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Does it pay to be a faithful investor?
A risk-based approach

performance analysis of Islamic
funds vs UCITS schemes

Joseph Falzon
Banking and Finance, University of Malta, Msida, Malta, and

Elaine Bonnici
AQA Capital Ltd, Floriana, Malta

Abstract

Purpose –This paper empirically investigates the performance of Islamic funds, which have been praised for
weathering the 2008 financial storm relatively well and compares it to a European product designed to protect
the most vulnerable of investors, UCITS funds.
Design/methodology/approach – This paper builds on 128 time-series regressions using various factor
models to analyse the risk-return relationship of 242 Islamic and UCITS funds relative to a market benchmark,
over a 10-year period starting January 2006, to capture severe bear and bull market conditions.
Findings – Islamic funds do not face a competitive disadvantage arising from their strict compliance with
Shar�ıʿah principles, and their performance and investment style is relatively similar to UCITS schemes.
Practical implications – Islamic funds represent a low risk investment due to their very mild betas.
Therefore, when forming part of a diversified portfolio, they can act as a hedging tool against adverse market
movements.
Social implications – Muslim investors are not punished relative to conventional retail investors when
following their own beliefs. Other investors can consider Islamic funds in their portfolio allocation, especially
those who seek socially and ethically responsible investments.
Originality/value – This paper fills a lacuna in the existing literature, because the sample is made up of
Islamic funds established worldwide and includes not only equity, but also fixed income and mixed
allocation funds.

Keywords Islamic funds, UCITS, Matched-pair analysis, Performance evaluation, Fama-and-French four-

factor model, Fung Hsieh seven-factor model, Market-timing abilities

Paper type Research paper

1. Introduction

What goes up must come down.

The quote which Sir Isaac Newton used to define the law of gravity could be easily applied to
the modern financial markets.

The severity of the 2008 financial crisis brought the world to its knees, and for such
reason, it has been labelled as the worst financial crisis since the Great Depression. Albeit its
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devastating effects, the global crisis of 2008 brought the Islamic Financial Industry (“IFI”)
into the limelight, for its stability and resilience during periods of economic stress.
Traditionally, the IFI was developed to serve the financial needs of the faithful Muslim
population. The basic principles of Islamic Finance (“IF”) revolve around the promotion of
greater social justice. Nowadays, promoters of IF believe that the doctrines upon which the
IFI is built may present a possible solution to avoid future recurrence of the crisis.

The IFI was not immune to the repercussions of the financial crisis and its subsequent
recessions, yet several studies show that Shar�ı‘ah-based financial products weathered the
storm better than their conventional counterparts (see, e.g. Abdullah et al., 2007; Chapra, 2008;
Alam, 2011). This is primarily because, IF prohibits certain investments such as derivative
instruments and hence Shar�ı‘ah compliant financial products are relatively disassociated
from the sub-prime market.

This paper investigates a smaller segment of the IFI, namely Islamic collective investment
schemes (“CIS”). The Islamic faithful investors’ choice of CISs is limited to those funds that
strictly abide by Shar�ı‘ah law. Islamic funds are only allowed to gain exposure to assets that
are compliant with Shar�ı‘ah Law and prohibited from entering into transactions which are
considered unethical.

The conservative approach of Islamic funds has worked in favour of the industry during
certain market conditions. These funds have managed to limit the repercussions of the
collapse in the asset prices during the financial crisis of 2008, which had its epicentre in high
leverage and speculative instruments. By way of a real example, the Eurekahedge Islamic
Fund Index fell by 28.72% in 2008, whereas the MSCI AC World Index All Core (Local)
plunged 41.1% [1].

While there are various contributions to literature regarding IF, the majority revolve
around the Islamic banking system.Moreover, the limited existing studies that have examine
the performance of Islamic funds focus primarily on equity, or otherwise restrict the data
sample to include funds established in the Asia Pacific region, particularly Malaysia. This
study will continue to add to the existing literature on Islamic funds and aims to fill a small
lacuna in the existing finance literature, by studying Islamic funds established worldwide
through a sample which is not limited solely to equity funds, but also includes fixed income
and mixed allocation funds, and compare their performance to that of the heavily regulated
UCITS schemes.

UCITS schemes are a product of a European Union (“EU”) Directive on Undertakings for
Collective Investment in Transferable Securities (“UCITS”). The first UCITS Directive was
adopted in 1985,with the aim to reduce regulatory arbitrage formutual funds acrossEurope and
ensure that European citizens receive the same level of protection across all EU member states.
UCITS schemes’ investment policies and restrictions have to be in line with a list of eligible
assets as set out in the UCITS Directive. UCITS funds are only allowed to invest in transferable
securities and other financial assets that are liquid. The exception to this rule is the so called
“Trash Ratio”. A UCITS scheme may invest up to 10% of its assets in illiquid transferable
securities and money market instruments. The use of derivative instruments for investment or
hedging purposes is also allowed on the basis that the underlying is an eligible UCITS asset or
an approved index. Disclosure requirements are in place to ascertain that investors are made
aware of the underlying assets and the risk associated with such investments. The UCITS
Directive requires certain level of diversification such that the performance of the scheme is not
based solely on a limited number of assets. Themost common diversification rule is the so-called
5/10/40, meaning that investments in securities issued by a single issuer may account for a
maximum of 10% of the funds’ assets. Any exposures of more than 5% in single issuers may
not, in aggregate, account for more than 40% of the whole portfolio.

One of the top hedge fund databases, Eurekahedge (July 2015) (April 2020), outlines that
the flight to quality following the 2008 financial crisis has seen an increase in the interest and

Performance
analysis:
UCITS vs

Islamic funds

101



demand for investments which offer greater protection against downside risk, and hedge
fund investors shifted their savings to more regulated, transparent and liquid CISs, such as
UCITS Schemes. Eurekahedge outlines that by the end of 2007, the UCITS funds industry
was relatively small, with an AUM of US$105 billion spread amongst 300 funds. It was only
after the 2008 financial crises that UCITS funds gained traction, increasing to circa 700 funds
and US$250 billion of Assets under Management by the end of 2010. According to the
European Commission, UCITS funds account for approximately 75% of all collective
investment done by small investors in Europe.

This research is important from a practical point of view, as it provides a good basis for
understanding the behaviour of these funds during both bullish and bearish market
conditions. Investors and fund management companies may apply this study to better
manage their asset allocations with the aim to maximise risk-adjusted returns during
different market cycles. It could also inspire regulatory bodies to work towards legislation
and regulation that encourages the development of Islamic funds.

The remainder of this paper is set out as follows. Section 2 is a brief literature review,
Section 3 provides details of the data, models and methodology. Section 4 presents the
empirical findings, and the conclusion is presented in Section 5.

2. Literature review
Many of the research studies that deal with the evaluation of funds’ performance are based on
the assessment of risk and return in relation to relative benchmarks. Sharpe (1964) and
Lintner (1965) have been pioneers in this area, with the development of the Capital Asset
Pricing Model. Michael Jensen (1968) was one of the first researchers to evaluate funds’
performance using the implications of the CAPM. He measured the performance of 115
mutual funds between 1955 and 1964, using a single-factor measure, which later became
known as Jensen’s Alpha. He concluded that these funds were not able to outperform the buy
and hold policy after considering their expenses, in support of the EMH. The presence of fees
and transaction costs is detrimental to the performance of CISs (Sharpe, 1966; Grinblatt and
Titman, 1993; Carhart, 1997).

Fama and French (1993) wrote one of the most influential papers, criticising the CAPM for
being too simplistic in explaining the returns of stocks. They proposed a three-factor model,
outlining that the returns of stocks are a function of their exposure towards the market, size
and value factors. Carhart (1997) also acknowledged the criticism towards the CAPM and
developed his own four-factor model, by adding a momentum factor to Fama and French’s
(1993) three-factor model. He found that equity funds underperformed the NYSE by
approximately the same amount of their investment expense. Otten and Bams (2002) applied
the Carhart’s model to the European equity mutual fund industry during an eight year period
ending December 1998, and also found that when costs are added back to the performance of
the funds, all funds from different EU countries outperformed the market, with the exception
of German funds.

In 2004, Fung and Hsieh argued against the application of conventional models. Instead,
they developed a multi-factor model, using seven asset-based style factors. Kosowski et al.
(2007) made use of the Fung and Hsieh (2004) seven-factor model and showed that, during the
period 1990 till 2002, their sample of hedge funds was not able to generate statistically
significant positive alpha. More recently, Fama and French (2015) developed a five-factor
model, by adding on profitability and investment factors to their three-factor model.

Abedifar et al. (2015) outlined that the majority of the empirical literature on Islamic funds
evaluates the risk and return characteristics of such schemes and test whether these are
statistically different from those of other CISs, Islamic market indices and conventional debt
securities. Generally, in pursuit of results and to be able to evaluate the risk-adjusted returns
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of these CISs, such studies make use of performance metrics, and single and multi-factor
regression models.

One of the earliest contributors to the Islamic funds’ literature were Annuar et al. (1997).
Through an empirical examination of themarket timing and selectivity skills of 31Malaysian
mutual CISs, they showed that fund managers were not able to time the market correctly
during the period 1990 till 1995. However, 81% of their sample outperformed the Kuala
Lumpur Composite Index, which was used as a proxy for the market. This finding of positive
securities selection ability is in line with the findings of Mansor (2012). She found evidence
that Islamic fund managers have superior stock selection skills when compared to
conventional fund managers, yet both have poor market timing abilities.

These findings are however divergent to the conclusions drawn by most other studies on
Islamic funds. Elfakhani et al. (2005), Abdullah et al. (2007) and Hayat and Kr€aussl (2011)
suggest that Islamic fund managers have poor market timing abilities and securities
selectivity skills.WhereasMohammad et al. (2015) in their study about Islamic Equity Indices
found that, whereas the majority of Islamic equity indices have negative market timing
abilities due to their conservative nature of investments, the Shar�ı‘ah screening helps Islamic
equity indices to select companies which are not financially distressed, with a positive
momentum and growth oriented.

Another prominent study is the one conducted by Elfakhani et al. (2005), who studied the
performance of 46 Islamicmutual funds from January 1999 till August 2002. They found that,
normally, there is no difference in the behaviour of Islamic mutual funds when compared to
conventional schemes. They suggest that any under- or over-performance is generally the
result of the choice of the market benchmark and the performance measure used. In addition,
they also showed that there is a positive relationship between funds’ performance and the
experience of the fund managers since the former tends to increase as fund managers gain
more sense of the general markets.

Hayat (2006) compared the performance of 59 Islamic equity funds established worldwide
against both Islamic and conventional benchmarks during a five-year period ending August
2006, making use of different performance measures, including an analysis of average return
and other risk-adjusted measures. Hayat revealed that during normal market conditions,
there is no statistical difference in the returns of Islamic funds as compared to the chosen
benchmarks. Islamic equity funds performed significantly better than both benchmarks
during the bear market of 2002. Hayat concluded by indicating that Islamic funds have low
betas and thus are beneficial to use as part of a larger andwell-diversified portfolio. Similarly,
Ashraf et al. (2014) studied the performance of Islamic equity indices in comparison to
conventional equity indices for the period 2000 till 2012 and suggest that generally Islamic
equity indices perform better than conventional indices due to their lower systematic risk.

The finding of Hayat (2006) seems to tie in with more recent findings of Boo et al. (2017)
who examined Islamic equity funds in comparison to conventional equity mutual funds over
the period 1996 to 2013, capturing three financial crises. They conclude that there is no clear
cut over-performance by Islamicmutual funds against their conventional peers, albeit Islamic
funds showed a better risk management capability. Moreover, Boo et al. noted that there was
an exception during the latest financial crisis, whereby Islamic funds generally outperformed
their conventional peers. Similar results were also reported by Reddy et al. (2017), who
compared risk adjusted performance of Islamic funds, socially responsible and conventional
funds established in the UK. They confirmed that, generally, Islamic funds perform similarly
to conventional funds. Their findings also showed that the UK-based Islamic funds’
magnitude of loss during the financial crisis was lower than that of conventional funds.

Recent studies also compare Islamic Funds with other socially responsible investment
funds. Climent et al. (2020) compared US Islamic, Socially Responsible, and conventional
open-ended mutual funds for the period 1987 till 2018. They explained that the limitations on
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investments and stock selection could have probably led Islamic funds to performworse than
conventional funds during the sub-period 1987 till 2000. However, during the sub-period 2000
till 2018, Islamic funds had similar performance to conventional funds, thus showing that
market uncertainties made Islamic funds a viable alternative. Abdurahman and Aassouli
(2020) evaluate the risk and return characteristics of Islamic funds in comparison to socially
responsible investment via the use of absolute and risk adjusted performance measures on a
sample collected from four different geographic regions. They did not find any statistically
significant differences between Islamic funds and socially responsible investments. They
indicate that embedding environmental, social and governance characteristics into Islamic
funds investment decisions will not adversely affect their returns. Moreover, they suggest
that the industry should consider developing Shar�ı‘ah compliant Socially Responsible
Investments, to target wider investor base in support of sustainable development goals.

Notwithstanding the different limitations and approaches to measure performance, there
seems to be a consensus amongst Islamic funds literature. These funds tend to have a lower
correlation with market movements, as evidenced by lower betas (see e.g. Hayat, 2006;
Abderrezak, 2008). This could help to explain why Islamic funds perform better than
conventional CISs during periods of financial distress, whereas conventional funds
outperform Islamic funds during bearish economic conditions (e.g. Elfakhani et al., 2005;
Hayat, 2006; Abdullah et al., 2007; Merdad et al., 2010; Mansor, 2012; Boo et al., 2017).
Therefore, such common consensus seems to suggest that Islamic funds may be used to
hedge against market downturn. Merdad et al. (2010) attribute such benefit to the restrictions
that Shar�ı‘ah law imposes on portfolio selection.

3. Data and methodology
This paper aims to address the following research questions:

(1) Do Islamic funds and UCITS schemes underperform the market?

(2) Do these type of collective investment schemes offer similar benefits to investors in
terms of risk and return?

(3) Do these funds act differently in bullish and bearish market conditions?

(4) Do Islamic and UCITS funds’managers offer similar benefits to investors in terms of
market timing expertise?

This study builds upon 128 regressions, split equally between the Islamic and the UCITS
schemes across the four different periods. The data covers 120 monthly observations from
January 2006 until December 2015.

3.1 Data
The universe of Islamic funds as presented on Bloomberg was filtered as follows: (1) funds
with a complete 10 years of history plus an extra year to control for back-fill bias, from 2004
till 2015, (2) funds which invest in liquid financial instruments such as equities, fixed income
instruments and CISs, particularly because UCITS schemes are only allowed to invest in
liquid transferable instruments; and (3) funds which had missing Net Asset Value (“NAV”)
data for continuous periods (more than 2 months in a row) were eliminated from the sample.
The Islamic funds sample was divided into three broad categories, namely, equity, fixed
income and mixed allocation funds.

To perform a meaningful matched-pair analysis, the UCITS schemes were chosen on the
basis of, and in line with, the particular characteristics of the Islamic funds. The Mixed
Allocation funds was done meticulously, to ensure that, as much as possible, the underlying

IES
29,2

104



assets of the selected UCITS schemes correspond, in similar percentage terms, to the
underlying assets of the Islamic funds. Particular attention was paid to select UCITS schemes
with similar geographical allocation to that of Islamic funds. Most Islamic funds invest in the
Asian markets, focusing mainly on Malaysia. Whilst there are several UCITS equity funds
that invest solely in Asia, the search for Fixed Income and Mixed Allocation UCITS schemes
which invest in the same region proved difficult. To this effect, the focus was then widened to
consider UCITS schemes that invest at least a portion of the portfolio in Asian countries
(mostly Japan), emerging markets or have an ethical investment policy, and subsequently
those that invest in international markets.

The final sample consists of 121 Islamic funds and 121 corresponding UCITS schemes,
split up in 66 Equity, 39MixedAllocation and 16 Fixed Income. TheMSCI All CountryWorld
Index (“MSCI ACWI”) is used as a proxy for the market in respect of both Islamic and UCITS
schemes. The choice of the index is based on the fact that the CISs under review are not
restricted in terms of geographical allocation and a considerable number invest in the Asian
markets, some of which also include emerging markets.

3.2 Methodology
The NAV of each fund was converted into one single currency, namely the United States
Dollar (“USD”). The NAVs were then converted into returns. The US three-month Treasury
Bill was used as a proxy for the risk-free rate.

Thepresentation of results is split into four categories based on the funds’underlying assets,
and distinguishing between Islamic and UCITS schemes, namely (1) All Funds, (2) Equity, (3)
MixedAllocation and (4) Fixed Income –whereby the average of the results of the performance
measures of the funds falling within the respective category is reported. This representation in
results is maintained throughout the four periods under study, namely (1) the entire ten-year
period (January 2006 till December 2015), (2) Sub-Period 1 (January 2006 till September 2007), (3)
Sub-Period 2 (October 2007 till February 2009) and (4) Sub-Period 3 (March 2009 till December
2015). The sub-periods capture the variations in the performance of the funds during different
market conditions and represent the months preceding the latest financial crisis (Sub-Period 1),
the bear market (Sub-Period 2), and the years following the crisis (Sub-Period 3).

This paper adopts an equally weighted portfolio approach. The individual fund’s monthly
returns were grouped into four portfolios, according to the same underlying assets as
described above, and calculated over the entire 10-year period and each of the sub-periods. The
equally weighted portfolio approach shows an aggregate picture of funds’ performance and
thus provides insight into the performance from the perspective of a well-diversified investor.

The portfolio approach was subject to various time-series regressions. The time-series
analysis focuses on the risk and return performance starting from the single-factor CAPM
expressed as:

E
�
R
¼
jt

�
¼ RFt þ βj

h
E
�
R
¼
mt

�
� RFt

i
(1)

whereby EðR
¼
jtÞ is the expected return on portfolio (j) at time (t), EðR

¼
mtÞ is the expected return

on the market portfolio at time (t), RF is the risk-free interest rate and βj is a measure of
systematic risk, and then extends to more complex multi-factor models, namely: the Fama
and French (1993) three-factor model expressed as:

Ri – Rf ¼ αi þ biðRM – Rf Þ þ siSMLþ hiHMLþ εi: (2)

This model outlines that the portfolio’s return in excess of the risk-free rate ðRi − Rf Þ is
dependent upon the sensitivity of the return to three factors, namely (1) the excess return on
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the market as defined by RM − Rf , (2) the size factor (SML), which is the difference between
small stocks’ and large stocks’ returns and (3) the value factor (HML), which is the difference
between high and low book-to-market stocks’ returns. The bi; si and hi are the factor
sensitivities or loading as measured by the time series regression. The Fung and Hsieh (2004)
seven-factor model was also used, which is expressed as:

Rit – Rft ¼ αi þ βis&pS&Pt þ βisc−LCSC � LCt þ βi10Y10Yt þ βicredsprCredSprt

þ βiptfsbdPTFSBDt þ βiptfscomPTFSCOMt þ βiptfsfxPTFSFXt εi (3)

whereby Rit − Rft is the same as outlined previously, S&P is the S&P500 index monthly
total return, SC −LC represents the size spread factor as measured by the Russell 2000 index
monthly return less the S&P500 index monthly total return, 10Y is the bond-oriented factor
as measured by the change in the 10 years treasury constant maturity yield and CredSpr is
the credit spread factor, equivalent to the difference between the monthly change in the
Moody’s BAA yield and the 10 years treasury constant maturity yield. Finally, the PTFSBD,
PTFSFX andPTFSCOMare the return of a portfolio of look-back straddles on bond, currency
and commodity futures respectively.

In addition, the market timing skills of fund managers was analysed by using the
quadratic version of the CAPM as developed by Treynor and Mazuy (1966), expressed as:

Rpt � Rft ¼ αpt þ βptðRMt � RftÞ þ γtðRMt � RftÞ2 þ μt (4)

whereby Rpt − Rft is the return on each of the funds’ portfolio less the risk-free rate and
RMt − Rft is the excess return of the market over the risk-free rate, at time (t). Moreover, αpt

denotes the selectivity skill of the fund manager, βpt represents the systematic risk, γt is the
coefficient that indicates the market timing skill. Therefore, a positive and significant α and γ
indicate that fund managers have superior selectivity and market timing skills respectively.

4. Findings
When analysingmutual fund performance, Jensen concluded, “There is very little evidence that
any individual fund was able to do significantly better than that which we expect from mere
random chance” (Jensen, 1968). This conclusion is also true for both Islamic and UCITS
schemes across the different periods under analysis, as evidenced by the statistically
insignificant intercepts of the CAPM across the different time periods. Therefore, this result
supports the notion of an efficient market. The one exception to this rule is evidenced in the
UCITS mixed allocation funds portfolio during the post-crisis period, which had a significant
negative alpha value. The strongly significant Beta co-efficient for most of the cases also
confirm the correlation with the market as previously explained.

The results of the time series regression of the Jensen’s Alpha;

R
¼
jt � RFt ¼ αj þ βj

�
R
¼
Mt � Rt

�
þ μjt (5)

where R
¼
jt −RFt is portfolio (j)’s excess return over the risk free rate at time (t), R

¼
Mt −RFt is the

market risk premium, αj and βj are the coefficient estimates denoting the return performance
and the systemic risk respectively and μjt is the error term, with the usual assumption

εit ∼Nð0; δ2t Þ, are shown in Table 1.
Results of the empirical literature on Islamic funds’ performance are quite divergent on

this front, and the main differences in results may be mainly attributed to several factors,
including the differing periods under investigation and the benchmarks used. The results of
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these study are in linewith theworks of Abdullah et al. (2007), Hoepner et al. (2010), Hayat and
Kr€aussl (2011), Elfakhani et al. (2005) and Abderrezak (2008), who all reported insignificant
alphas, whereas it goes against the results of Hayat and Kr€aussl (2011) who report that
Islamic funds underperformed the market during the recent financial crisis, whereas Mansor
(2012) found that Islamic funds significantly outperform the market over the period 1990
till 2009.

4.1 Analysis of beta
An interesting result is that the Beta of Islamic funds has always been much lower than that
of UCITS schemes for all categories of funds and across all the different periods under
analysis. Therefore, any attempt to compare the average returns of Islamic funds to the
returns of the market without making an adjustment for risk would be biased against the
Islamic funds. As can be observed in most of the Islamic funds’ literature (such as Abdullah
et al. (2007); Hayat and Kr€aussl, 2011; Mansor, 2012), Islamic funds have been less responsive
to market risk, with beta less than one, across different market conditions. On the other hand,
some categories of UCITS schemes, in particular, equity funds, have been riskier than the
benchmark (with beta as high as 1.212 during the period preceding the crisis).

Therefore, Islamic funds are indeed less volatile than the market and may be classified as
low-risk investments. As also suggested by Abderrezak (2008), due to their mild correlation
with the market, Islamic funds may be used as a good hedging investment against market
downturns. Inversely, in good market conditions, Islamic funds are likely to underperform
the market.

Abdullah et al. (2007) attribute the low level of beta to the restrictions imposed by Shar�ı‘ah
principles. Islamic financial institutions were not directly affected by the financial crisis
during its early stages particularly because they did not have any exposure to debt-based
toxic assets (Askari et al., 2010). The fact that Shar�ı‘ah principles do not allow investors to
gain exposure to conventional banking system (since these gain income from rib�a) investors
in Islamic funds were not immediately affected by the failure of the conventional banking
system in 2007. However, due to the interconnectedness of the markets and as the financial
crisis led to a global slowdown and economic recession, Islamic financial institutions were
eventually influenced by the negative pressure of the crisis.

Judging by the results of the Adjusted R2, the CAPM provides a fairly good fit for Islamic
funds, with an average Adjusted R2 (across periods and categories) of 58.7%. The single-
factor model is yet more accurate in explaining the UCITS schemes’ excess returns as
evidenced by an average Adjusted R2 of 73.2%. This is quite an expected outcome, because a
conventional benchmark, such as the one used in this research, may not be themost adequate
benchmark which reflects the true investable universe applicable under Shar�ı‘ah Law.

In order to further validate the above findings, the analysis was extended towards the
three-factor model following Fama and French (1993). One commonality in the results of the
three factormodel as shown inTable 2, with all the tests conducted so far, is that all categories
of funds, bar the UCITS Equity Funds have lower volatility than the market. Moreover,
Islamic funds have lower exposure to the market than UCITS schemes, indicating that
Islamic Funds provide a better hedge, especially during market turmoil. In terms of style, it is
apparent that both Islamic and UCITS schemes have significant negative loading on the size
factor. This suggests that the return of both categories of funds is driven relatively more by
the exposure to large capitalisation firms.

Whilst this is expected for UCITS funds, since these are not permitted to gain exposure to
unlisted securities which by the very nature, tend to be small cap firms, the tilt of Islamic
funds to large cap companies do contradict the findings of Abderrezak (2008) and Hoepner
et al. (2010), who suggest that large-cap companies have a higher risk of receiving revenues
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from activities which are forbidden according to Shar�ı‘ah Law. Yet, one could argue that
large-cap companies tend to publish more detailed information about their operations on a
more frequent basis, and accordingly, the availability of up to date information inevitably
makes it easier for Islamic fund managers to clearly assess and distinguish between
companies that generate haram and halal income. Abderrezak (2008) andHoepner et al. (2010)
suggest that Islamic equity funds favour growth stock due to their lower leverage when
compared to value stock, and the same significant result was found for the whole ten year
period under review for the Islamic Equity funds.

During crisis period, both the Islamic and also the UCITS Equity Funds gained significant
exposure to growth companies, which companies are considered to be less risky than those
with high book to market ratios. When looking at each individual category of funds, it is
noticeable that Islamic funds performed less worse than their UCITS counterparts in respect
of the All Funds, Equity and Mixed Allocation categories, whereas the UCITS Fixed Income
portfolio fared better than its Islamic counterparts.

It is important to note that, in terms of the results of the Adjusted R2 for all of the periods
under analysis, the Fama and French (1993) three-factor model has lower explanatory powers
than the CAPM, especially during the period prior to the crisis. This could partially be
explained by two reasons. The Fama and French’s three risk factors are built upon the US
market, and thus the lower Adjusted R2 might be suggestive of the fact that both Islamic and
UCITS schemes are more exposed to international markets, as captured by the MSCI ACWI.
Moreover, one could also argue that most of the changes in the returns of the funds could be
explained by other factors which are not captured by the model.

For more robust test, this study analysis the performance of the funds relative to the Fung
and Hsieh (2004) seven factor model, which model has proved to be more efficient at
explaining the returns of different categories of funds when compared to the three-factor
model. As evidenced by the results in Table 3, generally speaking, the null hypothesis that
Islamic and UCITS schemes do not outperform the market, may not be rejected. Moreover, in
times when the general market conditions start to regain following periods of market turmoil,
the restrictions imposed by both Shar�ı‘ah Law and the UCITS Directive are even more
detrimental to investors. During the whole 10 year period, all the portfolios experienced
statistically significant and positive exposure to the S&P500, yet the UCITS Equity portfolio
was more volatile than the general equity market. Moreover, the Islamic Fixed Income
portfolio was the only category of funds that did not have a statistically significant exposure
to Credit Spread, whereas all the other portfolios followed a strategy of buying risky bonds
vis-�a-vis higher grade bonds (as evidenced by the negative coefficients). Prior to the crisis,
albeit all the portfolios generated positive alpha, the results were statistically insignificant. In
terms of style, the UCITS Fixed Income portfolio was the only category which did not have a
statistically significant exposure to the S&P500, which Fung and Hsieh (2004) classify as an
equity risk factor. This confirms the findings of the three-factor model, in that the UCITS
Fixed Income funds did not gain exposure to the equity market during the period before the
crisis. Moreover, the seven-factor model captured the positive exposure of the UCITS Fixed
Income funds towards the foreign exchange trend factor (500bps (t-stat: 2.78)) and the
negative exposure of the Islamic Mixed Allocation funds towards the credit spread factor,
whichwere previously not captured by the Fama and Frenchmodel. This explains the reason
why the Adjusted R2 of the Fung and Hsieh model (34.6 and 33.1% respectively) improved
significantly when compared to the Fama and French model (�14 and 5.3% respectively) for
these categories of funds.

In themidst of the crisis, the 7-factormodel did not find any statistically significant alphas,
yet, when it comes to style, it confirmed that the Islamic and UCITS Fixed Income portfolios
were the only categories not exposed to the equity market. This could help explain why,
during this period, the Fixed Income funds were the least to suffer in terms of their mean
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returns. Consistent with the bear market effects, and also as specified in Fung and Hsieh
(2004), the reduction in the exposure to the equitymarket by the Fixed Income and the Islamic
Mixed Allocation portfolios was compensated by the statistically significant and negative
exposure to the bond factor as proxied by the yield on the 10 years U.S. Treasury Bonds. Due
to the inverse relationship of the price-to-yield of bonds, a more negative exposure is
indicative of further investments in the bond market. During the crisis, all of the different
fund portfolios (with the exception of the UCITS Fixed Income portfolio) experienced
negative and statistically significant exposure to the currency trend-following factor. This
could potentially indicate that these funds use foreign exchange for hedging purposes rather
than for investment purposes. In addition, Islamic Fixed Income portfolio experienced a
positive (0.088) and statistically significant exposure (at 95% confidence level) to the
commodities trend following factor. Fung and Hsieh (2004) attribute the increase in the trend-
following factor on commodities as a diversifying bet during stressful equity market
conditions. Indeed Islamic funds are allowed to gain exposure to the commodities market,
which is an investment style that UCITS schemes are precluded to delve into. As also
evidenced by the three-factor model, the period following the latest financial crisis was
characterised by the poor performance of the funds relative to the market. The only fund
category which did not generate a statistically significant intercept after the crisis was the
Islamic Equity portfolio, whereas the other categories produced statistically significant
negative alphas, which ranged between 50bps and 70bps per month. Although one may say
that the Islamic funds, in general, fared better than their UCITS counterparts, the difference is
only marginal (10bps).

Once the bear market conditions came to an end, one can notice that the portfolios (with
the exception of the UCITS Equity portfolio) no longer loaded on the foreign exchange trend
following factor and instead gained a negative and statistically significant exposure to the
credit spread factor. The negative exposure to the credit spread in theory implies that the
funds moved away from the safe haven of government bonds and gained exposure to high
yield bonds or corporate bonds. This increase in credit risk had a negative impact on the
returns. However, most of the funds portfolios, namely the Islamic All Funds, Mixed
Allocation, Fixed Income and the UCITS All Funds, Equity and Fixed Income, display a
negative and statistically significant loading on the bond factor, meaning that they were long
in the government bondmarket. Therefore, in view of the contradictory outcome, the negative
exposure to the credit factor during this period signifies that the funds have probably sold
credit swaps. It is also worth noting that, following the crisis, the Fixed Income funds
decreased their exposure to the bond market and increased their exposure to the equity
market (both in terms of statistical significance and magnitude).

In almost all categories of funds and across almost all periods, the seven-factor model was
better at explaining the funds’ excess returns when compared to the three-factor model, as
evidenced by a higher Adjusted R2. The magnitude of the Adjusted R2 across all the ten year
period and in the second and third sub-periods is indicative that these funds (especially the
All Funds and the Equity portfolios whose Adjusted R2 was above the 60% mark) take on a
significant amount of factor risk. Although the single-factor model seems to have the highest
explanatory powers between all models, the seven-factor model proved significantly better at
explaining the excess return of Fixed Income portfolios during the crisis period.

This study also looked at the fund manager’s market timing ability (as measured by
coefficient γ1), through the Treynor and Mazuy model. Results are presented in Table 4. It is
evident that the null hypothesis that fund managers are not able to outguess the market
cannot be rejected. Such result was expected and is in line with the EMH. This outcome is
similar to the results of Hayat (2006), Hayat and Kr€aussl (2011) and Mansor (2012). The only
category of funds that showed good market timing ability was the UCITS Fixed Income
portfolio during the first sub-period (γ: 8.592 statistically significant at the 5% level). To note
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that the TM intercept of this category of funds during the same period is�0.004, whilst the JA
was at 0.001. This result is similar to what has been identified by Hayat (2006). He explains
that JA overestimates the value of alpha when positive market timing ability is found.
Therefore, when extracting the positive market timing from alpha, it becomes clear that the
fund managers are not good at stock picking.

The results of the Adjusted R2 are very similar to those of the CAPM, as indeed, the TM Is
an extension of the Jensen’s model as it adds a quadratic term. The model had an
exceptionally good fit for the UCITS All Funds, Equity and Mixed Allocation portfolios
across all periods (Adjusted R2 ranging from to 71.3–93.3%). The model proved good at
explaining the excess returns on the Islamic All Funds and Equity portfolios during all
periods (AdjustedR2 ranging from 71.1 to 80%), with the exception of Sub-Period 1. However,
and as expected considering the previous models’ results, the TM is poor at explaining the
excess returns of the Fixed Income portfolios across all the periods (Adjusted R2 for both the
Islamic and UCITS schemes portfolios ranging between 27.3 and 52.8%).

5. Conclusion

The global financial crisis revealed the weakness of the global financial architecture on one side and
provided an opportunity for Islamic finance to show the inherent strengths and qualities on the other.
(Haneef and Smolo, 2014)

Academics suggest that albeit the Islamic Financial Industry did not emerge unscratched, the
latest financial crisis had limited negative effects on this industry. The question arises as to
how well Islamic funds, which are considered to be a small and relatively new segment of IF,
perform during differing market conditions.

To be able to address this question, this research evaluates the risk and return
performance of Islamic funds between January 2006 and December 2015, which period was
marked by one of the most severe financial crisis in history. In order to gauge their resilience
to diverse market conditions, their performance was compared to two different benchmarks,
firstly to the general market as proxied by the MSCI ACWI and secondly to a category of
conventional CISs which is synonymous for its conservative investment approach, namely
UCITS schemes.

Evaluating the performance of Islamic funds and comparing it to the performance of
UCITS schemes through a matched-pair analysis, it may be concluded that Islamic funds do
not face a competitive disadvantage arising from their strict compliance with Shar�ı‘ah
principles and their performance is relatively similar to UCITS schemes. Results suggest that,
generally, there is no statistically significant risk-adjusted abnormal return or penalty
associated with investing in Shar�ı‘ah compliant funds relative to UCITS scheme. Such
similarity could arise due to the fact that both types of CISs are subject to certain investment
restrictions, as imposed either by Shar�ı‘ah law or by the UCITS Directive, which therefore
hinder fund managers from allocating the portfolios more liberally. Moreover, according to
the results of the three and seven-factor models, both categories of funds seem to follow
similar investment strategies.

Therefore, investors who follow the Shar�ı‘ah principles are not punished relative to
conventional retail investors when following their own beliefs and other investors can
consider Islamic funds in their portfolio allocation, especially those who seek socially and
ethically responsible investments.

A very interesting finding relates to the risks associated with fund return performance.
Both categories of funds have a beta of less than one (with the exception of the UCITS equity
funds), yet Islamic funds are less exposed to market risk than UCITS schemes. This implies
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that the market risk and volatility of Islamic funds is lower than that of conventional funds
and even the market benchmark. This makes Islamic funds attractive to fund managers and
risk-averse investors alike, since these funds can be used as a hedging tool against adverse
market movements.

The results reveal that both Islamic and UCITS schemes’ fund managers have no market
timing abilities. Therefore, the implementation of market timing strategies by fundmanagers
do not provide any benefits and value-added to investors in their portfolio management.
Hence, fund managers are encouraged to make use of other key strategies, such as risk
management and cost averaging, to sustain better performance and be able to overcome
financial meltdown. Taking into account the market timing inabilities of fund managers,
investors should gain the necessary knowledge about market events, particularly about
bearish and bullish conditions. This also enhances the responsibility of regulators and
policymakers to invest more resources in financial education.

Islamic Finance should be recognised as a system which works in parallel with the
conventional one. Not putting all your eggs in one basket goes beyond allocating the
portfolio amongst funds with different asset classes. These findings suggest that
including Islamic funds to complement a portfolio made up of conventional funds would be
beneficial to decrease the exposure to the market. Whilst it is true that what goes up must
eventually come down, diversification across different fund categories can lessen the
impact of the fall.

Note

1. Eurekahedge (2015) Overview: key trends in Islamic funds.
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