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Abstract  

This paper investigates whether an Islamic screened benchmark index shows a different 

risk adjusted performance in comparison to a non-screened benchmark index. In con-

trast to other papers this study analyzes daily observations in the years from 2007 to 

2012, a period heavily affected by the financial crisis. The Capital Asset Pricing Model 

and the Jensen measure of abnormal returns are used to estimate and compare the in-

dexes mean risk-adjusted returns. The results show that the Islamic index does not re-

veal any different level of daily mean risk-adjusted returns compared to the convention-

al non-screened index. Hence, Muslims who align their investments according to the 

teachings of Islam are not worse off than non-restricted investors following the screened 

Islamic index. 

Key Words: Islamic finance, Islamic Index, Conventional index, CAPM, Sharpe ratio, 

Treynor index, Performance, DJIM, NASDAQ, S&P. 
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1. Introduction 

During the past few decades investments established on social, ethical and environmen-

tal principles has gained much popularity in the international capital markets. Compa-

nies are screened to fit a certain profile desired by investors. For instance ethical index-

es screen companies to exclude those who are involved with child labor, weapons man-

ufacturing or tracing environmentally friendly companies. In a broader context this kind 

of investment opportunities are called Sustainable Responsible Investments.  

Screening investment opportunities has also attracted the Muslim population looking to 

align their investment according to their beliefs. Islamic followers are guided in all as-

pects of their life by the teachings of Islam, hence a devoted Muslim is required to ad-

minister his economic activities according to the Qur’an. The development of Islamic 

indexes and Shariah screening methodology was ignited by the increased consciousness 

of Muslim investors considering the opportunities accessible by the foreign stock mar-

kets. The Islamic financial sector has kept an annual growth of 15 - to 20 percent accu-

mulated to a value over $500 billion in the end of 2007 according to the report of the In-

ternational Monetary Fund (2010). Investments in stock markets for Muslim investors 

were complex before the appearance of a World Islamic benchmark stock index in the 

late 1990’s. The difficulty for Islamic investors was to find companies that conducted 

business in accordance with Shariah laws on their own. For a company to pass the Sha-

riah screening filters, its debt ratio, accounts-receivables to total assets and interest in-

come need to be held under a certain level. If the company is enlisted in an Islamic in-

dex and its business violates the filters or is involved in any industry forbidden by Is-

lam, its stock will simply be removed from the index.  

 

The classical view of Markovitz (1952) financial theory of achieving an efficient portfo-

lio have earlier been focused solely on maximized returns and minimized risks without 

concerns of social returns. Screened investments have been a controversial topic wheth-

er or not investment performance is reduced, when certain investments are excluded by 

ethical or religious reasons. It leads to the purpose of this thesis to see if there is a dif-

ference in performance characteristics between daily risk-adjusted mean returns of a 

screened Islamic Stock market index and a conventional Stock market index. The inten-

tion is to answer this question using simple, classical but practical Capital Asset Pricing 
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Model and test for significant differences in market risk adjusted returns. This paper fol-

lows similar assessments used in previous literature on Islamic and ethical investments 

with a time period covering from 2007 until 2012. 

 

What differentiates this thesis from previous studies is mainly the studied time period, 

with an objective of continuing previous work and find out what conclusions can be 

drawn about the subject after the recent financial crisis. The previous studies described 

in section 2.2 treats a period of a very speculative dot-com bubble in the late 1990s 

leading to highly overestimated closing prices which after the dot com burst and the 

event of 9/11-2001 have not been recovered since. While during the years of 2007 to 

2012 the financial market suffered a crisis with consequences so severe that large finan-

cial institutions where on the verge of collapsing, stock markets experienced a recession 

and major banks has been forced to rely on governmental bailouts. Contrary to other 

studies this analysis is based solely on indexes instead of investment funds. The analysis 

of Dow Jones Islamic Market Index (DJIM) and NASDAQ Composite index carries the 

benefits of not having to consider any transaction costs or skill based management ac-

companied by investment funds. Another difference is the comparison with another 

global stock exchange such as NASDAQ Composite index. Since current research stud-

ies are rather restricted to comparing Financial Times Stock Exchange or Dow Jones 

Industrial Average.  

 

The main findings of this study conclude that DJIM does not experience different risk-

adjusted performance than NASDAQ Composite using independent samples t- and z-

tests. This implies that there are no inferior effects of Islamic screens on an index per-

formance and investing in DJIM does not make an investor worse off than investing in a 

conventional index. 

 

The rest of this paper will be organized by starting off section 2 with literature review 

which is divided into previous findings and theoretical framework. After that, section 3 

will present the data sources and indexes used. Methodology can be found in section 4 

while results and analysis are presented in section 5. Concluding the study in section 6 

with a conclusive part and the ending part includes references and appendix. 
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2. Literature review 

2.1 Theoretical framework  

Markowitz (1952) introduced his theory of portfolio selection, in which he describes the 

portfolio’s return as a weighted combination of a group of assets returns. The risks of 

the assets are defined as the standard deviation of each assets return. The combination 

of assets is comprised of different assets whose returns are not perfectly positively cor-

related in order to achieve the best portfolio performance. The correlation coefficient 

can be in the range of -1 perfect negative correlation to 1 perfect positive correlation 

and zero implies no correlation. There is more diversification gain farther away from 1, 

meaning that two assets’ risks are offset by one another. A portfolio with a correlation 

value closer to 1 when measured with a benchmark portfolio shows that the perfor-

mance of the two portfolios correlates with each other and shares much of the same kind 

of riskiness. 

 

Sharpe (1964), Litner (1965) developed the Capital Asset Pricing Model (CAPM) as an 

aggregation based on Markovitz portfolio selection theory. The model predicts an as-

set’s expected excess return over a risk free asset return in relation to the risky asset’s 

systematic risk β (market-risk). The beta coefficient represents the asset’s sensitivity to 

market risk of which is measured from the covariance with the market portfolio return. 

The systematic risk cannot be diversified away as this type of risk affects all assets 

within the market. At the given level of risk (standard deviation), the outcome of the 

expected return is what an investor considers to be an appropriate return for taking on 

additional risk.  

 

Sharpe (1964) states two underlying assumptions in order to derive conditions for equi-

librium in the capital market.  

 

“First, we assume a common pure rate of interest, with all investors able to borrow or 

lend funds on equal terms. Second, we assume homogeneity of investor expectations: 

investors are assumed to agree on the prospects of various investments- expected val-

ues, standard deviations and correlation coefficients...”  (Sharpe, 1964, p. 433) 
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Jensen (1968) presents Jensen’s Alpha as an additional performance measurement to the 

CAPM analysis, which calculates the excess returns on a portfolio, stock or index across 

time. The Jensen’s measure is commonly used in studies measuring risk-adjusted per-

formance on historical prices, assuming that investors already hold diversified portfoli-

os. The major issue is the exposure to systematic risk and it shows the average excess 

return per unit of systematic risk (Grinblatt & Titman, 1991). A positive value shows 

that the indexes are producing a specific level of return for its level of risk.  

When ranking the performance of the studied indexes, two more rank measurements are 

applied in this study apart from the Jensen measure to complement for stronger indica-

tion of the results. The Sharpe ratio and the Treynor ratio also measures performance in 

terms of risk. Sharpe, one of the engineers behind the CAPM expressed his reward-to-

variability ratio (the original name of Sharpe Ratio) in Sharpe (1966). The Sharpe ratio 

represents the excess return in a portfolio or asset divided by its total risk (standard de-

viation). This is an aggregation of the CAPM analysis that aids investors to find the op-

timal security to include in their portfolio. The Sharpe ratio gives an indication of how 

well the actual return of a security will reward the investor for the additional risk taken. 

The higher ratio on an asset, the better, since the return of a portfolio is subtracted by a 

benchmark market portfolio’s return and then divided by its total risk i.e. the security 

with the highest Sharpe ratio gives higher return per unit of the same total risk. 

The Treynor Index measures excess return of a portfolio per unit of systematic risk. It is 

equal to the portfolio’s rate of return subtracted by the risk-free rate of return and divid-

ed by the portfolio’s beta. Unlike he Sharp ratio, it considers the portfolio’s beta as the 

measure of risk and not the standard deviation. Treynor (1965) uses beta as a measure-

ment for market related risk of stocks. It can aid an investor to identify the returns that 

can be generated by portfolios when considering the systematic risk, the un-

diversifiable risk, over a short-term investment. Treynor ratio ranks the performance of 

the investment choices with the largest ratio being the optimal choice. The higher the 

value of Treynor Index, the higher return the index is producing per unit of systematic 

risk (Treynor, 1965). 
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2.2 Previous Finding 

The aim of this section is to further explain the background of this paper, including the 

main findings of existing relevant literature on index performance and Islamic finance. 

Black, Jensen & Scholes (1972) use CAPM to show the relationship between average 

monthly returns on the portfolios and the betas. Studying all stocks traded in the years 

from 1926 to 1965 on the New York Stock Exchange (NYSE) and uses NYSE as the 

proxy for the market portfolio. A cross-sectional regression reveals that the beta can ex-

plain the difference in the returns between the securities. 

 

Myers (1972) describes that CAPM explains beta as a sufficient and a complete meas-

ure of risk and that risk premium is linearly related to the beta value. In his paper he 

states that an efficient portfolio, which is well diversified, should be greatly correlated 

with the market proxy portfolio thus contain a beta value close to one. Consequently, 

the difficulty of estimating the cost of capital leads to the recommendation on using 

more than one model of risk measurement than CAPM alone. Roll (1977) states that it 

is difficult to prove or disprove the validity of CAPM, which is why it still remains a 

controversial method. Nevertheless a simple and practical method, in portfolio theory, 

to interpret and put in real practice of expected return- and risk measurement. 

  

As Social Responsible Indexes are gaining interest, the question that constantly arises is 

if ethical funds exhibit different performance other than regular conventional funds. Lu-

ther, Matatko and Corner (1992) found that UK ethical fund showed evidence of under-

performance compared to the market indexes, suggesting that the reason can be due to 

the majority of its fund being tied to smaller companies with lower dividend yields.  

 

Stone, Guerard, Gultekin & Adams (2001) show opposing results in their investigative 

article on SRI funds. With a time period from 1984 to 1997 they conclude with a cross-

sectional analysis that there are no significant differences between the studied SRI- and 

conventional funds using the variables beta, growth, market capitalization and dividend 

yield. Their methodology differentiates from this analysis but does however use similar 

variables of beta and growth. 
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Hakim & Rashidian (2004) compare DJIM with Wilshire 5000 as a conventional coun-

terpart using i.e. the Sharpe ratio. They conclude that the filtering criterion used to re-

move Sharia-noncompliant companies have resulted in an exceptional subcategory of 

companies included in DJIM. These companies have not harmfully affected the perfor-

mance of the Islamic index in relation to the broad equity market. It means they cannot 

find a significant difference between the Islamic indexes compared to the benchmarks. 

 

Hussein (2004) use in his study a time period in between December, 1993 to December, 

2004, in which he discovers that the Islamic indexes overall perform equally well as 

conventional indexes. In his methodology he use the CAPM analysis and Jensen’s 

measure of excess return to estimate risk adjusted returns and for extra robustness he 

uses measures such as the Sharpe- and Treynor ratio. This thesis follows the methodo-

logical assessment made by Hussein since it is a practical and direct method to compare 

risk-adjusted performance. He concludes that there is no significant difference in invest-

ing in either a Shariah screened world index or a conventional world market index.  

 

Schröder (2006) rules out skill of fund managers and transaction costs of investment 

funds by analyzing indexes directly rather than specific investment funds using the 

CAPM equation and Sharpe ratio. He compares the risk-adjusted performance of several 

SRI indexes compared to conventional counterpart benchmarks and conclude no signif-

icant differences, while the SRI indexes did experience higher amounts of risk relative 

to the benchmarks.  

 

A more recent study from Albaity & Ahmad (2011) who studied how Dow Jones (DJ) 

and Future Time Stock Exchange (FTSE) stand against each other. Their analysis is us-

ing a more complex methodology with different auto regressive models to measure be-

havior of volatility and returns. The paper compares the Islamic indexes (DJIM and 

FTSEGII) and Social Responsible Indexes (DJISW and FTSE4G) with conventional in-

dexes (DJINA and FTSEW), with the use of daily observations from January1999 until 

October 2007. This thesis has chosen to continue this time period until 2012 to investi-

gate if the results changes after 2007 but with a more basic methodology. Their results 

show that there is no significant difference in stock market returns between either of the 
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studied indexes. They also found that there is no risk-return trade-off in any of the in-

dexes named above. Although they found a leverage effect in Islamic indexes, however 

Social Responsible Indexes had much stronger leverage effect. Leverage effect means 

that bad news has a higher impact on indexes return than good news.  

 

One study who does find an over-performance of the ethical- and faith-based screened 

investment indexes Domini Ethical-Social 400 Index, Catholic Values 400 Index and 

DJIM compared to the benchmark S&P500 is the study of Beer, Estes & Munte (2011). 

They use the risk-adjusted measures of Treynor, Sharpe and Jensen to find on the con-

trast to other studies that screened investments do have a positive impact on rewards 

and moderate risks. They come to the conclusion using monthly data that the Sharia su-

pervisory board lead DJIM to develop superior performance on a risk-adjusted basis 

compared to the other studied indexes as well as the benchmark index.   
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3. Data 

In this paper DJIM and NASDAQ Composite are set as dependent variables and S&P 

Global 100 is set as a proxy for market index benchmark in order to test whether the 

performance differentiates between the dependent indexes. Daily data of secondary 

market U.S. AA rated 90 days Treasury bill is used as a proxy for the risk-free rate of 

return. We collected daily data from Yahoo Finance, Google Finance and the Federal 

Reserve website. Each of the indexes presented had missing values in the data set on 

different dates. For example some holidays and natural disasters may be reason for a 

stock exchange to close down on days where stock exchanges in other countries do not. 

These dates are removed so the results of these missing values would not give uneven 

numbers of observations and may cause biased conclusions and results. This leaves us 

with collected adjusted prices for 1164 days starting from January 4, 2007 to March 28, 

2012. A time period limited to the financial crisis due to the sole interest of drawing 

conclusions from this period alone, since previous work have already covered what is of 

interest in times before 2007. 

3.1 Indexes 

This section will give a review of the various indexes analyzed in this paper and explain 

why just these are used. 

Dow Jones Islamic World Market Index (DJIM) was launched in 1999 and is one of 

the first Islamic equity indexes. DJIM is targeted towards the world’s 1.5 billion poten-

tial investors that are acquired to follow Islamic Law. Suitable companies for this index 

are screened by the Shariah Supervisory Board to pass a few certain guidelines for Sha-

riah compliance. DJIM is not weighted by complete market capitalization, rather 

weighted by free-floating market capitalization reflecting the actual numbers of shares 

available to investors. It seeks to have market index coverage over 44 countries, 

amounting to more or less 2000 components, since the screenings will remove or add 

companies continuously. 

Hakim and Rashidian (2004) explains that for a company to be included in DJIM Index, 

its way of conducting business must pass three filters: 

To complete the first filter, the primary business must be “halal”. Which means; it is 

strictly prohibited to include companies that engage in business activities and products 
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such as gambling, alcohol, tobacco, armaments, pornography and pork. 

The second filter contains some specific financial constraints a company needs to meet 

in order to be included:  The screened company’s debt ratio cannot surpass 33 percent. 

The accounts receivables to total assets must remain below 45 percent. And interest in-

come should account for a maximum of 5 percent of total income, in other words re-

main beneath the five percent mark. 

Finally the third and last filter states that whenever a company surpasses these limits, it 

will be removed and replaced in the index by another company. 

 

The Shariah Supervisory Board advices Dow Jones indexes on issues relating to com-

pliance into the Dow Jones Islamic World Market Index. Approximately 75 percent of 

listed companies are neglected, whereas remaining companies are considered for in-

vestments. 

 

NASDAQ Composite, which is a global index, is calculated as a market capitalization 

weighted methodology index. It was introduced in 1971 and contains today over 3 000 

securities. The stocks that are included must be listed on the NASDAQ market or were 

dually listed on another stock market since before 2004 and maintain such status. It lists 

3000 stocks in both U.S. and non-U.S. markets and for inclusion it demands that non-

US based companies has shares denominated in U.S. dollars and can be traded in the 

U.S. as any other “domestic” equity.  Without the Islamic screening processes and its 

global integration of companies worldwide, NASDAQ Composite is a conventional 

equivalent to DJIM, thus the choice of comparing these two world market indexes. 

 

Standard and Poor 100 Is a stock market index from Standard and Poor including 

stocks from all around the world. The index measures the performance of 100 multina-

tional companies. It includes 100 large-cap companies taken from the S&P GLOBAL 

Index whose intentions are global business and gaining a substantial portion of their op-

erating income from numerous countries. With its 100 global leading corporations 

S&P100 is an applicable representation of a benchmark proxy. 
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4. Methodology  

The objective of this thesis is to find out if the investment performance of an Islamic 

screened index is different compared a conventional index, in this case DJIM compared 

to NASDAQ Composite. To determine if there is a difference statistically both a para-

metric t-test and a non-parametric signed-rank test are conducted on the basis of MRAR 

and the Jensen measure of abnormal returns. The null hypothesis when testing the 

MRAR equation states that mean values of DJIM and NASDAQ’s risk adjusted returns 

are equal to zero. The null hypothesis when testing the Jensen measure states that there 

is zero difference in each index’s abnormal return. 

In order to employ the chosen methodology we must first process the data using equa-

tion (1). We begin by calculating the raw returns on a daily basis throughout the time 

period, it is done by taking the logarithmic difference of each index’s daily closed ad-

justed price. 

                                                    (1) 

Where Ri,t is the daily raw rate of return for index i (DJIM and NASDAQ Composite)  

at time t, Pi,t signifies the price of index i at time t and Pi,t-1 is the price in previous peri-

od (the day before).  

 

We use the Capital Asset Pricing Model in order to estimate risk-adjusted returns, be-

cause neither index share the same category of risk.   

 

                                           (         )                                (2) 

                   

The risk-free daily return      is denominated by a 90 day U.S. Treasury Bill, the market 

return       is taken from S&P100 which is used as a proxy for the market index. The 

βi,t coefficient measures assets i’s risk in relation to the systematic (benchmark) risk. 

Leaving εi,t as an error term. 

 

The risk free return is subtracted to only keep additional return given from any risk tak-

en, the excess return is called risk premium            , (         ) is the excess re-
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turn on the benchmark index. If beta is larger than one, this suggests that index i has 

higher risk than the benchmark index m. An example of the beta’s impact in the CAPM 

analysis would be if the benchmark index’s return increases by 1 percentage point and 

the beta coefficient is, at that time, 2.0, the studied asset’s return on average would then 

increase by 2 percentage points. 

 

The CAPM regression also produces R
2
 values, which shows the correlation between 

the indexes, i, and the benchmark index m. To diversify portfolios in order to get a bet-

ter performance at lower risk a low statistically significant R
2 

is preferable, since the 

idea behind modern portfolio theory is that movements of new assets should be as inde-

pendent from current holdings as possible. 

 

In order to test if the null hypothesis that the daily excess returns (market risk-adjusted 

return) over different periods are equal to zero, we calculate the daily mean market risk-

adjusted returns with the risk premiums we got from equation (2) as follows: 

 

                                                                                       (3) 

Where         is the daily mean market risk-adjusted return or abnormal return of 

DJIM compared to NASDAQ Composite for day t. 

 

With Jensen’s measure and the Beta given in equation 2, we estimate daily mean ab-

normal returns from the Islamic index and the conventional index when compared each 

to the world index S&P Global 100. The daily mean abnormal risk-adjusted returns can 

be calculated as follows: 

 

                                     [         ] ,                                                   (4) 

 

Where      is the excess risk-adjusted daily return of index i, we calculate for each in-

dex, DJIM and NASDAQ Composite.  

 

By comparing the         variable and the alpha values of DJIM and NASDAQ we 

use an independent samples t-test on the indexes mean values using a t-distribution. In 
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addition an independent non-parametric signed-rank test with a z-distribution is used on 

the median values in case the data is not completely normally distributed. Despite the 

fact that the results of a t-test are preferable to a z-test, both answers together provide 

stronger evidence. 

 

For the robustness of the analysis, Sharpe and Treynor ratios are calculated and also 

compared by ranking together with the Jensen’s measure. Both Sharpe - and Treynor ra-

tios are rank values and indicate high risk-adjusted performance the higher the ratio val-

ue. In other words the greater ratio means greater return per unit of risk.  

               
       

     
                                                           (5) 

 

The numerator represents the excess return (Ri - Rf) of the studied indexes DJIM and 

NASDAQ. This is then divided by the standard deviation, total amount of risk of each 

corresponding index.  

 

The Treynor ratio is calculated in the same way as the Sharpe ratio, the difference is that 

this only takes the systematic risk β (sensitivity to world market risk) into account. Ra-

ther than the total risk (standard deviation) of each index because this theory is based on 

the assumption that investors already keep well diversified portfolios. 

 

       Treynor 
       

     
                                                           (6) 
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5. Results & Analysis 

In this section we present the results of the equations and tests explained in the method-

ology section. The results are presented in the form of tables starting with the output of 

capital asset pricing model. Second we present tests for significant differences in table 2 

and last we present the ranking measurements to practically get a picture of the results 

in table 3.  

The residual graphs in the appendix sections, DJIM and NASDAQ Composite show de-

pictions of birds-nests in each case, which satisfy the assumption of homogenous resid-

uals to exclude any problems of heteroscedasticity. We also test the data for a normal 

distribution and conclude that we cannot reject the assumption of a normal distribution 

seen in appendix section testing for normality. Given that we cannot reject the assump-

tion of a normal distribution we also use non-parametric tests in the comparison of in-

dexes (Hussein (2004)). 

The autocorrelation is monitored by using Durbin-Watson Statistic. The DW values lies 

between 2 and 2.49 which indicate that negative autocorrelation might be present since 

both the values are higher than DW rule of thumb of 2. Although dealing with time se-

ries analysis it is common to come by slight autocorrelation mainly due to inertia where 

time series data such as GDP, interest rates or stock prices can experience a trend which 

is detected as autocorrelation. This suggestion of a possible present negative autocorre-

lation can also be viewed as a downward trend considering our time period is covering 

the economic crisis.  

Table 1 displays the output of the CAPM analysis, equation (2), it shows the mean risk-

adjusted daily performance of each studied index. Starting with the mean difference of 

returns we can see that NASDAQ Composite has a positive change of 0,0001 compared 

to DJIM on a daily basis. This is a minimal change but not surprising given that the 

change occurs on a daily basis. Continuing we can see that the volatility of the studied 

indexes are also very much alike with an advantage to DJIM in terms of deviation of the 

indexes mean-return with a lower value than NASDAQ Composite.  

To provide useful estimates of each index performance, the risk-factor is taken into con-

sideration, since the model takes sensitivity to market risk into account presented as be-
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ta. This coefficient also shows no daily deviation as both values are 1 or very close to 1 

meaning that neither index is any riskier than the benchmark. It means that movements 

in the studied indexes respond according with the market proxy S&P100. The correla-

tion values of 99 percent show how much variation of movements around the mean val-

ue the studied index can be explained by the benchmark index’s movements.  

Analyzing the findings of table 1, NASDAQ Composite correlates 0,6 percent more 

than DJIM with the benchmark S&P100. According to Myers (1972) well diversified 

portfolios are often greatly correlated with the benchmark proxy. Considering the mean 

risk-adjusted returns are approximately the same as the difference in mean return is 

0.0001. We believe the lower standard deviation of DJIM is the reason for the differ-

ence in correlation between DJIM and the conventional benchmarks. Since the conven-

tional indexes are likely to hold the same type of giant companies while some of them 

are excluded from DJIM. This is much because of its screening process provided by the 

Shariah supervisory board while the conventional indexes are not restricted in the same 

way Beer et al. (2011). 

 

Table 1 Regression output of the capital asset pricing model 

 Mean value S. Deviation Beta R
2  

DJIM 0,00299 0,1858 0,99 0,993 

NASDAQ 0,00310 0,1871 1,00 0,999 

S&P100 0,00276 0,1870 1 1 

     

     

Note: Number of observations 1164 

Table 2 presents the results of the tests to see if there is any significant difference in dai-

ly mean risk-adjusted performance between an Islamic Shariah screened index and a 

conventional index. It is done using a parametric independent samples t-test and non-

parametric independent samples signed rank test with a null hypothesis that there is zero 

significant difference in the performance between DJIM and NASDAQ Composite. 

Both tests are conducted and analyzed based on market risk adjusted return and the Jen-

sen’s Alpha measurement of abnormal returns. Seen from table 2 we cannot reject any 
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of the tests at a 5 percent level of significance. This finding concludes that there is no 

significant difference in returns on a daily basis between the studied Islamic and con-

ventional index in the years of 2007 to 2012.  

Albaity et al. (2011), Schröder (2006) and Hussein (2004) are among others in the area 

of investigating screened investments that draw the same conclusion studying both 

monthly and daily returns. These findings are interesting since the screening process is 

reducing the number of investment opportunities. While according to optimal portfolio 

theory should imply inferior risk-adjusted returns as the restricted indexes may miss out 

on certain lucrative investments. For instance in the study of Stone et al. (2001) shows 

no significant loss in attainable diversification possibilities by screening and omitting 

investments of tobacco, gambling and alcohol. Their discovery is outstanding as it con-

tradicts modern portfolio theory as neither religious nor ethical indexes underperform 

the supposed more diversified conventional index counterparts.  

 

Table 2[EÅ1] MRAR and Jensen measure of abnormal returns 

 

 

 

 

 

 

 

 

 

 

Table 3 NASDAQ's values are subtracted from DJIM's values to get the excess return from DJIM 

 

To get a descriptive picture of the results, table 3 presents the performance measure-

ments outputs of the employed Jensen’s Alpha together with the Sharpe- and the Trey-

nor ratios. The two ratios show that NASDAQ Composite has an insignificantly higher 

mean return per unit of risk compared to DJIM. The ratio values are based on the num-

bers presented in table 1 and calculated with equation (5) and (6) from the methodology 

DJIM-NASDAQ Composite 

Entire period 

Market-adjusted Jensen 

Mean abnormal return -0,0001 -0,0000 

t-statistics -0,014 -0,099 

Median abnormal return 0,0020 0,0003 

z-statsticis -0,133 -0,919 
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section. The numbers consequently lead to the conclusion that NASDAQ Composite ac-

tually does perform according to portfolio theory, which suggests higher return comes 

with higher deviation from its mean return. As one can see in table 3 it all depends on 

how many decimals one accounts to be of significance. Scrutinizing the ratios the most 

evident reflection would be to consider the index ratios as equivalent since the only dif-

ference comes at the fourth decimal. The Jensen measure of performance also presented 

in table 3 supports this conclusion as neither index display any abnormal returns at a 5 

percent level of significance. 

Table 3 ranks the index performance from the Jensen, Treynor and Sharpe 

measures in terms of returns per unit of risk 

 

 

 

 

 

 

 

 

  

 Jensen Treynor Sharpe 

 Alpha-value rank ratio rank ratio rank 

DJIM 0,000 - 0,0030 

 

2 0,0161 

 

2 

NASDAQ 0,000 - 0,0031 

 

1 0,0166 

 

1 
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6. Conclusion 

The primary objective of this paper is to test whether daily average risk-adjusted returns 

from a Shariah screened index are significantly different from a conventional index. To 

answer the question whether investor in a Sharia screened index could be worse off than 

if they were to invest in a conventional index. We chose to use indexes rather than in-

vestments funds because with indexes one can rule out the effects of transactions cost, 

skill-based management that investment funds imposes.   

The study uses the Capital Asset Pricing Model and the Jensen measure of abnormal re-

turns to estimate risk-adjusted returns. The outcome of the risk-adjustment models is 

tested using an independent samples t-test and a non-parametric signed rank test to sta-

tistically determine a comparison between the studied indexes. The test statistics are 

measured at a 5 percent level of significance. Finally for easier understanding three 

practical measures are used namely the Sharpe ratio, the Treynor ratio and Jensen’s Al-

pha. As a sample we have studied 1164 observed daily closed prices extracted from the 

chosen Dow jones Islamic index to compare with NASDAQ Composite index during a 

period of five years from 2007 to 2012.   

The main findings of this study conclude that we cannot reject the given null hypothesis 

stating that Dow Jones’s Shariah screened index does not experience a different daily 

mean risk-adjusted return compared with a conventional index such as NASDAQ Com-

posite Index.  Previous researches that have studied earlier time periods and other in-

dexes have with similar and different methodology come to the same results. From 

these findings we can also draw the conclusion that investors seeking to invest accord-

ing with Shariah regulation are not worse off than a non-restricted investor. The find-

ings of index performance can also be relevant in the assessment of mutual funds since 

the Shariah screening process is basically the same as for the index. 

Additionally the authors suggest further research with closer consideration to the appli-

cations of the screening process. Why it is successful enough to question modern port-

folio theory by keeping moderate level of risk while lowering the investment universe 

thus the possibilities of diversification. To complement these results an extra analysis 

could be conducted to use monthly data covering the financial crisis, and market ups 
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and downs. Also tests for co-integration between ethical, religious and conventional in-

dexes are an interesting topic.   
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Appendix 

DJIM  

 

Model Summary
b
 

Model R R Square Adjusted R 

Square 

Std. Error of the 

Estimate 

Durbin-Watson 

1 ,993
a
 ,986 ,986 ,0218222126496 2,494 

a. Predictors: (Constant), sp_rp 

b. Dependent Variable: djim_rp 

 

 

NASDAQ Composite  

Model Summary
b
 

Model R R Square Adjusted R 

Square 

Std. Error of the 

Estimate 

Durbin-Watson 

1 ,999
a
 ,999 ,999 ,0070808738320 2,094 

a. Predictors: (Constant), sp_rp 

b. Dependent Variable: nasdaq_rp 
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Testing for normality 

Tests of Normality 

 Kolmogorov-Smirnov
a
 Shapiro-Wilk 

Statistic df Sig. Statistic df Sig. 

djimreturn ,117 1163 ,000 ,843 1163 ,000 

nasdaqreturn ,099 1163 ,000 ,917 1163 ,000 

a. Lilliefors Significance Correction 
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