutual fund
st

performance. Then, a % udies on r 6r e persistence. After a review of
studies on fund I&:ﬂd fu
spillover and smart ey
strategles /
NN
N
3. 3 lectivity and Tlmln@sﬁllty

estment in mutual funds has been rising rapidly in the developed and emerging

G ets. Fund performance estimation is a mechanical part of investment management
n

d will include investor input for decision-making purposes. The management seeks

gontmues with a review of studies on

; a review of studies on the fund family

to exploit potential market inefficiencies with the goal of optimizing returns and
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mitigating risk through various strategies, such as stock-picking; selectivity of securities
and market timing; price anticipation. This active strategy of management s
outperform the market, taking competitive positions towards a benchm@)%/eral
studies have been attempted in the past to investigate the fund's perf e, timing
ability, and fund selectiveness. In the literature, enough research has bgen done on this
topic in the general context and in the developed financial ma eN

A large number of academic works have recorde &ze d of interest in
developing countries regarding portfolio management e ( GWP (1968);
Carlson (1970); Firth (1977); Lehmann & Modest (1 Sincethei Ie’nei@r‘g of
the Capital Asset Pricing Model (CAPM), Sha 6) and (19Q/§§-have led
to effective measurements of portfolio perfokman usim%the ding a,@;{;tes between

the return and the specified risk level vera studies de e@ ical evidence on

portfolio management that support% previo Is r)z@he use of data around

the world. Sharpe (1966) showa%e peﬂorm e of @tual funds is no greater

than the usual average per m, a M%Z:@om 1954 to 1963, they also

indicated outperformir%&r;w\algr-ly ‘('){teq@ Bams (2002) showed the same

findings between théwyears 191 4 in @ited Kingdom (UK) funds. Jensen

(1968) concluded thatethe \:}lmut <‘:P(Jnd performs on average and does not
¢

perform effe in trading. adﬁit'eg;,?here is no proof of superior output in excess
\
o\k w

of over% » whigh.1s Worte@ith the later evidence by Carlson (1970), Firth
Y-
(197‘1).&hmann & Modest @), and Fletcher & Marshall (2005). Effective fund

‘@hnent is not the only malfunction in producing excess returns but exhibits
orres

6 pondingly substantially lower efficiency.
Similarly, Treynor & Mazuy (1966) proposed a quadratic method of regression

analysis to calculate the timing efficiency of the 57 fund managers over the period 1983
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to 1995. They just revealed one fund that had a statistically important ability to timing
the market. The other 56 funds did not have any substantial timing capability fac

writers have not found evidence that fund managers can exceed market effici : The
work of Treynor & Mazuy (1966) made significant contributions to HA'@rature on
performance-based portfolio risk-return evaluation, which distinguish€s a manager’s
ability to act on information and the ability to predict syste am premiums and
adjust the portfolio. Their research has produced a great Wg:

li el'ature. Bollen &

Busse (2001) assessed the performance of 230 mutual usin tw proposed

and weekl aﬂi.@lso

pbiliﬁ i or@ériods of

vant p,@:gf view. The

d th an investment

by Treynor & Mazuy (1966). The authors used both

found that mutual funds offer higher market ti

study. The results of this research are to d

high return on funds is to produce &%ﬂow th

obstacle to attain comparable retu tes. Thl\)gg sts tp@"{he dynamics of the

N
investor cash flow may have %/e eiﬁct ompt p&éﬂnance of mutual funds.

Despite many studies that m aI i eve@ markets, in the comparative
Zv | fuhds!

perspective of Islami entio ana)more precisely in the emerging
4 ’ &
economies, the effor%been\f‘ﬁjl Iimgjollowing sub-sections will focus on
the literature in éﬁ\g c i ala(z%,' Saudi Arabia, Indonesia, Pakistan, and
N LoD, &
studies at fu ly leyel. O
Qf NN
% ? <
ach, S

\r the Malaysian market, most researchers have suggested a similar outcome to

=

ha |

.
4

Ma

J n (1968). Due to a lower degree of diversification and incoherent return to risk,
nnuar et al. (1997) reported an underperformance return of 31 funds in Malaysia.

Together with her later research series, using the Jensen model, Low (2007), Low
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(2012), and Low & Azlan (2005) consistently concluded a substantial negative overall
performance for the period 1996 to 2004 due to weak investment selection andw
timing. Fauziah & Mansor (2007) further confirmed this finding after @nds’
output falls below the market and risk-free return. When comparing mnds with
global funds in Malaysia, Abdullah & Abdullah (2009) found therew significant
difference between the performances of domestically versus 'nwonally focussed
funds. While, Rahim et al. (2019) found that the locall z.furds prove to be

superior to the internationally-focused funds both in ter f retu nsWs.

@

2007),land siirr@amil
ix% i the.@ﬁormance

tter d@%.bearish or

A 4?ezak (2008) used
O

Nevertheless, following the work of Abdullah e

(2012), some of the researchers discovered so

comparison, thereby suggesting that the%

economic downturn rather than when maaets are buth

the Sharpe ratio, the Capital Asset FCW Mode W\),

N
three-factor model to analyse rmam:e of II\/I(FzéBr the 1997-2002 period,

and concluded that, on aver. mIM[ erenot o derperforming against their

benchmarks but also d rated weak selebtion o@bility. Boo et al. (2016) analysed
4 ’ &

448 Malaysian fWr th@ 96 tgm& of which 131 were Islamic. The

findings indicat% nventi ers dé?\ have clear-cut superior performance in

s have, however, massively outperformed

pQ\énsen's Alpha, and the

Islamic mut S
CMF inthe egtfirm i i study further suggests that Islamic mutual funds

Y-
havg@r risk management\c@ﬂpared to conventional funds. Abdul-Rahim et al.

( nalysed 833 Sharia and conventional funds in 6 emerging market included

ysia and Pakistan. Jensen's alpha and Sharpe’s results show that Sharia funds

ightly outperform their conventional counterparts particularly in the case of Malaysia,
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Pakistan, and South Africa. However, using Henriksson—Merton model the results

indicates that fund managers’ performance depend on their stock selection skillY'

For the Saudi Arabia market, Merdad et al. (2010) used the Shmio, Treynor

Saudi Arabia

ratio, Jensen alpha, and Treynor and Mazuy model to test 28 mutua ds. They noted
that during both the full and bullish times, the Islamic fund ge;‘o'm conventional
funds but outperform during the times of bearish and Ti ial crisis: |£ion, they
concluded that the Islamic fund managers are e%t displayin hq tini Y'and
selectivity skills during the bearish period and their cothterpast sho hose\/yﬂls better

during the bullish period. Ashraf (2013) tesgd}i muiua nds f@am to 2011

using the CAPM and Treynor & Maz els, and con dth average, during

the economic downturn, the IMF performed b %t ,@GF id. However, the
o . . >

findings on selection capacity hat the ma rs((/ amic mutual funds hold

superior stock selection capabm to nal muytual fund (CMFs) managers.

-

El-Masry & Dial%; evaluated the 21 m@al funds between 2005 and 2011
4 2

using CAPM, downdKCA I\/‘ ththe 3-fac 6: }g-ama & French, and concluded that,

on average, the perf am&ﬁi&' market portfolio. Al Rahahleh & Bhatti

!
[
(2017) evalua(q IMF and fMEj"r%m 2007 through 2016. Based on non-risk

adjusted% , they o yded @ Islamic funds produced significantly higher

returns than their benchmark@l 014, and significantly lower returns than their
\

xark in 2016. Nevertheless, the IMF has marginally underperformed its target

6 on the risk-adjusted measures.
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Indonesia

For the Indonesian market, Rachmayanti (2006) carried out a study
performance of an Islamic stock portfolio on the Jakarta stock exchange and
2002. The findings showed that Sharia's portfolio performance in ZO(A@erformed
conventional portfolio performance in various metrics, except for thew Index. The
study's findings also demonstrated that the Sharia portfolio perfermance in 2002
outperformed conventional portfolio performance in Mii: Sharpe index,
Treynor index, and Jensen index. Waridah & Mediawatiy(2016) arWhe Sharia

_ | _ s,
equity mutual fund instruments using the output asses t system Sharpe Bi@’urmg

v

meaning the

the period 2010-2014. Overall, the Sharpe ratio?m& f all Sharia tu@ds in the
ng the

study resulted in a negative Sharpe ratio duri

return produced by the mutual funds i@wple was rea@ﬁan their risk-free
return. During the period 2011—201(%tari (ﬂa& th §Q§spe ratio test. Overall,

N,
during the observation period, u%pe rdtio va e.of al ria mutual funds in the

observation peri

&
study resulted in a positive S%rati - me@ that the return produced by
the mutual funds in th%z was ng anh tb@* risk-free return. Hilman (2017)
4

had the same results#Ariswati

3
) aig}/ analyse the effect of market timing
ability and stock seleetion ski e pe@‘mance of stock mutual funds during the
| e Dol S N
Covid-19 pa in Indon a.o'TrirLo Mazuy Unconditional Model and Trenor
) N
Mazuy @mal Modelsare us@to calculate market timing ability and stock
selectiomskill, considering the @gs()unt macroeconomic variables named inflation and
N
tE tah exchange rate. The sample included 55 stock mutual funds with assets above
IDR 500 billion. The data analysis technique used is multiple linear regressions using

QATA 16 analysis tool. The result shows that market timing ability and stock selection

skill unconditional model have a significant effect on the performance of stock mutual
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funds. The calculation of the unconditional model produces a positive value. Investment
managers of equity mutual funds in Indonesia do not yet have good market timinw,
while the ability to choose stocks is better. The conditional model shows @icam
results on the performance of equity mutual funds. -\

From 2007 to 2014, Agussalim et al. (2017) studied four CMFg"and five IMFs
and identified that CMFs performed better than IMFs on the ba; ileevel of returns,
while the IMFs outperformed CMF when compared with t y;r' k. By using the
Treynor test, in 2010, Sunarsih & Andriyanto (2015) fou at BNI Wi‘ah Funds

had the best performance among Sharia mutual fund

MNC Dana Sariah. While, in 2011, Mandiri

D{ i ha@g highest
ariah¢ had~the Iov)élx:erformance.

Different findings were also found i %Nhere M an@ﬁiah had the best

performance, and Haji Sariah had t est pﬁﬂ%. ,<\
N,
>
‘&
Pakistan \ \A
gt o
»Shah

For the Pakistan Hijazi (QO@ﬁssessed the performance of the
4
eat

' g
mutual fund and cow h \»u.n S we &g%ﬁerally underperforming due to the

diversification problem. In

¢

mutual fund i%y depends

fund in%%iciegc ! ;r
g

perf ce assessment of m@;{f.unds in Pakistan. Sipra (2006), and Afza & Rauf

performance for Sharia mutual funds and®Haji

ition, the{:f}(eted that the achievement of Pakistan's
!
the c&n(?rehensive position of regulatory bodies and

N
hab&ﬁ'e researchers carried out various studies on the

( Msed traditional measures of performance, including Sharpe, Treynor, and Jensen

& a. Sipra (2006) conducted research to examine mutual fund performance and found
a

t the market outperforms fund performance and only a few were able to outperform

the market. However, the findings showed that the correlation between the funds and
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the market is weak. The weak correlation indicates a lower degree of investment
diversification (Afza & Rauf, 2009). In their research, Bilawal et al. (2016) aw!!d
the closed-ended mutual fund performance between January 2009 and De@om
using five different measures. Fund performance shows mixed reQANNhile the
information measures and Treynor ratio showed that other Wements of
performance indicated consistent underperformance. Nawas et al. 9) examined the
disparity between the "net asset values” (NAVS) returns Yv-en

‘jed and closed-

ended mutual funds between 2006 and 2011. The retur NA v.?a\ddrmined by

@

T
the natural log function of (LN). Initially, the norr@ was perfo d'arl@n the
ed

Kolmogorov-Smirnov and Shapiro-Wilk test wi Q of V@ﬁ showed
that the data were not normally distributed.&-ﬂhit U tesgx.the Kruskal

Wallis were performed to search for t%' ns in the end@‘variables between

these two classes. It showed that %t asset %tu K‘o\f*the open-ended and
& >

closed-ended mutual funds diff “« Q-
\ \{o
X~ ] >

Studies at Fund Fami ( 0‘
4 ¢ &
Unlike the Wi%}a Iille m\ perf nce at the fund level, studies at the
fund family Ievw ry li \@foc@d developed markets. Previous studies of
¢
mutual fund y p fO?ﬂ%&'
perform% 1996y Barr rov;@the first- ranking based on their performance of

fun@lies in USA. The (B;z;)n ranking takes five investment groups into
N

cgmation — domestic equity, world equity, mixed equity (stocks and bonds), taxable
bongs

, and tax-exempt funds — and examines how each fund performs in the same group

) -

(ﬂs}i er an overall return as the measure of

ong the other ones. Barron gets the return of each fund family in the five categories

weighted on the size of the individual funds and then takes the average as the fund
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family's performance measure. Barron provides the rank of fund family in 2018, the
first fund family is American Century investment management. In addition to
the rank in the last five and ten years, the first fund family is Vanguard grou@mco,
respectively. -\

Tower & Zheng (2008) examined the relative performance Wfamilies of
mutual funds. They analysed the performance of 51 US mutual fund families for the
period from 1994 to 2005 and ranked them according to a melx designed with
11 market indices, Wilshire 5000 index returns, and histosical po tfo‘ﬁ&@gs, taking
ool offmu fﬂn&%‘qies
versifie ies @?ﬁot more
\The @dv;amily-level

analysis is conducted with equally We& éraurns of indh ual@%s included in the

fund family. They found that fan(l'%withm\?m ,Q\a*t charge loads, high

N
expenses on their most favouredézrs, aﬂ'd hig turnozﬁ(é?ppear to perform poorly.

Nonetheless, the gross of }M eI

into consideration different groups of mutual funds.

is limited to families holding 75% of their ass

than 5% of their assets in foreign stocks duging

mutual funds without | h low

Premachandra etal. ( i stiga{i&\%e performance of 66 large mutual fund

families in t e(Uaxver e 19 @od. They proposed a novel two-stage DEA
% N

model that mpaQses_t ‘pver fficiency of a decision-making unit into two

con]g&ts and demonstrate@épplicability by assessing the relative performance.

»wlts revealed that the proposed model is able to highlight the mutual fund
amilies that may have managed their portfolios well during financial crisis periods, as
ell as which of the two components of operational management or portfolio

management may have been the factor contributing to their good or bad performance.
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This useful information can help investors make informed decisions and enable
administrators of fund families to evaluate how well their portfolio managew
performed relative to their competitors. (’}

Cici et al. (2018) examined how the efficiency of trading deﬁ!&erated by

mutual fund families affects portfolio performance and investm behaviour of

affiliated funds by analysing all actively managed US domestig Niuunds belonging

to their respective fund families from 2000 to 2013. Th co']cluded that by

operating more efficient trading desks, which help reduceytrading co d families
23

| I Ay
improve the performance of their funds significantly a oenaflet f’ln&f-tg rade
4

more and hold less liquid portfolios. Y_ \j("
N A S Q\T
Summary \)

Overall, in the four countries L%study, t \su% a Ip:}und level were mixed,

N,
whether for Islamic or convent%ds. Most the re indicate that the Islamic

&

funds perform better inab Mt, T n tio% ds perform better during the

bull market. The studi% counteies d :nbtﬁé‘lyze the performance at the level
s &

Hies of gﬂmds are the ones who control all the

of the fund familie 5@ugh tr
funding sourcesgor theyfun rate @ér their umbrella. Families of funds offer

many adva aﬁ&)wat indi dtﬁll E}%& in the family may benefit from, for this
reason, (({%;stoﬁ h ‘g the ﬁu?\llies of funds first and then pick the individual
fun% the families that tr@}-\:e chosen. However, the studies at the fund family
I x very limited and are mostly focused on the developed markets. Some studies
ave attempted to provide a ranking for fund families based on their overall
erformance. Some of them also studied the effect of the advantages offered by the fund

family on the performance of individual funds in the fund family. Studies at the fund
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family level have not studied the skills of fund family managers directly, that is, through

the analysis of selectivity and timing skills. In addition, studies at the fund fami I

did not distinguish between conventional family and other types, such as@mily

that focus on Islamic funds, where Islamic funds and investments are ant in the
markets of Islamic countries such as the countries under study. So, thi§ thesis will fill

the gap by investigating the selectivity and timing ability of I§Iam| nd conventional

| &
@ uthc@zﬁave also

tioruio attrib,@SfAs with the
literature on selectivity and timing N;Be researc ocu an the developed

market in the beginning. Fund perf@ce can bed gte q;@t:md attributes, such as
N,

cash flow, size, age, fund fami%over,'ﬁnd per(f(/ ance (Cuthbertson et al.

2008). Indro et al. (1999) inq:cat the]th%z(

of net asset value, has Ive and important Eff@on the performance of the funds.
4 ’ &

This means that lar ize @ oreé&momies of scale. Likewise, Chance &

Ferris (1991) also reperted ' cor@\‘lon between the size of the fund and its

¢
performance %we period_f I%ét? 1999 J. Chen et al. (2004) studied the US

%v NN
mutual % nds. I ?'e interested in discovering the effect of fund size on the

perfﬂﬁce of the fund and f@ﬂ an inverse relationship. They also disclosed that
N

focused family in four Islamic markets.

3.3.2 Mutual Fund Performance and Fund Attri

In addition to the ability to selectivity a

=~

attempted to analyse the fund's performancw

[iQui is the explanation for this negative correlation between fund size and

G rmance. The performance of small caps stocks erodes, depending on the liquidity
n

d fund size. In addition, they suggested that large funds are also generally faced with

management challenges.
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Fund age is one of the main determinants of the performance of funds. Newly
born or young funds typically incur considerable costs in the form of earw
publicity, floatation, and printing. Evidence also suggests that the invest x&ning
process also impacts the young mutual funds (Gregory et al. 1997). Bam&al. (2005)
suggested that one of the underlying explanations for the underperfWe of young
funds is that these funds exhibit a higher market risk, which, i Minvests in loser
stocks. They also found that the size of new funds is typic mr 'han the existing

ones. .\d

X
A lot of studies have reported a positive ection| be er’ @und's
ne% ; We@?s (2000)

rmm\ce a turnq@&ccording to

him, funds with high turnover typicallyai cur}igher tran on @ and, eventually,

charge higher expenses, the managq such%%p QQ%With a higher return
N,
rather than low turnover fundﬁéen &hMan 200((/ nducted a performance

analysis of the mutual fund{smth tT epotted that high turnover lowers the risk-
u undg. H

adjusted performance tual a@ et al. (2008) investigated the
4 F &

performance of m fundj'& . Thﬁeg;mdicated that superior performance

occurs on aver withc*j&v' expense ratios, low trading activity and

performance and turnover (Grinblatt & Titman

recorded a positive relationship between fu

no to low front-

be paid% ds
WA

expense ratio and t@éads; a mix of front and back-end loads, associated

!
200& @(T?-VerdU (2009) said that lower prices should

NN
i,quali&.\ Pollet & Wilson (2008) denoted that higher

\Nfunds are significantly negative in terms of returns, but a higher concentration

& dustry correlated positively with the marginal impact of market capitalisation type
f

fund. Following sub-sections will focus on the literature in emerging country;

Malaysia, Indonesia, Pakistan, and studies at fund family level.
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Malaysia YV

Emerging markets vary from developed markets in terms of market'in cers
and these markets attract less attention relative to developed mark w (2010)

studied the Malaysian market using 65 mutual funds in relation to wormance of
e*w

the funds. The fund attributes, such as fund size, turnover, inves atio, and age

were used for the period from January 2000 until Decemb the 'author applied a
monthly time-series. The findings showed that the risk=adjustedyre the funds
over the study period were not significantly related to d fundsize. he’ n@orthy
result was that well-performing funds had a ne nnectfo to_the tu&/?er of the

Yong & Jusoh (2012), analysed\ ;ﬁnas attribu ecti <"Fund performance

assets.
by analysing 69 equity mutual fun esentl dit at*funds and 25 Islamic

funds for the period from 200 € attributes a d included risk, size of

&
the fund, and ratio of managem t e : urnov tio, and age of funds. The
findings showed a hig cnd ylewhlg rreturn. Those funds that invested

'3

more on research spending off erio n than those that invested less. The
had

results also sho d that yo gher performance than old ones. It has

[
been found,h r, th fundisiz

rE‘;L?r nover ratios have no direct relation to fund
o

efﬂuen% F g : Q\
. FN Yahya (2019) r@?&rched the fund attributes like fees and expenses

S between conventional and Islamic mutual funds. The sample included 252

Q -end mutual funds for the period 2008 through 2015. The findings identified a
aj

or difference in Islamic funds-led fees and expenditure structure. They clarified that

Islamic funds have high diversification while strong positive growth is linked to
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conventional funds, thereby supporting the relationship between fees and expenses and

fund results. However, the declining trend in fees corroborates the idea of fav

economies of scale, which contradicts the increasing structure o@wses.

Nevertheless, Islamic funds show disproportionate fees and expendit roviding

portfolio management of high and low quality. Q
Indonesia z

On the Indonesian market, Mohammad (2013), lysedjthesde inants of
L ]
mutual fund performance, with an emphasis on the i ment mana r's‘sk'u;&:'tor.

The sample consisted of 37 mutual equity funds,for t pe@ 08@011. The
results concerning the determinants examined (total risk\ ic ris nd age, size,
stock selection, market timing, and ex@ ratio) s

asu® cant relationship

i @sd fund performance.
N,

However, there was no signifi%ﬁonﬁip b en(zﬁi@mic risk, fund size, and

the performance of the fund. \ I \A
p

Wisudanto et al. %aamine as er\\‘or.@nce and fund attributes that affect

' g
the performance calwd

yi E{A ha.éﬂ&%tributes analysed included the size
of the funds, ag{& fun \@et v%}:%/and growth of the funds. During 2010-
2013, this stu&?d 33 ut‘ua und L@i@s as a sample. The findings showed that the
size of @Eas gnbggzte mp@on the performance of the equity fund and the

gromthe fund has a posit&}j‘e;fect on the performance of the equity fund. The
\

r Nso suggested that the fund age has a positive impact on the performance of the

& ity fund. The net asset value, however, was found to have no significant impact on

e performance of the equity funds.
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Gusni et al. (2018) analysed the performance of the mutual equity fund using the
risk-adjusted model suggested by Treynor (1965) and explored the factors inflw
the model of the mutual funds using the capabilities of investment mana(ey')\mrket
timing and stock selection skills, fund size and inflation. A total of 1 al equity

funds from the 2011-2015 period were selected using a purposive sampling method.

The results showed that the performance of the equity mutual f;inds ndonesia tended

[ by stock selection
size awor impact
3
N4
| S
re % I p@nance of

two @g;esian stock

S@Index) and SRI-

to fluctuate. The performance of equity mutual funds w

ability and inflation, whilst market timing capacity and

on the performance of equity mutual funds.
Naufal & Nainggolan (2015) tried to fin

conventional equity mutual funds. They

exchange ethical indexes, which are \%aionesia

KEHATI. Due to the scarcity of d%is resea\u%ti ,@3 only in 2012. They
": y N

also investigated whether the%

QD
wn
[72]
D
—
=.
=y
=
o

relﬁ'tions pubet the attributes of fund

&

managers, such as gender mkgl I duc@, and social efficiency. The
regression findings ir@h'at th ?eyvv}’hosaationship between female fund
h

d &
managers and their %tion (i \9& ig%@ocial performing firms. However, the

finding also sh éﬁd fun
0&\ :
I

rs w@’master's degree but not necessarily from

'n\!@st@ ompanies with a high social performance,
NN

overseas un
which indi a,t thats” egreé\nay have given them higher concerns about
Y-

envi ntal, financial, and rnance issues. The findings also showed that older
f \pefer to hold socially responsible shares that suggest older funds may be more
oneerned about their holdings’ social performance than their financial performance

ecause of lower market risk and hopes of better success in the future or in the long run.
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Pakistan

On the Pakistan market, by applying fixed and random effect models, V&
Nawaz (2010), investigated the determinants of mutual fund growth and c cI that

turnover, fund family ratio, and expense ratio are positively relatedlc%tual fund

growth. In contrast, management fees and risk-adjusted returns w atively related
to growth in mutual funds. However, although Islamic mutua s tend to be
expensive in terms of expense ratio, they gain a higher meal Rauf (2009)
suggested that mutual fund investment gives mvestors%v;\nta el ng nsk by
diversifying the portfolio for which they charge%smg various ar'eg{%ch as
management fee, front end load, back-end load oad afnd.expense Qt/‘%'

The fund-specific determinants of nv na‘ a slam @:i'tual funds’
performance in Pakistan were investl Ahmad 20]@%’he Sharpe ratio,
Sortino ratio, Knowledge Ratio, an e en Alp %d for purpose as measures

for the performance of the fun used a of f attrlbutes such as fund
size, turnover, liquidity, manage tf Mﬂéﬁgnew capital, fund age, and
fund family. The samp% ed of JIO 0 b mutual funds evaluated between
2011 and 2016. Thextesults s ‘) turn e and new money for both forms of
funds have a major pesitiv the éﬁdrpe ratio. In the case of Islamic funds,

liquidity is ﬁo%ly an SI ni caﬁt ly, n(e'lated to the Sharpe ratio while in the case of

N
conven% d agg'the ‘Iormaa&}of the fund has a significant positive impact. In
conventignal funds, the expensed'smo is negatively correlated with the Sharpe ratio. The
N

r emonstrated that turnover, liquidity, and new money indicate a major positive
ionship for conventional funds with the information ratio. In contrast, the
erformance of Islamic funds worsens with the new money. In both forms of funds, the
Sortino ratio is significantly positively affected by the fund family and fund age.
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Turnover has a positive effect on the Islamic funds Sortino ratio while the management

g
3

Several researchers conducted an analysis of the performance ofithe mutual fund

fees have a negative impact on the Sortino ratio.
Studies at Fund Family Level

in relation to the fund families, and their findings indicated thet the’fund family has a
positive and statistically important effect on the perform the 'fund in various

countries around the world (Agnesens 2013; Ferreira et al'2012; s.s}&\dgiri 2009).
8

onomies o a’e_(@‘gr&

pa sﬁe I ttenf@z~ to trade

es, h‘rge nd fa@:g can use the

same economic data and experts t erpD[ data ac ma Qﬁmds, leading to

economies of scope and higher retur@‘jChen etal, Wﬂr; @xra & McLeod, 1997;
% ': x N

The fund family has a potential advantage in terms

Zheng 2008). Funds with larger fund famili

commissions and benefit from higher lendiAg,.ch

Dowen & Mann, 2007; Guedj aikoﬁdi 2 . Fe@a et al. (2012) found the

same results on 27 countri Med

&
and g@nesia. Even so, a large fund

family may also perfo because its aﬁag@'are unable to optimally manage

*
6; Fig.zms).

i pacC%ﬁ’fund performance, Gasper et al. (2006)
o !
0

iv@%?old families and statistically significant and
N

On fund il

negativ ng families. Thisiﬁmcates that the established track record of old

famﬂﬁdlows them to help g funds, while in mostly young families it’s the
Nl

r%\&y older funds that the fund family wants to favour, presumably in an attempt to

reate flagship funds. Hunter et al. (2020) find negative relation between the fund family

Qge and performance, but it was insignificant.
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On number of funds, a fund family with a large number of funds may offer more
investment opportunities at reduced costs, increasing inflows. Guedj & Papast i
(2004) found that the number of constituent funds (which they used as a@re of
latitude that a fund family has to unevenly allocate resources among ms) relates
positively to performance persistence. Hunter et al. (2020) and Gasperiet al. (2006) and

Yaqoob et al. (2017 Pakistan) find a positive relationship bet eMumber of funds
and fund performance. Finally, Hunter et al. (2020) exami Z’mpaft of having star
funds on fund family performance in the USA. They In ed that W offerings

rings Signifi ar'tl;_/\ﬁ-m\‘;:ove

bo@-ﬁtain star

earn significantly higher abnormal returns, star fun

fund family returns, fund family managers ha

funds and to deploy their manageable resow
QW S

Summary cq \T ,<\

Overall, the results suggenéwvest&rs should co((re@\rate on young funds and
pick a fund based on their %& level<of risk. Fu@anagers should consider the
attributes that will inf%%e' perfcIma e" of i@'funds and develop strategies to
4 . H(&H, studies at the fund family level

ttribttj%bn individual fund performance and they

aim?in ir star. s’ status.

improve the performance of t

focused on the i% fu
G i

>

nd family has a' p(éi(jﬁee and statistically important effect on fund

N

indicated tth
perforn‘% e adyanta 'gf havirig star funds in the fund family is one of the most

impgAstrategies used by f{.@/family managers to provide a good image of the

reputation. It is noted that previous studies did not focus on this feature when

sing the performance of fund family, only one study was conducted in 2020 in the

&
SA and focused on conventional family. So, due to the importance of fund family and
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its performance, as explained in Chapter One, this thesis will focus on test the impact

g
3

Studies on performance persistence examine whether past data Q mutual funds’

of having star funds on fund family performance.
3.3.3 Performance Persistence

performance is helpful for investors in taking investment dms. Performance
persistence tests also a market-efficacy; if the market is effi tCre c')uld be no proof

of performance persistence. The prices for the fund hase Wf random
L ]

d if mut fllnigv‘z;uld

or% el &-Grlnblatt
ow&ed ersm],éte or that only

weak evidence of performance perm%a fund ma r's @? record does not

include details about future perfo e. Mos ?se t}@l‘es extend fairly long

S
periods of picking and holdmg 43-

Carlson (1970), Leh Ml 87), g\}Grmblatt & Titman (1989)

applied testforaperlo% ears. In his ana iysn&arlson (1970) found only partial
A

oy
persistence on pe’r@ce Dr perio 48 to 1967, he analysed 82 mutual
equity funds. N, perf@rman

performance r of th S ar

%’ "
five- yea<p<r, Fuydﬁ_e‘&mancé}ankmg was analysed by Lehmann & Modest
X

(19§&e study included 13 tual funds for a five-year period between 1968 and
i

1 y found performance persistence.

Q Grinblatt & Titman (1989), used five-year evaluation intervals between the years
9

74 to0 1984, to analysed 157 funds. The authors found that some managers of mutual

walks. Most early fund persistence studies inve
systematically select asset over a specific perio

& Titman 1989; Ippolito 1989). The result:

encecn-%s’ found using the ten-year risk-adjusted-

r!ﬁlo Calst some poor evidence was found over the

fund were able to reliably receive extraordinary returns before expenses and charges.

77



Several researchers who found proof of performance persistence in their analyses in the
1990s with the use of shorter periods, including Grinblatt & Titman (199?!3/
researched performance persistence over five years; Hendricks et al. (199®M|ned
at even shorter intervals of one and two years, three and six months; mann &
Ibbotson (1994) analysed the sample over two years and one-w Brown &
Goetzmann (1995) used a one-year period in their analysis;_a d on et al. (1996)
looked to one until three-year period. All of these researc X:e evidence of the
persistence of fund performance.

Harlow & Brown (2006) studied the performa rsistence Slfl@smg
a one-year period within the fund classes and t d:@%é for the

period from 1981 to 2003. They categorls he fund |ve base three-factor

alpha from Fama and French. The waareporte ev@e of short-term

’%q

performance persistence over the g perio ‘ne r\pqhth and three months.
Sanjay & Manoj (2007), who u fact mod ,ahov&éfa short-term performance
persistence of 59 funds in dai forithe peried fr 00 to 2004 but no proof was
found in the monthly y sug‘lste th é nt of data actually affected the

outcome. More rec durmgl
research using B\I;ETbeqm
good perfor &an thelprevious y'eatj% the most significant positive alpha. These
funds demanstrated persi perfniﬁance in parametric as well as non-parametric
me ents N

S

% the emerging markets, many researcher did not find persistence in the
r

d mance of funds over time (Christensen 2005; Huang & Mahieu 2012; Rao et al.
017). Christensen (2005) assessed the performance persistence of 47 Danish funds.

Using parametric and non-parametric measurements. They concluded that Danish
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mutual funds typically work neutrally, returns are non-persistent and funds lack the
timing and selectivity skills. Rao et al. (2017) assessed the equity funds in :
Appling the capital asset pricing model ( CAPM) and the four-factor Carha@l, the
authors indicated that the equity funds outperformed their benchmarf&found no
evidence of persistence in the performance of the funds. For merformance
persistence, the analysis of their performance persistence is H§ti~ limited. At the

international level, Khamlichi et al. (2014) reviewed the pe ce of Islamic mutual

funds and their persistence. Using Sharia mutual fund d om the Wes Islamic

g
istence of Sharia fm @ fund
ecduse. | ly cgﬁf)ared the

e bmiine cycleé“x:: company.
Following sub-sections will focus on t@re in emerging co@tes, and studies at

Index from 1999 to 2011. Although they found no

performance, their persistence test was relative

/3

relationship existed Kg

mutual fund prige is limked t

I mf&#index, which means that fund managers

d—

¢
refer to past mange an

selectio@kariw@#

Maks@juring the 1991—20@60ade was not persistent. The aim of Mansor et al.

( Nas compared the performance and persistence of ethical and conventional funds
d g two excessive events, the Asian and global financial crises under Sharia
mitations (1990 to 2006). The study was composed of 129 Islamic mutual funds

(IMFs) and 350 conventional mutual funds (CMFs). The average monthly data were

totk @%Q(et movement when considering portfolio

N
I 007) indicated that the return performance in

A]
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used and represented both periods of market cycles, prior and after a financial crisis. In
addition, they employed the persistence performance measures through contw
tables on IMFs and CMFs. The paper's key findings are, on average, all IV\@}CMF
funds outperformed market performance over the all sample period; n the funds

were superior to the other during the financial crises and before-crisis périods. Over the

study period, the IMF outperformed the CMF. This result also iOMd that IMFs are
uring

more persistent, particularly in the AFC and the GFC peri a'd pre-crisis.

. th swction, and
"X

the performance persistence of Islamic and convent HSBC Sa rr’ut_lk nds.

In Saudi Arabia, Marwa (2019) compared the market ti

The study used monthly returns for the perio 0% Shw}ﬁjped the
sample into five portfolios based on geog@saphical im\est t basi cally, Arab,
internationally) and Sharia complian siaac and co ion@l‘he results give a

brief idea about the performance%stence \t&%c ,@1 funds. The results
": y N,

confirmed the existence of the istence &arfor nce the funds do not apply

Sharia law and when they are ins

In Indonesia, Ari% )i
but found persistenceésin the sh?
persistent when@ T \::R'ey Lttéﬁ/data from 2006 until 2011. Meanwhile,
E

for the pe@-zo I ni"& 6’] wati (2013) noticed the persistence of the
NN
perforn‘% the fhutu }unds@ifin & Mulyati (2017) measured the relative
kY
perg'g&e in the short term aﬁ)’absolute short-term persistence for Sharia funds.
N

\b persistence is achieved by evaluating whether the current funds in the top five

in axgiven month will stay in the top five in the months that follow. Absolute persistence
tested with the time series model Autoregressive Moving Average (ARMA). This

analysis found the following three points. First, in the early phase of the study year
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(2010-2012), equity mutual funds and mixed mutual funds had a fairly high relative-
short-term persistence but then declined thereafter, while fixed income mutuayms
had an up-and-down persistence. Second, equity mutual funds typically ha@hest
relative-short-term persistence, followed by mixed mutual funds, arﬂ&gd mutual

income funds. Third, only fixed income mutual funds had persistent performance when

judging from absolute-short-term persistence. Meanwhile, Arifin 8) found ample
qun

evidence for the existence of performance persistence in for the period

008®§‘2016 The results

using the data of 33 open-ended fun

showed that only a few mutual fun s,{bmflcant selectivity or

outstanding timing skills. Thls%\hat ost ofthe nz(/ ers of the mutual funds
ce

in t@performance of mutual funds

were either speculative or mi::\ier:l %
is not high enough, a% orman D(ﬁ ér ual funds exceeds stock market
performance. /&\ @

\ I ' (,g-}

Studies at £ mily/Level 4 (_1

%, NN

A% d farpily le ‘J he@e three studies. Cheng et al. (1999) investigate
X~

the perfermance persistence ofdqu family in Hong Kong during the period 1992 to
sting the impact of common management strategies and supervision to fund
fa iy performance persistence. They find a weak evidence that these fund families has
rt term performance persistence. Only two fund families appear to have high return

performance in the past periods. Overall, the findings contradict the previous studies on
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short term persistence in the U.S funds. Further investigations find that these two fund

houses own high number of superior performing funds support the hypothev
ese

common management strategies and supervision are potential reasor‘%‘\

abnormal persistence. *

Clare et al. (2014) used a large and long sample of US and Euromutual funds
to examine the strategic and competitive behaviours among any and whether
this affected performance persistence and risk-taking for t mr?n January 1999
to December 2009. The results did not show evide of s ro.hg(drformance
persistence among family funds versus non-famil

'Y
ds. In faddition/ Ké—}esults
rm% rtfo@af family

X

Ktia p@‘on of the performance
N,

of the individual active fund in th@ fun am”)(/(} question then arises as

to whether the average fun r\hnan some fun ilies is persistently superior

dge fo ]e
or inferior to that of ot?% amilies; Using g‘ros@leturns, they found that top-decile

4 F &
fund family perfohg&e perf \e& S co able to that of individual funds,

showed some significant differences in the fut

and non-family funds formed on the basis

McCourt & Ramos (2019) arg %a)rior wor

made at the fund family level are contributed by a

indicating that familieSido n creat B%ﬁditions for maintaining outperformance.

!
After contro!i&"r noise in t p@rf@nce measure, they found that, overall, only

NN
ilies ar Pely sl&h’ed. Families with higher t-statistics of alpha are

3% of fund,fa

mtb&'kltbtl@édMlt'f d famili more likely to be trul

u e likely to be truly . Multi-fund families are more likely to be truly
\

%I compared to single-fund families. Using net returns, however, they found very
ittle evidence of skill.

Qmmary
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Overall, evidence of performance persistence is mainly found by the previous
literature in developed markets, while a few previous studies in emerging marke?ﬂy
studies in the USA at the fund family level were found. This thesis seeks to@ new
evidence of performance persistence at the fund family level in four Isﬂkountries,

in addition, to compare between Islamic and conventional focused fa Q

3.3.4 Mutual Fund Flows and Fund Attributes z '

-+

Beginning from the 1990s, there has been a dramatic_incr sWum ber o
L ]

and the subsequent inflows of funds, which als
investors. Fund past performance is on

investors’ money inflows. Investors te&a

done on investor responses to expen eswhen |nv

\
sections will focus on the Iltera%ﬂow erformanc <3a ionship and literature of

flows and other determmanﬁi

Flow-performance I\da\tionshlp %
Starting mdev rketzﬁbére have been different studies on fund

flows and p %nce eglnn g vﬁltl(jatz Smith (1978), followed by the studies by

Ippolit % Hen’rMa. (@3) Roston & Sturges (1996), and Chevalier &
99

EII|

). Generally, it waé;emd that the performance of the fund and the money

these funds was positive and asymmetric. During the 20th Century, Berk &

Q n (2004) spoke about investors being rational while using past performance as new
n

owledge about the managerial capacity that would impact the cash flow. Barberis &

Thaler (2003) argued about the behaviour of individual mutual funds investors and
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clarified the representative heuristics as the asymmetry relationship. They tried to
document and understand how investors, both amateurs and professionals, maw
portfolio choices. They indicate that there are obviously competing @oural
explanations for some of the empirical facts. In addition, rational mod@%ve just as
many options to choose from, then rationality per se does not yield many predictions.

Sawicki (2001) attributed the convex relationship betwe Mnd performance

to the poorly informed or irrational investors, and the ¢ disronance. It was

attributed to the expense of switching, which impedes i mentjfro g the low
3

performing funds. This convex relationship between nd perfor cﬂ i&‘%erved
when either raw returns or excess returns of p ce@ ere used (Fant &

O’Neal 2000; Wienold & Christoffersen 20% o\

Chen & Qin (2016) looked at thwarformanc tior@b of US corporate

bond funds for the period from 19% 2014. ggg p@that the flows of US
": y N,
corporate bond funds are respa% funcf'perf ce@ there is no evidence of

sensitive convexity in the r. hmp Iz eenyflow “é‘performance. On SRI funds,
m

&

>

2 ;lo@i found that SRI funds displayed

a poorer relationshi flow-pf \fan e cog}éd to conventional funds (EI Ghoul
& Karoui 2017@y \rﬁ'e in@fvﬁtion that ethical and traditional investor
loyalties a@r les idc;nti I.'ﬁia&gj Yiksel (2019), for the period from 1993 to
2014, e% the flow- jprma‘z_@elationship in the US. They showed that many

stylhﬁnpirical patterns w@(iven by investor sentiment for mutual fund flows.

%I Ily, when sentiment was high, investors showed a greater tendency to chase
a

fund performance; fund flows were less sensitive to fund spending, and investors

an analysis of 2,168 U unds fr

ere more drawn to purely visible funds.
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In the emerging market, from January 2000 to December 2016, Leung & Kwong
(2018) investigated the flow-performance relationship between mutual funds in
in emerging market economies (EMESs). Such funds demonstrated a conve@ship
between flow and performance, thereby indicating that past performan ignificant
factor driving fund inflow when the return on the fund is positive, but itg’effect vanishes

when the return is negative. Marzuki & Worthington (2015) iQ the Malaysian market,

studied Islamic and conventional funds for the period -2009. They found that

Islamic fund investors are more receptive to poorly per ing f anggesﬂng
3

ision-makers. nﬁd&ﬁ-@\r‘z,‘the

that when selecting funds these investors are rational

analysis confirmed both Islamic and conventio

a% i¢'and Q}Wex flow-

st-peTfor nce-cbé‘rgg;behaviour.

SRI funds have shown an asymmetric‘relationship betweensflow @ erformance, that

is, the investor's reaction to negati\%comes |\l\aga rp{ e as it is to positive
N,
returns (Azmi et al. 2018). Th% observed Sharia- liant funds asymmetric

flow-performance relationsw's} thel odfrom Ja@ry 2002 to December 2013.
I ic fun

Their investigation of %b

fo idence of such a relationship.
In the Indonewarket'

open-ended muwéw mv-s? len th me across several knowledge signals of

performance relationships, as well as investors

S

*
&

Prijadi.(2016) investigated the behaviour of

‘ 7
the historic mange of t mﬁt | fund. The period of study was from February

NN
2010t0% 2015.Th ?ults wed that open-ended mutual fund investors were

not Qp&nsitive to past perfo@ce information signals but also additionally sensitive

t mple information signals being ambiguous. Investors are thinking more about
egative information signals and the worst information signal in their investment

@wcisions because of the existence of ambiguities.
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Mughal et al. (2017) analysed the mutual fund on the Pakistan market as of
September 2007 to December 2013. They noticed a variety of investment w
between big companies and small and medium-sized investors. Wher@g an
investment decision, the former tended to analyse the risks and com eir study,
while the latter appeared to be risk-averse and base future investment @écisions on past
returns. Munir et al. (2019) examined the flow-performance eIMip with respect
to Islamic equity funds. Panel data regression was employ: Y:

eniod July 2014 to

June 2018 on data from 10 Pakistani Islamic equity funds. T, eWshowed a

X
significant negative relationship between past @Mnce and f 'I(@vhich
4

confirms the flow-performance relationship. Y_ \j("
(\/: | S o
Flows and Other Determinants \ é

Several studies -have tried t(gsblish t \theoWes Kﬁariw the relationship

N,
between the determinants other formiance fun&,@Ns. Some studies, which
used the natural logarithm of%siz s tot t asset as control variables,

indicated that large fu%‘d not giow the s@% rate as small funds. They also
4 2
hi Qfs%nificant relationship between fund

found consistent results of a ne M g%l
flow and fund s@i & m%; E}j@l/alier & Ellison 1997; Kempf & Ruenzi
’

!
2008). In add(msom studi uo'edd}ﬁ'r?i age as a control variable, and showed an

. ] N o
inverse pelationship petwe ‘Jund .ﬂ\&v and the fund age. They indicated that as the

investoryperception of fund ity was based on the historical data of fund

ormance, flows from the older funds would not be as responsive as the younger
S. (Chevalier & Ellison 1997; Guercio & Tkac 2002; Bergstresser & Poterba 2002).

d’
irri & Tufano (1998) used risk variable as a control variable and raw returns as the

performance measurement. The results showed an insignificant coefficient of this
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variable, but their result was robust to the alternative risk and performance
measurement, while Ippolito (1992) showed a weak relationship between fundvs
and risk. (’}

In more recent studies, Barber et al. (2005) showed an inv ationship
between the fund flows and load fees. Using the Hendricks et al. (1993) model they
included the lagged fund flows. The results indicated a signifieant relationship.
Rakowski & Wang (2009) analysed the dynamics of dai tl.f nd flows in the
USA. They showed that past flows and returns, as we the ti e.‘b&@lonth and
of daily s.pa_r@g(;m)
ws and al &@%my and

sis,d?us aning‘@s;ock market

returns and flows of mutual fund est commo eac <<macroeconomic
information. cq \T ,<\
5. 0
In an emerging market, %ﬂl. !618) i entifi((/ e major determinants of

equity mutual fund flows. They used a r[ ataset of 4qdividual fund data and a fixed-
hey,

fund characteristics, are important in explaining the

investigated the relationship between mutual

found support for the information-response

-

effect quantile panel ssion. odnd@t fund flows to global equities

4 ’ &
outweigh other fu’n@fic jﬁﬂq eby ﬁgesting that, other things being equal,
mutual funds’ &rt 10 T F co @’strongly determine the direction and
E ‘

magnitude g | fund flows. MO@ r, there were signs that the return-chasing
NN
n

behaviours d ma "?lnd i tors amplified fund flows’ volatility in times of
fina@urbulence, resultin@a{‘?r;uch stronger redemption of equity funds during
Swownturns. Azmi et al. (2018) investigated the flow-performance relationship
::'n cially responsible funds (SRFs) and Sharia-compliant funds (SCFs). Using a
rvivorship bias-free sample of 686 funds comprising 212 SCFs and 474 SRFs they

analysed the investment focus in the Asia Pacific, Emerging markets, Europe, and the
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Middle East and North Africa (MENA). The findings showed an asymmetric flow-
performance relationship for both funds as there were more positive returns COW
to the negative returns for the last/current year as well as the last/current \

In the Malaysian market, Marzuki & Worthington (2015) proﬂ&*empirical

evidence on the fund flow-performance relationship of Islamic e&ty fund (IEF)

investors in comparison with conventional equity fund (CE ors They used
panel data on a large sample of Malaysian domestic equi rorp 2001 to 2009.
The results showed evidence that IEF investors cared about, fund er e in much

the same way as CEF investors. There was also wea nce that | m’/e Were

wing m rom.thiese funds.
\ NG

ilar bégzlrour to CEF
nd@%vell as funds with

more responsive to poor performing funds by

The results also indicated that IEF invest ag exhibit Si

investors, investing more money into W) rger, ris
higher expense ratios and turnover _\_ T
%prri& i

Othman et al. (2018) pro nce oqfﬂ?e fund flows-past return

&
performance relationship \co(T rn g%egement expense ratio, the
portfolio turnover, th% ze, and the urfd@ of Islamic equity funds (IEF)

investors in comp n with i al e L(u,y funds (CEF) investors. They used
panel data fro 01 e sa of Malaysian domestic managed equity
funds cons |E§ mpr ed 2 md'wéj? funds from the IEF and CEF. The results

prowde%

r n to CEF investors. 'I@étudy found that the key factor influencing the fund

ce tha lpvestcé\have different factors when choosing funds in

f%ﬁ IEF is the management expense ratio, whereas for the CEF it is the fund size.
results also showed that all the fund characteristics of IEF and CEF are positively

Qnegatlvely related to the fund flows.
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In Pakistan, Munir et al. (2019) investigated the determinants of mutual fund
flows in Pakistan. They found a negative relationship of fund flow with fund m?
portfolio turnover, and market return. Pavabutr & Sirodom (2010) investig
performance relationship in 11 Asian equity markets (Malaysia, | ia, Chlna
Japan, Korea, Hong Kong, Thailand, India, Philippines, Singapore, mwan). They
used weekly fund flow data for the period from 2002 to 2009. Msults concluded
that there is a positive cumulative inflow into seven co miwa, Hong Kong,

India, Indonesia, Philippines, Singapore, and Taiwan)%and a eWumulative
Y-.
iland).| Alegmi bt ir%zmg)

o@ and\tﬁ' increase
rAU;{\/I he m VEnd industry

outflow four countries (Japan, Korea, Malaysia, an

examined the effects of fund size, mainly the i

in existing funds managed by the fund familyagn t

of Pakistan for the period between Jul %)d July 2 @fmdmgs suggest
that both existing and new fund si e a pom\mr” S T\Cﬁnt impact on AUM,
and, also, the growth of the fu SOCI ed wit d family growth.

Summary L %\
at f n Ia

The previous stu% luded tes significantly influence fund

flows. This relatio wn sorr |es, osmve and in others negative. The

main goal of theyfun rease : to achieve this goal fund family uses

the strategy ‘ﬁa‘ug st und toéttr c(t?mre investors and then increases the inflow
_ NN
of fund family®it is goted stud@n the countries under study in particular and in

eme@ountrles in genera@d not focus on this strategy and how it might affect

t s of fund families. Studying the impact of the presence of star funds is very

:: rtant because it will help fund families to develop appropriate strategies to attract
Vi

estors. Previous studies in developed countries used the performance of star funds to

measure the flow-performance relationship at the fund family level and they focus on



conventional family. The funds of the fund family were ranked according to their
performance, and then their effects on the flow of funds to the fund family an

funds within the fund family (spillover effect) were measured. These stt@%ﬁ | be
reviews in the next section. So, this thesis will fill the gap by the focus G&impact of

having star funds on the flows of Islamic and conventional focusemlies in four

Islamic countries. N

3.3.5 Spillover Effect .\d
XY
There is evidence documenting that fund flo@ fund fami re’ a@d by
the fund member performance, which is called t veﬂ ect@gisbenner

2008; Kempf & Ruenzi, 2008; Nanda et al. 2004) : his

com ful for funds
if the fund family owns one or more W&erforman nd@ funds, and then
"@*to attract more flows.

this superior performer helps other @yn the Sa\%
In contrast, losers do not expeti ge iﬂ'flow funds.in the fund family, which

are larger than the expecte mﬂj r fun@)vn performance. Khorana et
of alstat

al. (2005) notarised t istenc h@ in the fund family will have a
4 $ &
positive effect on %ﬁ:rket shr \Na ilies ﬁlbey used a dummy variable called star
ca

dummy, which i

!
falls within &DS pergent o ef? o@;j‘éaive class.
N

V% eviols.St ? alsocﬁlestigated the fund's spillover effect by using a
diﬁﬂmethodology and @ént determinants in the fund flow model in the

%d countries such as USA, UK, and Korean market (Ippolito 1992; Sirri &
:T no, 1998; Weisbenner 2008; Benson & Faff 2010; Joo & Park 2011; Adrianto et

. 2019). Some studies investigated whether advertising and marketing have any

ting Eﬁéﬁ'fumber of funds in the fund family that
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spillover effect on new fund cash flows (Jain & Wu 2000; Barber et al. 2005; Gallaher
& Starks 2006; Huang et al. 2007).

Nanda et al. (2004) found evidence of a spillover effect on cash flo@-star
performers in families with star funds. They defined star performing fm;q; funds in
the top five percent of fund family adjusted returns. Studying a samplml,%fs fund-
year observations over the period 1992 — 1998, they found that flows'to fund families
with at least one-star fund are substantially higher than fl m amilies without

a star fund. Further, top-performing funds positively conteipute t thWﬂows and

to those of their sibling funds. However, there was idence of si |Iﬁri§%vers
from low ranking funds. Understanding the spQﬂ' ffeq amil'ke?i's crucial
ual fun

ivi de?/vit A a fund@gay. Khorana
& Servaes (2012) found that the existe Smellar fun or Qrovides a positive
signal to investors about the reputati@%a fun@;\We f}(\)ms were found to travel
not only to the star fund itself t%\o pe@r funds in thec@\d family. They reported

&
that star funds positively af hnar, a ftheﬁl}d family, as demonstrated by

to determine how to proportionally treat ind

an increase in the ratio professionally rhaﬂ%ed by the fund family with a star
4 ¢ &
\Dtu fun

performer to the @ts om gudustry.
Benson e{ 08) i ' wh h%f fund family characteristics do indeed

¢

impact fund Q@The used ccfpoé}?variables that capture the characteristics of

NN
nd the per 'mance@us of the individual fund within the fund family.
Theﬁs indicated that the@hd-family characteristics allow the measurement of
‘@wmental contribution on the flow to the individual fund beyond that generated
G e fund’s individual performance. This study used annual and monthly data of
ustralian retail and wholesale equity funds over the period from 1995 until 2006. The

results provided evidence that fund family characteristics are also related to flows.
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Investors in individual funds care about fund family size, fund family age, and product
proliferation. The results also indicated that the top-performing funds Withlnw
family receive greater flows. They concluded that the fund-level and @mlly
strategies are important to the investment decision. -\

Later studies investigated the benefits of having star performmnds in fund
families. Most of these studies reported that having star performers acts higher cash
flows to the fund family through a significant increase in i me'star performing
funds, as well as through a spillover in the increased flows,from howerformers
to sibling funds. One such study is Joo & Park (2011) investigate e':o_&@utlon
et for't od tkar- 2001 to

2009. The results of this study showed thaw und:iam that f%[;gs either star

funds or higher relative holdings of swaattracts m ew@ﬁstment than non-

of star funds to fund families in the Korean f

star fund families. The results also d the e gof ,ag over effect from star
funds to non-star funds that heI tar fm*rds wI nched funds in the fund
family to raise fresh caplta her y Iles using a sample of USA

SRI funds for the perlo% 00to ?lj |'|a taI (2019) found that spillovers
in cash flow to SR nds w@ nd f are due to the existence of a star
performing pee R nd. ts of study found a positive spillover effect
from havin RIf nd“o} CC/h cash flow of their SRI siblings. However,
the reve % e&of a poor SRI. performer.

y

entioned in the previous section, the strategy of having star funds has an impact
n the money flows of the fund family. However, this effect may not be only to the flow

of star funds, but to other funds in the family, which is called the spillover effect.
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Previous studies on this subject are only available in developed markets, as they did not

distinguish between the types of star funds, which may be conventional W
funds. The difference in the type of the fund is important as the characte(s;s the

funds are different according to the type, such as that investments in | funds are
subject to the screening process. In addition to the different goals of Iglamic and non-
Islamic investors, Islamic investors are interested in the side of the traditional goals to

the moral and religious goals. So, this thesis will fill the ga tuely the spillover effect

of having Islamic and conventional funds in the fund fa \d
23

T
é | &
3.3.6 Smart Money Effect 4

7
&

In addition, some studies tested the smart ey sﬂfec y inve@ating whether

the cash flows would lead to funds' w ce in th re @%d (Gruber 1996;

Zhang 1999). The impact of fund f@jnd fu@pSy grfo 'n\be has been discussed
iy

in many earlier studies. Here ow i calle money in the finance

literature meaning that whep_investors lMeS&o the mutual fund it is called
fund inflow and when %coney ut of thé m@al fund it is called fund outflow.

’ f &
Gruber (1996) an Q@\g (1'9 \‘I‘eu d egeuce that suggests that mutual fund

investors in the WS arévable avoi<t):§fdood (poor) performing fund, which they

¢
call the smar ‘@/ effect. Thi megmit_f} investors are considered smart if they move
NN
their m%

(outo ? (po@erforming.. funds.

g (1999) showed th nds that attract new money did significantly better
a3

tham, these funds that did poorly, and that only a portion of this effect could be clarified
& Ilowing past winners. Past fund flow information can be used in selecting the
perior performance of small funds and then earning abnormal returns. This is called

the smart money effect. Gruber (1996) showed no significant relationship between cash
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inflows and the next good performance. Zheng indicated that the smart money effect

was due to the fund-specific information, and small funds mainly earn abo

average returns. %\

In more recent studies, Sapp & Tiwari (2004) are of the view that ﬂ%rt money
effect can be better explained by the momentum factor in the stock returns. Keswani &

Stolin (2008) examined the smart money effect in the U UME money flow
monthly data for the period from 1992 until 2000. They s m tre smart money
effect existed and was driven by the purchase, and not ales fw Sither the
ted that U n\ks@;ase
ir@ inspast rgt?ﬁs whilst

retst. ,é\v
Benson et al. (2010) investigate@rt money t in@QUS market. They

explored the interrelation between %key iﬁ&$f q@? fund outcomes. The
w%h )

individual or the institutional investors. The results i

high performance. The fund inflows increased

(%2

the cash outflows decreased with a decrea

results indicated a positive relaii ip beﬁ/veen urren rns and current flows,

which means that the inves %

the current flow did n% " Ferreira et al. (2012) evaluated
A ol

mutual funds in %nd j:;; e. They suggested that fund flows
cannot predict tw pe

¢
In the Esﬁ@wg markets, en'g al”(2014) on fund flow in the Chinese mutual

und different resultsithan the US and suggest that, on average, Chinese

&
pidly to pe@rmance information, but that

&,

fund indds
| il 3 | | |
inv ave no selection ablln%df good performing funds, while the US investors are
N
c sﬁued to be able to select good performing funds. In the Malaysian market,
uki & Worthington (2017) analysed the smart money effect among Islamic and
onventional domestic equity funds. The study sample consisted of 117 Malaysian

equity funds, which comprised 34 IEFs and 83 CEFs for the period from January 1999
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to December 2008. They found that Islamic equity fund investors are unable to identify
funds that will outperform benchmarks in the future. However, these same m?rs
have some ability in identifying poorly performing funds. (ﬁ\

In the Indonesian market, Arifin (2018) analysed the smart mo&ect of the
equity mutual funds. The sample included 44 equity mutual funds during the period
2012-2017. The smart money effect was evaluated using regression'with a four-factor
model as in Carhart (1997). The results showed. that there® Y:n t money effect.

Further evidence suggested that investors base their “fmyvestm tws on the

logarithm of total net assets and quarterly net cash fl _\

At the fund family level, there is one st e K e rket 0 & Park
(2011) examined the smart money effect e d f |I vel f perlod from
January 2001 through to December 2 sults su d t@art -money effect
at the fund-family level as mvestor more m % '§tar fund holding ratio
families. Furthermore, there WI r5|st<91cy inpstar fur@ldmgs for high star fund
holding ratio families. In g ral, e fI nd fami flows and performance still

remain an interest in % nds researc os@st studies found that individual
'3
oedb aV|

investors chase pastw\ners Ir flnance explains some of the flow-
performance relation

S \3' |
337 milysStra
X

n act all mutual fun \ére managed by a management company, these

A7‘1

ent companies are called “fund families”. Thus, all mutual funds are related
und family if mutual funds are managed and operated by fund families; therefore,
mutual funds' issues should be examined at the fund family level. Fund families

provide certain advantages, which will reduce fund expenses. In addition, they also do



better in asset management in that large families have larger pools of managerial
resources, distribution channels, and more research is carried out. As a fund fanvus
its own goals to achieve, a fund family may also take on different strateg@ttract
investment. Malhotra & McLeod (1997) concluded that larger ilies enjoy
economies of scale, and, thus, lower the expense ratio and perfther. This is

because families learn from experience and operate more efficien ver time. After

l

Although several studies examined the fund familyabehavi u?ﬁc@d&tegies on
2 X
arket] (Khorang &@Tvaes

20% i fe\/\@iysed the

fumﬂs( n et @). Khorana
& Servaes (1999) presented evidence& ;f:)d familie nch@V funds when the

potential to generate additional in(@sis sut@;?un ,t@’rilies attempt to offer
N,
more choices to existing invesi% famﬁ‘ues a
O

daun w funds in strategies in
which they already have so mgI -p form@mds.
Ippolito (1992), Sirri zfano( 98) :]-d Na@aet al. (2004) found that families
4
were oftentimes su Oggful in cir \?n}n w fl
’esia \m

were bad perfor\ mili to a%té&' assets to all the funds they offer as long

!

¢

as they have a(%at one'top- fo!ﬁwi@jf%nd (star fund). Nanda et al. (2004) showed
% NN

that fan% mpt eperate as&fund by increasing the number of funds in the

funﬂﬂy, which lowers th@s-fund return correlation. They also concluded that

s%&trategy is hurtful to the return in the subsequent period and that it would not
enef

that, Dowen & Mann (2007) concluded the same results.

the developer countries, most studies focused on the

1999; Zhao 2004; Massa 2003; Guedj & Papastai

significance of fund family members on th

although a lot of their current funds

6 it the investors.
Then, researchers continued to focus on the US market. Massa (2003), Guedj &

Papastaikoudi (2004), and Gaspar & Massa (2006) examined how families switched
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performance between funds within the fund family. They showed that mutual fund
families switched resources across member funds within the fund family to favo

funds that were likely to increase the overall fund family value. Guedj & P@oudi
(2004) indicated that those families that centred on their major abﬂﬂ'&ended to
perform better than families that did not, whilst Massa (2003) shmhat fees in

mutual fund families could be lowered with many different fuqdm offered. Due to

the wide range of funds offered, investors have many choi ich to invest. Massa
argued that the industry structure of mutual funds affe the f né‘pe@ance and

"X
documented some statistically strong evidence. H explaine hai, @ the

number of funds increase, the degree of market?pg tat% ; eas@'ith funds
hisewi

differentiated into different market categ% ter I@E. poor fund
performance as segmentation reduceswae and ran ac@ of the manager,

thereby slowing down the manager’%ket timl\b.thy.
N,
Gasper & Massa (2006)%ed V\ﬁ1ethe mutua@nd families strategically
&
in ndifam

switches performance across_fun il avour certain funds that are

expected to increase tMgof

They used the top rgest fl.‘

the dvera 'f_dno&énily and to the high-value funds.
P 4

&)
ilfes irgvus from 1991 to 2001. They found

strong evidencethat the stra
o !
IC offerings a oﬁpc@cﬁgrading across funds in the fund family. The

N
ion gVide ',was vious when the low-value fund style was

T
relatively better. Y
S

d bydzﬁ'rilies are through the allocation of under-

ng et al. (2014) examined the role of fund families in coordinating their fund

G gers by investigating the association between market efficiency and managerial
lacement strategies. Based on a sample of 1,869 mutual funds in the United States from

1991 to 2010, the study found that fund families prefer to allocate highly skilled
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managers to less efficient funds, the idea being that these managers are more likely to
turn around the funds so that higher abnormal returns can be generated.. This
suggests that fund managers are not free from interventions by fund famieigm that
these interventions seem to aid in improving the overall value of the f ily rather
than maximizing the value of their investors’ investment. Y'

Using a specific fund family for all actively managed Ui domestic equity funds

that belong to that fund family for the period from 2000 C"ci et al. (2018)
examined how the efficiency of trading desks operated utual ques affects

Ay
affiliated fundg '@sults
t% ce t@ﬁg costs,

ignifi antly‘_,@;yalso enable
&

their funds to trade more and hold les O
Other research studied the b@ur of |\id$l o@nanagers within fund

N
families and the intra-firms c n I&mpf eRugzif)ZOO?; Kempf & Ruenzi

2008). They concluded thag‘iunXuanT C pete\é@ other fund managers in the
same management con% better ranki g}iﬁ thblmd family.
’ &
\ea t asy trically to fund performance. Well-

In summary, ifnestors ter
performing funds attraet much.fi mon(ty-%ﬂlows relative to the low money outflows

!

¢

in poor-perfg% funds. Thi co{ve(‘:raationship implies that the assets under the
a

NN
manage% fund ily, are e&cted to be larger if it has a star fund and some

Y-v
poo rforming funds thar@'r( has a few average-performing funds. This effect

portfolio performance and the investment behaviour

indicated that by operating more efficient tradi

fund families improve the performance of

iguid portfolios.

i Xthe fund family’s strategy of generating star fund(s).

N
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Summary

Previous studies indicated that it is possible to take benefit from the advantages?l!d
by the fund family through many strategies that the advantages of the fun@ may
provide. These strategies can also be used to improve flows to Weaw through
coordination with individual fund managers. Fund family is the maimg€ontroller of all

fund resources within the family, so it is important to study thg E ance and flows

| &
fund y Iex@/ is limited

-

compared to the mutual fund level. Most résearch’at fm‘d ily le cused on the

at the level of fund family rather than individual funds.

3.4 Overall Summary

Based on the previous literature review,

developed market like the USA and W y used t urn very fund in the

fund family as the measure of perfo%:e. Barr \‘us?d eqperformance of families
N

to develop the first fund family %«n 1996 Atthefun el, the studies concluded
&
t

that Islamic funds perform ter mT e mark conventional fund perform

better during the bull % 0, this thesi ek I the gap by study and compare
&

the performance K fund el (Is c focused family and conventional
focused family)

Conce %re issue of nJ f@c—@/ flows, the literature concluded that fund

famillesQ’ tar fund s 'ggyto@actmoremflows In general, the studies indicate
Y-v

this strategy has been effectlvecé’the presence of star funds in families contribute to

&

inflows not only to the star fund, but also to the other funds and fund family.

Q is, the strategy induces the spillover effect. The previous studies focused on the
0

ws and spillover effect for the conventional fund family. So, this thesis seek to fill
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the gap by study the flows of Islamic focused family. In addition, compare the spillover
effect between the Islamic star (poor) funds and conventional star (poor) funds.Yv

Concerning issue three, the evidence at fund family level is very limi reis
only one evidence from the Korean market that supports the future perﬂNce of star
fund family. So, this thesis seek to extend the study about future perférmance of star

families to the Islamic countries. V
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