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Title: Ethical investing - why not? An evaluation of financial performance of ethical indexes in 

comparison to conventional indexes.  
 

 

Problem:  Do ethical investments perform better than conventional investments? 

Purpose:  To evaluate whether Shariah-compliant indexes and/or socially responsible indexes 

can improve financial performance of an investment portfolio.  

Sub-problem: What kind of relationship exists between socially responsible investments and 

faith-based investments, represented by Shariah-compliant investments? 

Sub-purpose: To discover how two types of ethical investments, socially-responsible and 

Shariah-compliant, are related. 

Method:  Quantitative study, covering three types of investment styles of four index families 

during the period from 2000 until 2011. Financial performance evaluation through the Sharpe 

ratio, Treynor ratio and Jensen’s alpha. 

Conclusions: Conventional, socially responsible, and Shariah-compliant indexes do not have 

any significant differences in financial performance on a global basis. However, Shariah-

compliant indexes could slightly over-perform conventional and socially responsible indexes 

during financial downturns. In the same time socially responsible indexes were noticed to be the 

most volatile during the whole period of study, to compare with conventional and Shariah-

compliant. Regarding relationships, high correlations were found between ethical indexes, as 

well as between ethical and conventional indexes.  

Key words:  ethical investments, socially-responsible investments, Shariah-compliant 

investments, investment indexes, global indexes, benchmark indexes, financial performance, 

Sharpe ratio, Treynor ratio, Jensen’s alpha  
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1 Chapter 1: Introduction 

Chapter 1: Introduction 
 

This chapter aims at introducing the reader to the concept of ethical investments. In the first 

part of this chapter, some history and concept definitions will be presented. It will eventually 

be narrowed down in order to lead to the research questions and the purpose of this thesis. 

Similarly, the contribution of this thesis will be presented. 

 

1.1. Problem Background 
 

Ethical investing is a concept that many persons have never heard of. However, it has a very 

long history with roots in religious traditions (Renneboog et al., 2008, p. 1725). It has gained 

popularity among investors and consumers due to the increased awareness about how 

businesses might harm the environment and the society. 

 

During the time of the financial crisis, which had its initiation on the US sub-prime mortgage 

market in 2007, vivid discussions about how harmful the conventional banking system could 

be to both individuals and companies were growing (Al-Hamzani, 2008). The financial crisis 

caused problems both in the social sector, as well as in the economic sector. There are several 

reasons why the financial crisis occurred. It can be seen as irresponsible banking when 

financial institutions were going against social responsibility, that is, sub-prime loans were 

given out by them in order to increase their wealth (Visser, 2008).  Sub-prime loans, which 

inherently have a higher interest rate, were given to people who were not credit-worthy 

enough to take other kinds of loans. The interest was higher since these people meant more 

risk for the financial institutions. However, having a higher interest rate led to that a lot of 

people had difficulties to repay the loans and interests. This in turn led to difficulties for the 

inter-bank lending, and the snowball effect was inevitable (Hall, 2008, p. 19-20). Also, one 

could say that the financial markets had been acting in an irresponsible way. Deregulations 

started in the 1980s and they were supposed to increase hedging procedures of financial 

instruments, but instead it generated a huge wave of speculation activities. Like this, the list of 

social and economic irresponsibilities which led to the crisis could be continued with 

irresponsible corporations and executives with their inadequate bonuses (Visser, 2008). 

 

Investors had already started turning to alternative investments before the financial crisis, but 

they have increased ever since. Indeed, ethical investments have developed significantly over 

the last few decades. For instance, only in the United States, as Forum for Sustainable and 

Responsible Investments reported, professionally managed assets which were following 

socially responsible investment (SRI) strategies equaled to $ 3.07 trillion at the beginning of 

the year of 2010. This can be compared to $639 billion in 1995 (see figure 1). Moreover, 

during the period from 2007 to 2010, SRI’s continued growing while conventional 

investments remained roughly flat (US SIF, 2012). A similar situation was observed in 

Europe. According to the European Sustainable Investment Forum (Eurosif), SRI assets 

almost doubled in a period of two years and reached approximately € 5 trillion in the end of 

2009 (Eurosif, 2012). In the same time, regarding the faith-based investments, The Interfaith 

Center on Corporate Responsibility (ICCR) reported that total faith-based investments were 

equal to more than $100 billion in 2009. Also, according to Morningstar Inc., the amount of 

faith-based mutual funds increased from 33 to 91 just in a decade (Lyn & Zychowicz, 2010, p. 

1). This implies that making investments that can be seen as ethical and socially responsible 
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has become more important to people than before. (Weber et al., 2011, p. 75; Sievänen, 2011, 

p. 93) Thus, the concept of ethical investments, which consists of two main parts, socially 

responsible investments and faith-based investments, has gained popularity in modern 

business society. 

 

 
Figure 1: Development of SRI in the US; billion US dollars. Source: US SIF. 

 

The concept of socially responsible investments does not have a general definition, but it 

regards that investments should be made ethically, with moral standards, thus excluding 

investments in companies who cannot be regarded as such (Hofmann et al., 2007, p. 5). In 

other words, corporate and social responsibility aspects and societal concerns are vital 

elements in the decision making process for ethical investors. In the same time, socially 

responsible investments recognize both investors’ financial needs and investors’ impact on 

society (US SIF, 2012). This industry, as stated above, keeps growing (Renneboog et al., 

2011). It is probably because people have become more aware of the impact on the world 

regarding the environment, society, and economy, and in turn, how investing differently could 

bring about change. 

 

Faith-based investments are an extension of the ethical investments concept which, as can be 

heard on the name, is based on religion (Boasson et al., 2006). Thus, it can both be said to be 

an extension as well as the start of ethical investments, as was mentioned in the very 

beginning of this chapter. The largest religions that offer faith-based investments are now: 

Islam, Catholicism, Lutheranism, Methodism and Mennonitism (Forte & Miglietta, 2007). In 

this thesis the focus will be on two different kinds of ethical investment styles, namely the 

overall concept of socially responsible investments, i.e. SRI’s, and representing the faith-

based category of ethical investments are Shariah-compliant investments, i.e. SCI’s. The 

SCI’s have for several years now and years to come been “the next big thing” (Preston, 

2011), meaning that it has gained popularity and is here to stay. It has had a pace of growth of 

10-15% per year during recent times (Ilias, 2008). Even though the total amount of faith-

based investments has increased significantly lately, most of the existing studies focus on 

Islamic investments (Lyn & Zychowicz, 2010, p. 1). Indeed, having researched the biggest 

financial agencies and taken a look at some investment funds, it seems that Islamic 

investments are the most widely used in comparison to other faith-based investments. 

Representatives of other religious investments, despite that they are growing, seem to be still 

more private than Islamic investments. Thereby, if one wants to make an investment 

according to the Catholic, Lutheran, Methodism, etc. religions, s/he more likely needs to be a 
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member of this church or related community. On the other hand, in order to invest in Shariah-

compliant investments, one does not necessarily have to be a Muslim. In most cases it is 

enough to have access to internet, since there is a huge variety of Islamic financial 

instruments being offered by numerous financial agencies. Thus, another reason why Islamic 

investments were chosen as a proxy of faith-based investments was its accessibility. It is easy 

to get access of Islamic indexes from almost all the biggest financial services agencies, 

namely Dow Jones, Standard & Poor’s, FTSE, etc. Another argument could be that there are 

more Islamic indexes provided by the financial agencies due to a larger market for these, 

given that there are countries with Islamic financial systems, for instance Iran, Pakistan (that 

are fully compatible with Shariah law), Egypt, Indonesia, Malaysia, Sudan and the GCC 

(Islamic finance along with conventional finance). Moreover, already in 1997, there were 

more than 100 Islamic financial institutions in more than 45 countries throughout the world, 

utilizing some form of Islamic finance. At this time, the industry was growing at a rate of 

more than 15% per year (Iqbal, 1997, p. 42-43). 

 

Talking about Islamic finance in general, it could be said that it is an economic system which 

prohibits the use of interest, and encourages profit-and-loss sharing and mark-up financing 

(Ahmad & Ismail, 2006, p. 8). It is seen as immoral by Islamic law (Sharia law) to make 

money out of money and it is seen as inhibiting productivity (Hasan, 2008, p. 28). Thus, 

Shariah-complaint investments are about ethical and moral actions. This then implies strong 

similarities and connections to the concept of socially responsible investments, as Boasson et 

al. (2006) also showed. One could say that it is impossible for an Islamic financial institution 

to avoid this concept since they are so integrated (Dusuki & Dar, 2007). This is probably the 

reason why non-Muslims also turn to Shariah-compliant investments (Ifec, 2009).  

 

What about the financial performance of these investment styles? One could logically assume 

that ethical investments would perform poorly compared to conventional investments due to 

more restricted contents which, in turn, lower diversification. Decreased diversification of a 

portfolio means a shift of returns to less favorable combinations of risk and return 

(Renneboog et al., 2008, p. 1734). Companies having negative effects on society, for instance 

alcohol and tobacco producers, are normally excluded from ethical investment portfolios. 

However, there is evidence that these kinds of stocks have higher book-to-market values and 

higher excess returns than other stocks (Hong & Kacperczyk, 2007).  Another explanation 

why ethical investments could perform poorly is that the assets of ethical funds are 

overweighed with low market capitalization companies (Boasson, 2006, p. 2). 

 

On the other hand, arguments supporting the contrary opinion about ethical investments’ 

performance can also be found in the literature. There is a suggestion that shares of those 

companies which generate a positive effect to stakeholders as well as to shareholders (less 

pollution, healthier environment, etc.) would cost more. This, in turn, would generate higher 

performance of ethical funds. Also, it is possible that screening for ethical investments could 

provide value-relevant information, which is helpful for fund managers in asset selection 

processes (Renneboog et al., 2008, p. 1724-1734). 

 

In the same time, the “invisible hand” of Adam Smith and the social welfare theorems imply 

that in a competitive market, when all players maximize their own value, and when resources 

are allocated optimally, social welfare is maximized. Thus, there is no conflict between 

financial and ethical objectives (Renneboog et al., 2008, p. 1724). Having analyzed what is 

stated above, the question arises: would investors gain distinct returns if s/he chooses to invest 

in an ethical way rather than in a conventional way? 
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Several studies have been made where it has been analyzed how socially responsible 

investments perform compared to conventional investments. Here the findings differ. For 

instance, Schroeder (2007) and Renneboog et al. (2011) find that ethical funds do not perform 

any differently compared to non-ethical, i.e. conventional, funds. On the other hand, Beer et 

al. (2011) and Nakai et al. (2011) find that the financial performance of investment funds 

under the SRI strategy was better than the performance of conventional funds. This goes in 

line with Kreander et al. (2002) who found that ethical funds performed better. However the 

difference was insignificant compared to the benchmark. On the contrary, Renneboog et al. 

(2007, p. 3) concluded that SRI funds underperformed the benchmark in approximately 5 per 

cent per annum in Europe and the Asia-Pacific countries. Thus, unclarity remains for 

investors regarding the financial performance of ethical investments. 

 

Regarding if Shariah-compliant investments perform better than conventional ones, again, the 

findings differ. Alam and Rajjaque (2010) performed a study on equities in the European 

market where they found that the Shariah-compliant equity portfolio had the highest 

performance. At the same time, there are studies that do not find evidence that Shariah-

compliant portfolios perform better (Walkshäusl & Lobe, 2011). However, Hoepner et al. 

(2011) find that some Shariah-compliant funds perform better in some countries rather than 

others, depending on if the country has an Islamic financial system or not. 

  

As was shown above, among studies which analyze socially responsible and faith-based 

investments, the vast part deals with the performance of investment funds. For instance, Beer 

et al. (2011), Kreander et al. (2002), Statman (2000), Gregory et al. (1997), and pioneers in 

the field, Luther et al. (1992), compare financial performance of ethical funds to non-ethical 

funds. In the same time, Schroeder (2007) argues that more attention should be paid to the 

research focused on indexes. First of all, indexes are easily accessible for all types of 

investors. Second, indexes apply the same or very similar screening as most of the funds do. 

And last but not least, it could be stated that while analyzing performance of funds, 

researchers should consider the skills of the fund managers, transaction costs of funds and 

timing activities (Schroeder, 2007, p. 1- 4). Indeed, with the development of Internet and e-

commerce lately, investment indexes have gained huge popularity among modern investors. 

Most of the biggest financial agencies, like Dow Jones (DJ), Standard & Poor’s (S&P), 

Financial Times Stock Exchange (FTSE) and so on, provide data on numerous of investment 

indexes. It is easy accessible for anyone who has Internet access. A lot of them are free of 

charge, for instance Dow Jones Index family and some FTSE Indexes. Others require a small 

fee in order to access the data. Nowadays investment indexes are an essential part of all 

business news and are mentioned in news releases all over the world every day. Moreover, all 

these agencies respond to the fast development of the ethical investments’ sector by providing 

appropriate indexes. For example, the most known ethical indexes are the DJ Sustainability 

and FTSE 4 Good which consist of shares of those companies who are performing the best in 

terms of social responsibility. In the same time in all index families of these agencies one can 

find representatives of faith-based investments, namely the DJ Dharma Index, which is in 

accordance to the Dharmic religions, and the FTSE Shariah Global Equity Index which is in 

accordance with the Quran.  

 

So how do socially responsible and faith-based indexes differ from conventional indexes? 

According to Fox (2004, p. 8), first potential investments are identified through financial 

analysis. Next follows screening investments for “sociality” consisting of positive and 

negative components. Positive includes favorable industries and activities from the social 
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responsible point of view, whereas negative excludes counterparts. Taking a closer look at 

screening approaches of different institutions, it could be noticed that differences exist among 

them. For instance, the Social Investment Forum divides the screening criteria for sustainable 

and responsible investing into categories such as environmental, social, governance and 

products. More precise, it states that the most common screens are: community impact, 

human rights, products/services, equal employment opportunity, defense/weapons, gambling, 

environment and labor relations, alcohol, tobacco (US SIF, 2003). Calvert Investments 

(2012), in turn, use governance and ethic, environment, workplace, product safety and impact, 

international operations and human rights, indigenous peoples’ rights and community relation 

criteria when screening for sustainable and responsible investments (SRI). In the end, it all 

comes down to the integration of environmental, social and governance (ESG) criteria into 

investments analyses (FTSE, 2012). 

 

Shariah-compliant indexes, in turn, consist of stocks of those companies who require Islamic 

principles. Islamic screens for Shariah-compliance exclude stocks of organizations whose 

core business activities are related to conventional banking or any other interest related 

activities, tobacco, alcohol, gambling, life insurance, arms manufacturing, pork production, 

packaging and any other processes related to pork production (Hussein, 2005, p. 389). In 

addition, screens for Shariah-compliance have financial ratios elements, where for example 

enterprises with a portion of debt relatively to assets more than 30 or 33 per cent, interest 

income higher than 5 per cent of total revenue and sum of accounts receivables, cash and 

short-term investments not more than 50 per cent of the total assets are excluded (Kok et al., 

2009, p. 3). Thus, it could be seen that the screens for Shariah-compliance and the screens for 

social responsibility have common elements, namely undesirable industries or core activities. 

At the same time, each of them includes unique screens, as pork production and debt ratio in 

the screens for Shariah-compliance and human rights and environment in the screens for 

social responsibility. 

 

Taking everything mentioned above into consideration, in this thesis we will analyze and 

compare the performance of four major global ethical and non-ethical investor indexes, 

namely FTSE, DJ, MCSI and S&P before, during, and after the financial crisis which started 

in 2007. By doing so, two important advantages will be gained: we will avoid methodological 

problems because market timing and the use of publicly available information, as instruments 

for conditional estimations, will not have to be considered, and we will test directly the 

performance of the ethical assets, and these tests are not distorted by (transaction) costs or the 

ability of fund management (Schroder, 2004, p. 4).  

 

However, due to the presence of common and distinct elements in the screening criteria, there 

is presence of ambiguity among scholars who research this field. In some studies sustainable 

and socially responsible investments, and faith-based investments and Shariah-compliant 

investments are presented as a single element. For example, Hussein and Omran (2005) 

explore the performance of ethical investments through analysis of Dow Jones Islamic 

indexes. Here, the authors call those investors who invest in Islamic indexes “socially 

responsible investors”. On the other hand, some researchers argue that socially responsible 

indexes and Shariah-compliant indexes are not correlated, so they could be used for 

diversification purposes (Kok et al., 2009). Thereby, it remains unclear which relation that 

ethical and Islamic investments have. Thus, we will attempt to investigate in this thesis if 

there is an existence of any relationship between socially responsible investments and faith-

based investments, where in the case of this thesis, Shariah-compliant investments will be 
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considered. The results could be useful for investors’ decision-making process about portfolio 

diversification. 

1.2. Research Question and Purpose 
 

Taking everything mentioned above into consideration and adding the increased awareness 

about such questions as climate change and human rights, it could be concluded that the topic 

of ethical investments is gaining popularity in the business and scientific society. Indeed, 

quite many studies can be found in this field. Some of the studies examine financial 

performance of ethical investments compared to financial performance of conventional 

investments. As was shown above, different results could be observed. There are authors that 

prove by their researches that ethical investments perform better than conventional ones. 

Other studies show that differences in profitability among ethical and conventional 

investments are insignificant. At the same time, there are also scholars arguing that ethical 

investments perform poorly to compare with conventional investments due to existence of a 

larger amount of restrictions. However, in the time when investment indexes are gaining 

popularity among investors due to easy access and huge variety, there is an apparent lack of 

studies regarding financial performance of ethical investment indexes. Hereby the main 

research question of this thesis follows: 

 

Do ethical indexes perform better than conventional indexes? 

 

This question is expected to be answered through analyses of global ethical benchmark 

indexes and global conventional benchmark indexes, which can then be used to draw 

inferences about ethical and conventional investments on a global basis, also because previous 

studies have only been done in specific settings. In other words, excess of abnormal returns 

will be attempted to be found by looking at daily returns of indexes. Existence of the excess 

of abnormal returns would indicate higher profitability of one investment type over the other. 

There is also a possibility that excess of abnormal returns will not be found, which means that 

both ethical and conventional investments perform equally.  

 

The next point which remains unclear throughout the literature is the relationship between 

socially responsible investments and faith-based investments. It could be seen that some 

authors use these two definitions interchangeably. An explanation could be seen in the 

existence of common elements in the screening criteria. In the same time, there are other 

scholars who treat socially responsible investments and faith-based investments as distinct 

elements. This also has an explanation, where differences in the elements of screening criteria 

can be seen. As an example, Shariah-compliant investments are not that much concerned 

about the environment and workplace conditions, while socially responsible investments do 

not treat pork industry as objectionable. Thus, given that our research is built on analyses of 

indexes, the sub-question arises: 

 

What kind of relationship exists between socially responsible indexes and faith-based indexes, 

represented by Shariah-compliant indexes? 

 

Here analyses of the relationship between global social indexes and global Islamic indexes 

will be held in order to discover how these two types of investments are related. Correlation 

analyses will prove or deny presence of common elements and level of similarity. Thus, these 

results will assist in the process of portfolio diversification. 
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As has been seen from the problem background, there are different findings on whether 

ethical and faith-based investments can improve the performance of a conventional portfolio, 

in the way that they can add to diversification. None of all of the research that we have found 

has had a focus on a global context, besides for one study made by Walkshäusl and Lobe 

(2011) that investigates the relationship within one index family. Rather, country specific 

research has been done, or research on specific investments such as funds and indexes. 

However, what we want to achieve is a general view for these sorts of investments. By 

looking at global benchmark indexes from several index families the aim is to find an answer 

to this matter. Thus, the purpose of this thesis is to evaluate whether Shariah-compliant 

indexes and/or socially responsible indexes can improve financial performance of an 

investment portfolio. This will be done through financial analyses of SRI and SCI indexes 

during the period of 2001-2011. Moreover, the financial performance will be further analyzed 

during calm periods of the market, as well as during the financial crisis. The sub-purpose of 

this thesis regards the assessment of whether Shariah-compliant indexes and/or socially 

responsible indexes can add to diversification of a conventional portfolio. By making an 

analysis of correlations between conventional and ethical indexes this can be investigated. 

1.3. Contribution 
 

We expect to bring contributions to both theory and practice. First of all, as is seen from what 

has been written above, the existing findings in the field differ. Second, there are only a few 

existing studies which examine the financial performance of investment indexes, instead of 

funds. Moreover, the attempt to find a study which represents the global point of view was not 

achieved. Thus, this thesis could be treated as a pioneer in analyzing the financial 

performance of global ethical benchmark indexes in comparison to global conventional 

benchmark indexes. Therefore, it would add to theory what types of investments that perform 

better from a global perspective. By doing so, it is expected also to bring insights about the 

financial performance of ethical and conventional investments for the investors, both 

institutional and individual, as indexes are easily accessible for them. 

 

Moreover, the point about the relationship between ethical investments and faith-based 

investments, namely Islamic investments, will be clarified. By this, contribution to the process 

of investment portfolio diversification will be brought. In other words, investors will gain 

better knowledge about the opportunity to diversify a conventional investment portfolio by 

adding socially responsible and/or faith-based indexes. Given all of the above, we hope to be 

able to close this knowledge gap that exists. 

 

 

  



 

 

 

8 Chapter 2: Theoretical framework 

Chapter 2: Theoretical framework 
 

This chapter aims at introducing the reader to some relevant theories for this thesis. General 

concepts of investments will be presented. Also, the basics of the Modern Portfolio Theory 

will be described in order to ease the upcoming discussion of diversification. 

 

2.1. Concepts of Investments 
 

Every day people are buying and selling investments on the domestic and global financial 

markets. This is a huge industry that never sleeps. As of December 31
st
 2010, the global 

financial market had the size of what can be seen on the image below. It is based on 

information from the International Monetary Fund, The Bank for International Settlements, 

and the World Federation of Exchanges.  

 

Figure 2: Size of the financial industry. Source: Der Spiegel, 2012 

So, what can be seen from this image is that the financial market amounted to 1643 trillion 

US dollars. That is considerably larger than the market of goods and services, which equaled 

to only 63 trillion US dollars. This can increase the understanding of the impact that the 

financial market can have on the world, such as during a financial crisis. Moreover, it could 

be seen that bonds and financial derivatives, which are representing investment activities, are 

the vast part of the financial market. So, what is really an investment? 
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The main meaning of investments is that you sacrifice something valuable now in order to 

gain benefit from it in the future. Timing of the investment process is of great importance 

(McDonald & Siegel, 1986, p. 724). One could invest in real assets, i.e. land, buildings, 

machines, and knowledge which are used in order to produce goods and services. On the other 

hand investments could be made in financial assets, such as stocks and bonds, which do not 

contribute directly to production but are used as claim-holdings on real assets. There are three 

main types of financial assets: fixed-income or debt securities, derivative securities and 

equity. Thus, investments operate mainly in financial markets. The major players on the 

financial market are firms, which mostly borrow; households, which mostly save; and 

governments, which may act as borrowers as well as lenders. Since corporations and 

governments do not sell the largest part of their securities directly to individuals, the role of 

financial intermediaries is of great importance. Between the security issuer and the ultimate 

security owner, in most of the cases, financial institutions such as mutual funds, pension 

funds, insurance companies and banks are standing (Bodie et al., 2009, p. 1-33).  

Many ways of investing exist. Traditionally financial markets could be divided into money 

markets and capital markets which differ by investments’ longitude. Money market 

instruments are marketable, short-termed, liquid and low-risk debt securities. The most 

common instruments within money markets are treasury bills, certificates of deposits, 

commercial papers, bankers’ acceptances and so on. All of them have high liquidity and a 

short “expire date”. On the contrary, capital markets consist of long-term instruments with 

higher risk (Bodie et al., 2009, p. 1-33). The main role of the capital market is capital stocks’ 

ownership allocation. In turn, the ideal market is the one wherein prices allow for indications 

of useful information for resource allocation (Fama, 1970, p. 383). Due to the complexity of 

capital market securities, one could divide them up in four major parts to ease the 

understanding: longer-term bond markets, equity markets, derivative markets for options and 

derivative markets for futures.  

 

One of the most common measures of stock and bond markets is indexes. Indexes are 

computed and published daily, providing investors possibilities to easily monitor performance 

of a particular equity (Bodie et al., 2009, p. 38). Lately globalization processes around the 

world has spread and international trade has increased. Thus, daily information on the 

performance of indexes from all over the world has become a very important part of daily 

news for investors. The biggest financial agencies in the US that are providing investor 

indexes information are Dow Jones (DJ) and Standard & Poor’s (S&P). DJ was started in 

1882 in the US where hand-deliveries of news bulletins to stock-exchange traders were 

performed. Nowadays, the company operates around the world publishing financial 

information in 14 languages (Dow Jones, 2012). The most known DJ’s product is the index 

“Dow Jones Industrial Average”, which indicate the market conditions in America.  One of 

the other largest financial services company, S&P, started its history in 1860 and was 

acquired by The McGraw-Hill Companies, Inc. in 1966. Today S&P offices are located in 

more than 25 countries on different continents (S&P, 2012). The most known agency 

providing financial information from the United Kingdom is FTSE which was founded in 

1995. This agency calculates more than 120 000 indexes covering more than 80 countries 

(FTSE, 2012). There are other world-known financial index providers, such as MSCI 

(Morgan Stanley Capital International), Nikkei (from Japan), DAX (Germany), Hang Seng 

(Hong Kong), TSX (Canada) and so on. Each of these agencies has regional, as well as global 

indexes, representing countries from all over the world. At the same time, one can also find 

divisions done according to industries and size. Lately “special” indexes developed a lot. 

They provide information about social and “religious” companies, which means that there is 

no involvement in any prohibited activities from a religious point of view. 



 

 

 

10 Chapter 2: Theoretical framework 

2.2. Portfolio Diversification 
 

In order to bring the discussion on an eventual possibility of portfolio diversification from the 

findings of this thesis, Modern Portfolio Theory (MPT) needs to be brought up. It will help us 

to draw the conclusions necessary, and see if we can achieve the sub-purpose of this thesis.  

 

Diversification of a financial portfolio, as people know it today, started out with Markowitz’ 

“Modern portfolio theory” (MPT) in 1952 (Reyck et al., 2005, p. 525). Markowitz (1991, p. 

3) describes that his portfolio theory is aimed for any type of investor, private as well as 

institutional ones. What the investor needs to do is to look beyond single securities, and rather 

evaluate the composition of securities in his/her portfolio. Hence, the investor performs a 

portfolio analysis. Analyses are different for different persons. It all depends on the taste of 

the investor what kind of securities that s/he wants. However, what can be seen in all 

investors is that all of them want a return and they want to be protected from uncertainty, i.e. 

risk. Different levels of uncertainty generate different levels of likely return. So, the investor 

has to find his/her preference, i.e. if s/he is more sensitive to risk, a lower likely return needs 

to be accepted and the other way around (Markowitz, 1991, p. 6-7). This behavior of choosing 

the level or risk that one is prepared to stand in order to get a certain level of expected return 

is referred to as risk aversion (Bodie & Merton, 2000, p. 49). 

 

So, how should an investor choose between risk and return? As previously mentioned, it all 

comes down to the taste of the investor, i.e. the level of risk aversion of the person. S/he needs 

to find the efficient portfolio. It is “the portfolio that offers the investor the highest possible 

expected rate of return at a specified level of risk” (Bodie & Merton, 2000, p. 327). Thus, 

there can be different efficient portfolios, since it depends on the level of risk aversion of the 

investor. The efficient frontier indicates when a portfolio is efficient or not. It is a graph that 

shows several portfolios with different rates of returns for a specific level of risk. This means 

that there are several securities lying inside the efficient frontier and the investor needs to 

choose the ones that are optimal for him/her (Bodie & Merton, 2000, p. 336).  

 

So, by combining different sorts of financial instruments in a portfolio, diversification can be 

achieved. Diversification leads to a reduction in the overall risk of the portfolio, measured by 

the standard deviation as mentioned above. This implies that the financial instrument in a 

portfolio with the lowest risk holds a higher risk individually than the total portfolio (Bodie et 

al. 2008, p. 206). It should also be noted that an efficient portfolio cannot be diversified 

further. However, for diversification to work, the portfolio has to consist of instruments that 

are not perfectly correlated.  

 

Correlation, or the correlation coefficient, is a measure of how two financial instruments are 

moving in relation to each other. The scale of the outcomes ranges from -1 to +1. -1 means 

that there is perfect negative correlation and the two financial instruments will move in 

opposite directions. 0 correlation means that the two financial instruments do not have any 

relationship at all meaning that what happens is random. +1 means that there is perfect 

positive correlation, and the two financial instruments will move in the same direction. In 

order to achieve the highest level of diversification for a portfolio, the investor has to add 

financial instruments that are negatively correlated (Bodie et al., 2008, p. 254-255). The 

reason is that if there is a negative event happening, it would be bad if all of them were 

correlated. The opposite would of course be something very positive. However, this strategy 

is a huge gamble as the investor either wins it all or loses it all.   
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If the correlation issue is resolved, then diversification can be achieved. However, it should be 

noted that only unsystematic risk, i.e. industry specific risk, can be diversified away. 

Systematic risk, i.e. that of the market, cannot be diversified away. The same goes for 

systemic risk, i.e. the risk of a collapse of the financial system. So, diversification of 

unsystematic risk means that the positive performance of some investments neutralizes the 

negative performance of other investments in the portfolio that are not correlated (Bodie et al., 

2008, p. 206). 
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Chapter 3: Ethical Investments 
 

This chapter will continue introducing the reader to the concept of investments. Ethical 

investments in general will be presented. Then socially responsible and faith-based 

investments, namely Shariah-compliant investments will be considered in more detail, by 

bringing forward previous research that is related to the topic of this thesis. The chapter ends 

with the development of our hypotheses. 

 

 

When thinking about ethical investments one might intuitively believe that it is a relatively 

new concept. In fact, ethical investments have a long history. It has roots in the Jewish, 

Christian, and Islamic traditions (Renneboog et al., 2008, p. 1725). Each of these religions has 

rules regarding how to use money in order not to harm others. The earliest of them 

encouraged helping poor people and forbade lending money with interest. These rules could 

be found in the Holy Scriptures of these religions. Thus, the earliest ancient rules regarding 

usage of money were more about harmless relationships between neighbors. 

 

Later society members became more concerned about social problems. For instance, in the 

17
th

 century the Quakers forbid receiving profit from activities related to weapons and slaves 

trade. The Quakers is a radical group of people who began its movement in 1652 in England. 

It has objections against war and emphasizes peace. They also emphasize on their belief of 

spiritual equality between humans. This has been fascinating for people, both theologically 

and sociologically (Dandelion, 2008). This movement was also given attention by John 

Wesley, one of the founders of the Methodist church in 1739 (Ccel, 2012). He formulated a 

doctrine that said that it was immoral to profit from activities that hurt one’s neighbor. This 

path is the way for the socially responsible investments movement as many funds are 

inheritors of his doctrine. In 1920, the Methodist Church advised that people should not invest 

in companies engaged in activities treated as sinful, namely production of alcohol, tobacco, 

weapons and gambling (Landier & Nair, 2009, p. 18). At the same time, as previously 

mentioned, ethical investing has roots in the Islamic traditions. Following the Quran, Islamic 

investors do not put their money in firms engaged in pork production, pornography, gambling 

and interest-based organizations (Renneboog et al., 2008, p. 1725). In other words, the origins 

of ethical investments lie in the basic rules of religion, which encourage mutual help and do 

not see excessive profit earned from close persons as desirable. 

 

It could be stated that there are two sub-categories of ethical investments in present days (see 

figure 3). The first one, in contrast to ancient ethical investing, is more about social problems 

of the global society, environmental disasters and corporate governance of involved firms. 

The most known name of this type of investing is socially responsible investments (SRI). In 

the literature other names can frequently be found, such as sustainable investments or ethical 

investments. In this thesis we will use the term socially responsible investments. 

 

The second sub-category of ethical investments which is gaining popularity in the business 

world is faith-based investments. This type of investments is closer to ancient ethical 

investments. Their main principles are aligned with basic religious principles. In turn, faith-

based investments could be divided into Islamic, Catholic, Lutherans and Methodist. Each of 

this type is concerned with rules of particular religions, but in the end most of the principles 

are common. 
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However, there are no clear statements about the relationship of socially responsible 

investments and faith-based investment in the scientific world. Some scholars treat them as a 

single component, whereas some say that they should be separated due to the distinction of 

screening criteria and performance. In this thesis we will treat them as individual components 

of ethical investments. We believe that these two types of investments differ due to the 

presence of distinct screening criteria. Thus they could be used separately for investment 

portfolio diversification. Further analyses will clarify the relationship existing between these 

two types of ethical investments.  

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
Figure 3: Types of ethical investments.  

 

3.1. Socially Responsible Investments 
 

As was explained above, ethical investments are a relatively old concept. In the ancient time 

ethical investment was concerned on the basic rules of religions. That is, the main aim of the 

“ancient ethical investor” was to use money in the way which would not harm his/her 

neighbor. With time the world became more complex, meaning that there were other elements 

to be concerned with. For instance, the 1960s with its social anti-war and anti-racist 

campaigns showed that the awareness of the society regarding social issues around the world 

started to increase. As a consequence, the first socially responsible mutual fund was founded 

in the US in 1971; the Pax World Fund. In the regulations of the fund one could read that they 

were against militarism in general and the Vietnam War in particular, so it did not invest in 

weapon contractors’ stocks. (Renneboog et al, 2008, p. 1725) Then it was the 1980s with the 

peak of apartheid restrain in South Africa, when European and US investors reduced the 
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money flow in companies doing business in South Africa and even to those western firms 

which had subsidiaries there (Sparkes, 2002). 

 

The social issues and others around the world were followed by environmental disasters. The 

Bhopal gas tragedy in India killed thousands of people in 1984. A huge explosion happened in 

a nuclear power plant in Chernobyl in the former Soviet Union in 1986, and it claimed the 

lives of thousands of people. A few years later, in 1989, the US experienced an environmental 

catastrophe of spilling 11 million gallons (1 gallon is approx. 3.7 liters) of oil by tanker into 

the sea (Renneboog et al, 2008, p. 1725). 

 

However not only environmental disasters and social problems caused an incremental desire 

of responsible businesses. More and more consumers were not satisfied with businesses 

maximizing their profits while ignoring the consumer interests. For instance, in 1966 Ralph 

Nader (American political activist) published the book Unsafe at any Speed, which criticized 

very low safety levels of automobiles produced by the biggest American car concerns 

(Sparkes, 2002, p. 70). In 1999 it was ranked 38th among the top 100 pieces of journalism of 

the 20th century (Barringer, 1999). It displayed an increase of consumer activism in western 

countries. In the same time, the concept of ethical consumerism emerged. Many consumers 

were willing to pay a premium for products which guaranteed returns to farmers in the Third 

World, and for meat products from animals which had been well treated (Sparkes, 2002, p. 

83). Consequences of the industrial development had become obvious for the consumer 

society as well as for investors. People started to realize that the industrial progress might be 

harmful for the society and the environment. It needed some reimbursement. 

  

As a result, many governments obliged big corporations to disclose potentially dangerous 

lines of activities and compensate already brought damage. However, on July 1
st
 in 1999, 

socially responsible investments gained “legal” status in the investment community in the UK 

for the first time. The government adopted a law which significantly changed the investment 

strategy of pension funds. Until the year of 1999, pension funds, i.e. investment goliaths, were 

not allowed to build their investments according to non-financial criteria. The law of 1999 

changed it. That was a turning point for the investment world. The investment decisions thus 

obtained an ethical dimension (Sparkes, 2002, p. 13). The UK was a pioneer in socially 

responsible investments regulations followed by Belgium, France, Australia, the Netherlands, 

the US, Germany and Sweden (Renneboog et al, 2008, p. 1727). In conclusion, socially 

responsible investments gained an increased support in the regulatory environment around the 

world. 

 

Thus, the increasing awareness of the society of environmental problems, human rights issues 

and so forth, triggered significant growth of socially responsible investments around the 

world. However, before talking about the recent development of social investments let us 

clarify this concept. As previously mentioned, there is no unique definition in the scientific 

world. Therefore, different versions could be found throughout the literature. After 

interviewing fifteen SRI Managers, Fox (2004, p. 7) stated that “Socially responsible 

investing is an investment approach that integrates social and environmental concerns into 

investment decisions” through a “process of identifying and investing in companies that meet 

certain standards of corporate social responsibility”.  It goes in line with the definition of 

socially responsible investments given by Sparkers in his book Socially Responsible 

Investments: Global Revolution. He also emphasizes that the social investing philosophy 

combines social and environmental objectives together with financial ones (Sparkers, 2002, p. 

25).  Eurosif adds governance issues to the field of SRI’s. It is interesting to notice that, 
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according to this organization, if some socially responsible investment activity is proven to be 

erroneous, by law, it cannot be treated as an SRI anymore (Eurosif SRI Study 2010, p. 8). By 

this, Eurosif emphasizes that socially responsible investing should always be ahead of 

regulations. To sum up, socially responsible investments is a concept which integrates the 

investor’s desire to gain future profit, his/her awareness of social, environmental and 

governance problems, and willingness to bring a contribution toward the improvements in 

these spheres. 

3.1.2. Screening Criteria of Socially Responsible Investments 
 

As could be logically concluded from the definitions given above, there are numerous 

screening criteria used in socially responsible investments. Some investment institutions use 

many screens in order to select appropriate investments, whereas others are satisfied by using 

only one or a few of them. There are findings that suggest that the biggest number of screens 

are used in the UK, where that of investment funds is 9.52, next goes US funds with 8.14, 

then continental Europe and the rest of the world with 6.62 and 5.59 respectively. The average 

number of screens used in the world to select socially responsible investments is 7.12 

(Renneboog et al., 2006, p. 35). 

In the first stage of creating an investment portfolio, a financial analysis has to be performed. 

Through utilization of various financial indicators, namely the P/E ratio (price to earnings), 

ROE (return on equities), analysis of cash flows and so on, investors can identify profitable 

investments. After this procedure, potential investments go through social analysis for 

different criteria (Fox, 2004, p. 16). As an alternative to financial analysis, screening criteria 

could be applied on a chosen asset pool, for instance the index Dow Jones Industrial. All 

existing screening criteria could be divided into two sub-categories: positive and negative 

screens. Positive screens imply factors which are favorable for investors, so they will seek for 

them. Sometimes together with the positive screening approach “best-in-class” applies. It 

implies selecting top-performing companies in an industry or sector regarding SRI screening 

criteria. In turn, negative screens indicate factors which investors want to avoid while creating 

their investment portfolio. In the same time, negative screens are the oldest and most used in 

the basic SRI strategies (Renneboog et al., 2008, p. 1728). 

 

Different men, different minds; different investors, different screens. Indeed, among plenty 

existing screening criteria investors may pick one or many of the most appropriate for 

him/her. Renneboog et al. list SRI screens used by different investment funds: 

 

Negative screening criteria 

- also referred to as the first generation of SRI screens; avoidance of investing 

 

 Tobacco – manufacturers and tobacco products 

 Alcohol – firms producing, marketing or promoting alcohol consumption 

 Gambling – investing in casinos and suppliers of gambling equipment 

 Defense/weapons – production of weapon or firearms for personal usage 

 Nuclear power – manufacturers of nuclear reactors or related equipment and companies 

operating nuclear power plants 

 Irresponsible foreign operations – firms with investments in government-controlled or 

private firms located in oppressive regimes (for ex. Burma or China), firms which 

mistreat the indigenous people of developing countries 
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 Pornography/adult entertainment – pornographic magazines publishers, production 

studios where offensive video and audio is being produced, major sponsors of graphic 

sex and violence on television 

 Abortion/birth control – providers of abortion, manufacturers of supporting drugs, 

insurance companies which pay for elective abortion companies. Providing support to 

Planned Parenthood 

 Labor relations and workplace conditions – firms exploiting their workforce and 

sweatshops 

 Environment – producers contributing to global warming, and producers of toxic 

products 

 Corporate governance – firms involved in marketing scandals, consumer fraud, and 

antitrust violations 

 Human rights –  firms involved in human rights violations 

 Animal testing – firms using animals on their end products, producing hunting/trapping 

equipment, firms which are complicit in animal testing 

 Biotechnology – firms developing or promoting genetic engineering for agriculture 

applications 

 

To sum up, the factors listed above are not desirable for those investors who are willing to act 

socially responsible. Thus, they would avoid investing in companies related to these activities. 

 

Positive screening 

- also known as the second generation of SRI screens; seeking for investing 

 

 Labor relations and workplace conditions – firms with strong union relationships, 

employee empowerment, and/or employee profit sharing 

 Environment – companies with proactive involvement in recycling, waste reduction, and 

environmental clean up 

 Corporate governance – companies with “best practices” in board independence and 

elections, independence of auditors, executive compensation, options expensiveness, 

rights of voting and/or other governance issues 

 Business practice – firms committing to sustainability by investing in R&D, quality 

assurance and product safety 

 Employment diversity – organizations adopting an active policy related to the 

employment of women, minorities, gays/lesbians, and/or disabled persons who ought to 

be represented amongst senior management  

 Human rights – investing in firms which promote human rights standards 

 Animal testing – respectful treatment of animals 

 Renewable energy – utilization of renewable energy sources to produce power 

 Biotechnology – firms supporting sustainable agriculture, biodiversity, local farmers, and 

industrial applications of biotechnology 

 Community involvement – entities which invest actively in the local community through 

sponsor charitable donations, employee volunteerism, and/or housing and educational 

programs 

 Shareholder activism – SRI funds that try to influence company actions by direct 

dialogue with management and/or voting at Annual General Meetings 

(Renneboog et al, 2008, p. 1729) 

 



 

 

 

17 Chapter 3: Ethical Investments 

To sum up, the factors listed above are desirable for those investors who are willing to act 

socially responsible. Thus, they would seek to invest in companies related to these activities. 

 

The third generation of SRI screens is known as the triple bottom line approach (Renneboog 

et all, 2008, p. 1728). This approach is relatively new in the process of SRI screening. It 

integrates sustainable development in economic prosperity, environmental quality and social 

responsibility (Fox, 2004, p. 9). This approach was developed in order to measure 

performance of companies’ activities in these spheres. In other words, a company doing 

business should be concerned about people, the planet and profit. Thus, conducting business 

is not just about receiving money and investing in the environment or society ex ante; it is 

about conducting sustainable business from the beginning.  

 

The fourth socially responsible screens generation combines the sustainable approach 

described above with shareholder activism (Renneboog et al., 2008, p. 1728). Shareholder 

activism is a concept of utilizing shareholders’ rights in attempting to influence companies’ 

management. The most known types of shareholder activities are: publicity, dialogue and 

filling of shareholder resolution (Sparkers, 2002, p. 30). Like this shareholders, especially 

investors, try to bring change in the business process regarding the environment, society and 

economy. 

 

Indeed, there are many factors which define whether investments could be treated as socially 

responsible or not. However, many important players on the socially responsible investment 

market highlight one tendency. According to the chairman of the United Nations Principles 

for Responsible Investments: “One of the major investment trends in the decade ahead will be 

the integration of environmental, social and corporate governance (ESG) into investment 

analysis, decision-making and stewardship” (FTSE, 2012). The US Forum for Sustainable 

and Responsible Investment (US SIF) shares the same opinion. They state that the most 

common screens used by responsible investors are environment, social and governance. 

Though, besides these three categories, they use screening for products. In environmental 

screening the most popular are climate/clean technologies and pollution/toxics. Regarding 

social issues investors screen for community development, diversity and equal employment 

opportunity, human rights, and labor relations. Screening for governance performance 

concerns board issues and executive pay. Products screening includes factors such as alcohol, 

animal testing, defense/weapons, gambling, and tobacco (US SIF, 2012). 

 

As was shown above, numerous screening criteria exist. However, the three main categories 

which are of great importance on the investment market nowadays are environment, social 

and corporate governance.  These three categories are used most frequently by investors in the 

continuously developing industry of socially responsible investments. 

3.1.3. Financial Performance of Socially Responsible Investments  
 

As was mentioned above, socially responsible investments have gained popularity among 

investors. Indeed, according to a report of US SIF (2010a), in the beginning of the year of 

2010, there were around 3.07 trillion dollars of investments following SRI strategies under 

professional management in the US, to compare with the year of 1995 when this amount was 

equal to 639 billion dollars. This makes a massive 380 percent difference. In the same time, 

total assets under professional management increased 260 percent during the same period, 

from 7 trillion to 25.2 trillion dollars. Moreover, during the recent crisis SRI assets had 

grown, while the overall assets remained flat (US SIF, 2012). The SRI sector in Europe is 
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increasing as well. The Eurosif reports that European SRI reached 5 trillion euro in the end of 

2009. In addition, SRI’s showed noticeable robustness during the financial crisis (Eurosif, 

2012). Recently, the utilization of investment indexes has increased. Almost all the biggest 

financial agencies in the world have already launched SRI indexes: FTSE 4Good, Dow Jones 

Sustainability Index, Calvert Social Index, MSCI Global Socially Responsible Index and so 

on. However, the most popular way of investing is funds. 

 

The fast developing sector of socially responsible investments attracted the attention of 

scientists. There are different opinions in the academic society about financial performance of 

socially responsible investments. Some scholars believe that investors pay for being ethical. It 

means that they do not obtain any superior return, or even lose on these investments. At the 

same time, others say that due to the combination of financial and ethical objectives in social 

investments, investors could earn the same as conventional investors or even more.  

 

Below, a review is given of existing studies regarding financial performance of socially 

responsible investments, divided in three groups according to the results of the studies. The 

first group describes studies which show that SRI’s perform better than conventional 

investments; the second consists of studies providing equal performance; the third group is 

about studies with lower SRI performance. There are numerous studies representing various 

or sometimes even counter-opinions in the socially responsible investments’ sector. Due to 

space and time limitations only a few of them will be presented here. The presented studies 

are the most recent and relevant for this thesis work in our opinion. 

Positive Effect of SRI’s 
 

One of the current studies compares the performance of 60 investment funds allocated in four 

countries: the UK, Germany, Sweden and Holland. Half of this amount is ethical investment 

funds which is matched with conventional funds for comparison. Kreander et al. (2005) 

applied a matching approach which is common in these kinds of studies. In particular, 

matching based on four criteria; age, size, and country and investment universe was used. The 

sample was examined during the period of January 1995 to December 2001. The researchers 

obtained weekly returns from each fund during the period of research. As a result, they found 

that the average weekly return of ethical funds was equal to the average weekly return of non-

ethical funds. Regarding risk, they found that ethical investment funds were less risky 

compared to their non-ethical counterparts. Then the risk-adjusted Sharpe, Treynor, and 

Jensen measures were utilized, which are regular measures of financial performance in SRI 

studies.  

 

Three different benchmarks were used to evaluate performance: a national benchmark, an 

international one and a two-index model. On average, most ethical funds had greater results of 

the Sharpe, Treynor and Jensen measures than their non-ethical counterparts. However, these 

differences were not significant. Moreover, 10 ethical funds outperformed the non-ethical 

funds according to all four utilized performance measures. Regarding type of strategy adopted 

by funds, the results showed that funds with international strategy outperformed funds with 

domestic strategy. Something interesting to notice is that managers of funds with higher 

performance charged higher fees (Kreander et al., 2005). 

 

The next recent study in the socially responsible investments sector was made by Statman in 

the year of 2006. His study is one of very few studies existing nowadays which examines the 

performance of socially responsible investment indexes, namely the Domini 400 Social Index 
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(DS 400 Index), the Calvert Social Index, the Citizens Index and the US portion of Dow Jones 

Sustainability Index. The time-frame of study was from May 1990 until April 2004. After 

returns of the SRI indexes were obtained, it was compared to a conventional one, namely the 

S&P 500 Index. 

 

The findings showed that the monthly alpha of Domini 400 Social Index outperformed the 

conventional one during the whole period of research, although the superior performance of 

its returns was not noticed in all sub-periods (it changed in January 1999). The Sharpe ratio of 

the DS 400 Index was also higher than the ratio of the conventional index. The Citizens Index 

performed better than the benchmark since the time of its creation (January 1995) until the 

end of the period of research. On the other hand, the DJ Sustainability Index, launched in 

September 1999, underperformed the S&P 500 Index until April 2004. The same situation 

happened with the Calvert Index, which was founded in May 2000, although it outperformed 

other SRI indexes in this period. In general, all socially responsible investment indexes 

brought higher returns than during the boom of the late 1990s, but started losing in the early 

2000s (Statman, 2006) 

 

This study is an improvement of Statman’s study made in 2005. It gave similar results 

showing that an SRI Index outperformed a conventional one, however the difference was 

insignificant. The advantage of Statman’s studies is the utilization of investment indexes. 

There are not that many studies exploring the financial performance of SRI indexes, but rather 

funds. Due to the increased popularity of investment indexes, the importance of studies 

providing information about its performance is growing. However, there are also some 

shortcomings in the study. For instance, the indexes compared represent different agencies, 

meaning that the screening criteria applied differ. Thus, the comparison is not completely 

correct. It would have been a better comparison matching conventional indexes. 

 

The next study by Weber et al. in 2011, finds that SRI investments could perform better than 

conventional investments. The study examines the performance of 184 ethical funds taken 

from the Bloomberg database. The MSCI World Index represented the conventional 

investment universe. For both socially responsible funds and the conventional index, monthly 

returns were obtained. They were collected for the period from April 2003 until March 2009. 

The whole period was divided into two sub-periods: bullish from April 2003 until May 2007 

and bearish from June 2007 until March 2009. (A bullish market implies an upward trend of 

the market, and a bear market implies a downward trend of the market (Nicholson, 2010).) 

Then cross-correlations of time-series of the funds and the index were applied.  

 

The results show that the socially responsible investment funds had higher returns than the 

MSCI World Index during the whole period of research. Differences in returns between the 

SRI funds and the MSCI World Index were higher in the bullish market compared to that of 

the bearish market. Moreover, a t-test showed that the difference was statistically significant. 

However, it was found that the returns of the SRI funds had high correlation with the returns 

of the conventional part. That suggested that the returns of both the SRI funds and the MSCI 

World Index are influenced by the “general external impact” (Weber et al., 2011, p. 14). In 

addition, a volatility analysis was performed. It showed that the SRI funds had higher 

volatility than the conventional index in the bearish period, and slightly lower volatility than 

the MSCI World Index in the bullish period. There was a statistically insignificant difference 

though. On the other hand, the coefficient of variation, showing risk compared to return, 

implied that SRI’s are riskier than conventional investments. The average coefficient of 

variation was slightly higher for the socially responsible investments during the whole period. 
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At the same time, in the bear market, the SRI’s were a bit less risky than the conventional 

investments. However, it was significantly more risky to hold the SRI’s in the bullish period.  

 

The results of the study clearly state that socially responsible investments could generate 

higher returns in comparison to conventional investments during a financial turmoil. It also 

provides information about the behavior of investments during different types of markets, i.e. 

bullish and bearish, which could help investors. At the same time, the universe of socially 

responsible investments could be discussed, as it consists of funds classified as socially 

responsible by funds themselves.  

 

Japanese SRI funds were examined for resistance to the financial crisis in comparison with 

conventional funds in a study by Nakai et al. made in 2011. An event study was performed in 

this work where Lehman Brothers bankruptcy was studied. This event had happened in Japan 

on the 16
th

 of September 2008 due to the public holiday on the 15
th

, when the market was 

closed. The whole period of research lasted from the 7
th

 of February until the 17
th

 of 

September in 2008. After the screening procedure the sample consisted of 2136 conventional 

funds and 64 SRI funds. As a market benchmark the Tokyo Stock Price Index (TOPIX) was 

used.  

 

The results show that the Average Cumulative Abnormal Returns (ACAR) of both socially 

responsible investment funds and conventional funds, was negatively affected by the 

bankruptcy of Lehman Brothers. However, the ACAR of the SRI funds was less negative (-

0.0034) than the ACAR of the conventional funds (-0.0112). Moreover, the difference 

between returns was statistically significant. Then the authors performed analyses for factors 

which could affect performance, namely age of fund and strategy type (domestic or 

international), but no strong relationship was found.  

 

This study is limited by geography, due to analysis of quite closed Japanese markets. 

However, it provides evidences that socially responsible investments could perform better 

during financial disasters. At the same time, the study could be improved by utilization of a 

matching approach for comparison. 

Neutral Effect of SRI 
 

In turn, Bauer et al. (2005) have not found any significant difference between returns of 

socially responsible funds and conventional funds. In their study, data collected from 103 

socially responsible investment funds located in Germany, the UK and the US were used. 

Moreover, in order to mitigate overestimation of average performance, dead funds (those that 

were closed during the period of research) data were also involved in the analysis. The period 

of study was defined from 1990 until 2001. The matching approach, mentioned above, was 

utilized in the procedure of comparison of funds based on such factors as age and size.  For 

each ethical fund at least three matched conventional funds were selected.  

 

Together with the regular approach for examining financial performance, i.e. the CAPM 

model, a multifactor model, namely the Carhart 4-factor asset-pricing model, was utilized. As 

was mentioned above, the results of the study do not provide any evidence of existence of 

significant differences in returns. The study is performed on a high scientific level. In 

addition, it provides facts about different kinds of strategies applied in SRI and conventional 

funds. An interesting finding is that the SRI funds performed slightly worse than conventional 
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funds from the moment of creation until the late 1990s, when its performance started 

matching the performance of conventional funds.  

 

Similar results were found by Bauer et al (2006) on the Australian market; the difference in 

performance between socially responsible and conventional funds was insignificant. These 

findings are supported by more recent work of Bauer et al. (2007) who examines Canadian 

investment funds. Socially responsible funds performed on the same level as conventional 

funds (see overview in Renneboog et al., 2008, p. 1736). 

 

Regarding regional performance, the study of Bello (2005) goes in line with the previous one. 

He examined the performance of US investment funds. Consequently his sample consisted of 

42 SRI funds and 84 conventional funds with domestic equities on the American market. The 

S&P 500 Index and DSI 400 were used as benchmarks. To compare performance the standard 

Jensen’s alpha and the Sharpe ratio were used. 

 

The author’s findings show that there was no difference regarding financial performance 

between SRI and conventional funds during the period of study from May 1994 until March 

2001. Moreover, he concluded that both SRI and conventional funds had the same level of 

portfolio diversification. However, it was found that SRI funds have more volatility than their 

conventional counterparts. At the same time, both groups of investment funds underperformed 

their benchmarks.  

 

The findings in Bello’s study is also proved by findings achieved in Statman’s study (2000), 

who is comparing performance of socially screened portfolios and conventional investments 

in the US. The average monthly alphas of investments differed insignificantly (see overview 

in Renneboog et al., 2008, p. 1736). 

 

According to a study published in 2004 by Schroeder, it is proved that socially responsible 

investments perform on the same level as conventional investments. The study analyzes 

financial returns of 30 US funds and 16 funds from Germany and Switzerland. In addition, the 

author investigated 10 SRI indexes. All funds and indexes have been examined in previous 

studies (Shroeder, 2004, p.  4). The period of research lasted from May 2000 until September 

2002. As benchmarks for the funds the S&P 500 and MSCI World Index were used. The SRI 

Indexes were compared to their conventional counterparts, for instance FTSE4Good Index 

and FTSE All-World Index. Standard measures for these kinds of studies were utilized in the 

analysis, namely the Jensen, Treynor and Sharpe ratios. 

 

The results support previous studies. 3 out of 15 German and Swiss funds had positive alphas, 

though they were not found to be significant. Similarly, only 1 fund out of 30 US funds had a 

positive, but insignificant alpha. However, 7 US funds out of 30 significantly underperformed 

the benchmark. Almost the same situation was recorded with socially responsible indexes. 6 

out of 10 SRI indexes had positive, but insignificant alphas. Thus, the vast majority of them 

performed equally with its conventional benchmark. It is interesting to notice, that most of the 

SRI indexes had a positive Jensen’s alpha, though it was insignificant (Schroeder, 2004). By 

this, Schroeder showed that investors do not have to pay a premium for investing socially 

responsible. Moreover, they do not have to expect lower profit than conventional investors. 

  



 

 

 

22 Chapter 3: Ethical Investments 

Negative Effect of SRI 
 

A totally different opinion was expressed in the work of Galema et al. (2008). The authors 

believe that SRI investments have a significantly negative effect on financial returns. They 

explain that opposite findings achieved before is due to errors implied in the utilized 

regression models with risk factors. According to the authors, SRI and non-SRI funds with the 

same risk level might have different book-to-market ratios due to excess demand on SRI 

funds. In the context, the regression model of Fama and French is one of the most popular of 

this kind of studies. This means that “the exposure to the factor reflecting the influence of the 

book-to-market factor is independent of the risk profile of the underlying cash flows” (Galema 

et al., 2008, p. 2). Thus, the trade-off between financial and SRI performance is partly 

captured by the book-to-market ratio. The second error bearing by previous researches relates 

to SRI conceptualization. Galema et al. state that different components of SRI could 

differently affect performance. That is why different relationships between SRI and financial 

performance were found in existing literature (Galema et al., 2008, p. 2). 

 

In their study the authors formed 12 SRI portfolios based on six KLD Research & Analytics 

Inc screens and assessed their financial performance for the years of 1991-2006. After that the 

researchers performed a series of regressions to test how KLD scores affect the excess returns. 

Then they checked the influence of the scores on firm value regarding the pooled book-to-

market regressions (Galema et al., 2008). 

 

Having utilized the standard Fama and French model the authors found similar results as 

previous studies:  the SRI portfolio did not significantly outperform the conventional 

portfolios. Then the authors analyzed the influence of SRI scores on the book-to-market ratio. 

The researchers found that diversity and environment have negative effects on the book-to-

market ratio, while governance is influenced positively. The general conclusion was that 

SRIs’ have a lower book-to-market ratio and do not generate positive alphas. Thus, the 

authors concluded that diversity, environment and product screens have a significant negative 

influence on the book-to-market ratio (Galema et al., 2008).  

 

The study of Goldreyer et al. (1999) provides similar results on the American market. They 

compared 29 SRI funds with 20 non-SRI funds, and the Jensen’s alphas of the socially 

responsible investments were lower (and negative) than those for the conventional funds (see 

overview in Renneboog et al., 2008).  

 

The Galema et al. findings are supported by findings of Renneboog et al. (2008), who found 

that SRI funds from various parts of the world underperformed their domestic benchmarks. 

The authors used a database consisting of socially responsible and conventional funds from 17 

countries representing three regions: Europe, North America and Asia-Pacific. Various 

databases were used to gather data about mutual funds, for instance S&P Fund Service and 

Bloomberg. The final sample consisted of 440 SRI funds, including live and dead equity 

mutual funds. The benchmark part, conventional funds, comprised 16036 live and dead equity 

mutual funds.  

 

The Capital Asset Pricing Model and the four-factor model utilized in the analysis yielded 

similar results: socially responsible investment funds performed worse than their benchmarks. 

For almost all countries, alphas for SRI funds were lower than those for conventional funds. 

Moreover, for a number of countries, namely the US, the UK, France, Ireland, the 

Netherlands, Sweden, Canada, Japan and Malaysia the four-factor alphas for SRI funds were 
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significantly negative, though it was only statistically significant for four countries 

(Renneboog et al., 2008, p. 308). After controlling returns on the dependence of management 

fees, the results still showed that SRI portfolios underperformed their domestic benchmarks 

by more than 3% and performed worse than conventional funds. In addition, it is interesting to 

notice that the authors found a negative influence of social and corporate governance screens 

on financial performance (Renneboog et al., 2008). Thus, Renneboog et al. (2008) are 

supporting by their study the opinion that socially responsible investors from all over the 

world pay a price for being good. 

 

Having analyzed existing studies in the field it could be roughly concluded that socially 

responsible investments performed worse than conventional investments in the “emerging” 

phase which lasted until the late 1990s. Then they caught up and had equal performance with 

conventional funds. Consequently, in the late 2000s SRI’s showed outperformance of 

conventional investments. However, it is complicated to give a clear conclusion on SRI 

performance as the evaluation methods utilized by scientists are quite distinct. In addition, 

existing studies use different time periods, samples and benchmarks. Thus it is difficult to 

compare performance and draw conclusions on an international level.  

3.2. Faith-based Investments 
 

To compare with socially responsible investments, the objective for investors who want to 

invest in a faith-based investment is that they do not want to do something that is not in 

accordance with their religion. This can in some cases mean to accept a lower return.  

 

The main exclusions of companies according to the criteria of faith-based investments are: 

alcohol, tobacco, gambling, weapons etc. (Krokinsky & Robins, 2008, p. 31). All major 

religions have created doctrines based on initial ideas of ethical investments. In these 

doctrines it is stated what should be included or excluded in a faith-based investment to 

interpret their holy scriptures, but the above can be said to be the general view.  Faith-based 

investments were, as previously mentioned, pioneers for screening criteria that many of the 

socially responsible investments techniques are using today, as well as being pioneers for 

investor networks. Some of the most important networks are the Interfaith Center on 

Corporate Responsibility and the Interfaith Investment Group, which was founded in 2005. 

Their aim is to spread the religious values through the capital markets (Richardson, 2008, p. 

112-115). 

 

The largest religions that offer faith-based investments are: Islamic, Catholic, Lutherans, 

Methodist and Mennonite (Forte & Miglietta, 2007). These are based on similar screening 

criteria, as mentioned above, although they can differ because of differences in beliefs and 

their holy scriptures. The first modern faith-based fund was created in 1971 by two Methodist 

ministers, and it is called Pax World (Landier & Nair, 2009, p. 18). 

 

The religion in focus for this thesis is, as already presented, the Islamic Shariah-compliant 

investments (SCI’s). It is the religion that has adopted the most comprehensive and 

disciplined approach to apply religious principles to investments (Tarantino & Cernauskas, 

2010, p. 253). It will be described in the section to come, where size of the industry, financial 

instruments, and screening criteria will be examined further. 
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3.2.1 Shariah-compliant Investments 
 

The Islamic financial industry amounts to USD 1 trillion. This is, as can be concluded from 

the introduction to this chapter, only a small part of the global financial industry. Yet, it is of 

importance, as it has a growth rate of around 15-20% annually (Ilias, 2008; Zawya, 2011).  

 

Islamic finance is following a different type of banking system compared to that of the 

conventional one. The Islamic banks were created during the 1960s-70s, but at that time they 

were still illegal (Nehavnilawar, 2010). In 1975, the first legal non-governmental Islamic bank 

was created in Dubai (Warde, 2000, p. 75). This makes Islamic finance much younger 

compared to the conventional system, but can be found through many parts of the world. 

Some countries have dual-banking systems, such as Malaysia and Pakistan, whereas others 

have fully-fledged Islamic financial systems (Yakcop, 2003). In some countries that are non-

Muslim countries, there are banks who offer Shariah-windows, i.e. the bank can offer a few 

selected Shariah-compliant products (Solé, 2007). Shariah-compliance means that it is in 

accordance with Islamic law, i.e. that the holy Quran is followed.  

 

So, how does Islamic finance work? It is more than just the avoidance of interest, as is often 

the main perception of Islamic finance. It has some main principles that have to be followed: 

 

 Halal activities should be encouraged, since halal means “lawful” and means that all 

actions should be in accordance with the Quran. 

 Riba, or interest, cannot be part of a financial transaction because it is seen as usury. 

 Gharar cannot be part of a financial transaction because it means that uncertainty, risk, 

and/or speculation are present (Warde, 2000, p. 144). 

 

Some other concepts that are of importance are: 

 

 Profit-and-loss sharing (PLS), which implies that profits and losses should be shared 

between the parties so that no one gets hit hard if there is an occurrence of loss (Warde, 

2000, p. 5). It is similar to venture capital in the conventional banking system, and can be 

found either as Mudaraba or Musharaka. So, a partnership is formed, and when it is up 

and running, the bank get a part of the profit as payment (Warde, 2000, p. 135). 

 Zakat, or almsgiving, means redistribution of wealth. According to the Quran one should 

give to those who are in need in order to improve their lives (Warde, 2000, p. 144). 

 

The Shariah-compliant financial instruments used for investing are modifications of 

conventional financial instruments, which is necessary in order for them to fit with the Quran. 

Some of them are presented below: 

 

 Sukuk can be called Islamic bonds. Interest cannot be earned since it is against the Shariah 

law. Instead, to get returns from these, the underlying assets have to increase in value 

(Iqbal & Mirakhor, 2007, p. 177). Another type of Islamic bond is the muqarada. Here, the 

bank creates bonds that will finance a specific project. This then leads to a state of profit-

and-loss sharing (Warde, 2000, p. 143). 

 

 Mark-up schemes, e.g. Murabaha can be said to be the equivalent of an interest bond loan. 

An example would be that of buying a house. The process is that the customer goes to the 

bank, who in its turn buys the house for the customer. In excess of the cost of the house, 
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the client also has to pay a fee (Warde, 2000, p. 133).  

 

 Ijara is the same as leasing, meaning that the customer has to pay a specified fee for using 

an asset that the bank leases (Warde, 2000, p. 134-135). 

 

 Salam is similar to the conventional derivatives, e.g. future dates for buying and selling an 

asset, when assets are to be delivered etc. (Iqbal & Mirakhor, 2007, p. 183-184). These 

may sound a bit contradictive since there is presence of gharar, or uncertainty. However, 

those kind of underlying assets are excluded (Warde, 2000, p. 139-140).  

 

 Islamic mutual funds work more or less as their conventional counterparts. Investors pool 

their investments to a common fund, and in that way profits can be bigger. However, here 

screened out companies are excluded (Warde, 2000, p. 141-142). 

 

 Shariah-compliant insurance schemes differ somewhat to conventional insurance schemes. 

The general principle in Islamic insurance is that of takaful, or solidarity/mutual 

guarantee. This in turn has been combined with profit-and-loss sharing, mudaraba (Warde, 

2000, p. 147-148).  

3.2.2. Screening Criteria for Shariah-compliant Investments 
 

The previously presented and other Shariah-compliant financial instruments have passed 

through different screening filters in order to comply with the Quran. There is no generally 

accepted standard of a screening filter, but they rely on the same main principles. Looking at 

some of the largest index agencies, e.g. NASDAQ OMX, Dow Jones, and S&P, they all show 

the following criteria for screening: 

 Alcohol 

 Pork-related products 

 Conventional financial services 

 Entertainment 

 Tobacco 

 Weapons and defense 

 

This is also what we usually have seen this far from different sources such as articles, books, 

and web-pages. 

 

NASDAQ OMX also states the following: “Financial Screens - Reviewed on a quarterly 

basis, companies must meet the following financial ratio screens: 

 The collective amount raised as loan on interest, whether long-term or short-term, should 

not exceed 30% of the company’s market capitalization 

 The total amount of interest bearing deposits, whether long-term or short-term, should not 

exceed 30% of the company’s market capitalization” (NASDAQ OMX, 2012) 

Dow Jones states the following on their webpage about the financial screens: “All of the 

following must be less than 33%: 

 Total debt divided by trailing 24-month average market capitalization 
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 The sum of a company’s cash and interest-bearing securities divided by trailing 24-month 

average market capitalization 

 Accounts receivables divided by trailing 24-month average market capitalization” (DJ 

Indexes, 2012). 

 

Al Meezan Investments also mentions different ratios that cannot be passed in their screening 

criteria of equity securities. To mention a few: 

 Debt to Asset ratio should be less than 37%. 

 The ratio of non-compliant investments to total assets should be less than 33% (Al 

Meezan Investments, 2012). 

There are also companies, such as IdealRatings who provide companies who are spread 

worldwide with screening solutions. There is also the Accounting and Auditing Organization 

for Islamic Financial Institutions (AAOIFI) who is a non-for-profit organization who prepares 

accounting, auditing, governance, ethics and Shariah standards for Islamic financial 

institutions and the industry (AAOIFI, 2012). However, they are both operating according to 

their own rules as well as standards. 

So, as can be seen from above, there is no general rule for screening for Shariah-compliance. 

This is something that we believe needs to be established. This is the same as was shown with 

socially responsible investments: no standardization regarding screening criteria exists. Thus, 

developing a standard approach for selecting socially responsible and faith-based investments 

might be useful for academics and investors. 

In the problem background we introduced the confusion of what type of investment, 

conventional or Shariah-compliant, that performed better. In order to come further in this 

thesis we need to look at the main parts of the previous research on the topic. 

3.2.3. Financial Performance of Shariah-compliant Investments 

Islamic Banking  
 

In the first part of this section the performance of the Islamic banking industry will be 

presented. Looking at bank performance may seem a bit off, given that we are going to 

analyze financial performance by utilizing indexes. However, we saw it as interesting to 

include bank performance in our study as it can provide us with some insights of the market. 

It can also give us a taste of how Shariah-compliant investments are doing in general. 

 

During the time of the financial crisis, vivid discussions about how harmful the conventional 

banking system could be to both individuals and companies grew. At the same time, 

discussions about the Islamic banking system arose. Countries using Islamic banking, such as 

Egypt and Saudi Arabia had coped better during the financial crisis. Islamic banks could to a 

large part be unaffected by the financial crisis because they “do not deal with in-debt trading 

and distances itself from market speculation that takes place in European and American 

banks” (Al-Hamzani, 2008).  

 

Asean affairs (2008) showed that the impact of the global financial crisis on Malaysia was not 

as severe, and the affairs in their Islamic financial system kept being positive. It was actually 

listed as one of the ten countries who was least affected in the world by the crisis (Business 

Pundit, 2008). The decrease they experienced rather depended on a decreased demand for 
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their products on the international market. They had also diversified their investments on 

different kinds of markets, helping to keep down the impact of the crisis (The Malaysian Bar, 

2010). Pakistan for example, also escaped from a severe impact of the crisis. However, their 

economy was not the best at the time but it rather was due to their imbalanced account 

(Saleem, 2009).  

 

It has been shown that Islamic banking remained less affected compared to conventional 

banking, in general on a global perspective. Islamic finance even showed a growth trend. 

Aazim (2009) believes that these findings are due to that risk is shared and that interest is 

prohibited. He rather believes that what affects the Islamic banks is a domestic economic 

slowdown.  

 

Beck et al. (2010) continues the discussion about performance in Islamic and conventional 

banks.  First of all, in their study they find that there is not a big difference between 

conventional financial products and Shariah-compliant financial products. This may not come 

as a chock, since several authors present them to be modifications of conventional products 

(see section 3.2.1.). 

  

They then continue to dig into the subject of performance between banks in these different 

financial systems. The authors make a cross-country, cross-bank comparison of Islamic and 

conventional banks, taking into account in their discussion different factors that can affect the 

outcome. They find that Islamic banks seem more cost-effective than conventional banks. 

However, this does not hold in countries with dual banking systems. They also find that 

conventional banks operating in countries with more Islamic banks, are more cost-effective 

but they also experience more volatility.  

 

This leads to their main finding which is that there is “…consistent evidence of higher 

capitalization of Islamic banks and this capital cushion plus higher liquidity reserves explains 

the relatively better performance of Islamic banks during the recent crisis”. 

 

What can be found a bit questionable in their article is that they are using different sample 

sizes of conventional and Islamic banks. Also, as they mention in the section for future 

research, it would be good to include conventional banks with Shariah-windows in order to 

see the impact of these. 

 

Hanif et al. (2012) compares the performance of conventional and Islamic banks in Pakistan. 

Also in this study there are more conventional banks than Islamic banks, however, they justify 

why these banks have been chosen. The time span for the study, 2005-2009, has no 

justification. In order to draw more thorough conclusions, more years should be included.  

However, this is what they found:  when looking at profitability and liquidity, the 

conventional banks were doing better than the Islamic banks. This could be due to that 

Islamic banks have not operated as long as conventional banks. On the other hand, Islamic 

banks performed better when it came to credit risk management and solvency maintenance, 

indicating that they can cope better in a crisis and in general, that it is a strong system. 

 

This goes somewhat in line with the study of Parashar and Venkatesh (2010). The authors 

talked about the often adopted view that conventional banks perform inferior to Islamic 

banks, both before and during the global financial crisis. A reason for this could be that 

Islamic banks are mainly using asset-backed financing, meaning that there is always 

something to lean against if cash is needed. However, they also discuss that there are other 
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researchers who claim that it is not possible yet to conclude if Islamic banks are superior in 

performance compared to conventional banks.  

 

What the authors did in this study was comparing six different performance ratios of Islamic 

and conventional banks. The sample size was small, where only 6 conventional and 6 Islamic 

banks were used. However, the authors were aware of that this small sample could have 

implications for their conclusion, and suggested that the sample should be expanded.  

This was done during a time period of four years, i.e. 2006-2009, as well as divided in pre-

crisis and crisis sections. 

 

The authors find that the Islamic banks were superior when it comes to return on average 

assets and liquidity. At the same time they were inferior when it comes to capital ratio, 

leverage and return on average equity. All in all, for the four year period, they concluded that 

Islamic banks performed better in terms of profitability and capitalization than conventional 

banks.  

 

Hasan and Dridi (2010) did a study on conventional banks and Islamic banks to see how they 

were affected by the global financial crisis. They did this by looking at the impact on 

profitability, credit and asset growth, and external ratings for the years of 2008 and 2009. 

Countries that have both types of banks were chosen for the study, namely Bahrain, Jordan, 

Kuwait, Malaysia, Qatar, Saudi Arabia, Turkey, and the UAE. In total, 120 banks were 

included, where around one-fourth were Islamic. The Islamic banks in the test covered over 

80% of the Islamic banks in the world. When looking at the profitability, the authors found 

that in 2008, the Islamic banks performed better. However, in 2009, the profitability started 

declining in comparison to the conventional banks. This was probably due to weaker risk 

management. When looking at the credit and asset growth, again, Islamic banks performed 

better than the conventional banks. This result goes for both years. Also, the external rating 

agencies were in favor of the Islamic banks in most cases.  

 

It should be noted though, as the authors say themselves, that the results should be considered 

provisional. Because of the crisis, the impact would likely lead to an increase in 

nonperforming loans, as well as other things such as changes in asset quality etc. However, 

this article say something about the reaction one could expect if this would happen again.  

 

So, what can be said in general from these articles is that Islamic banks tend to perform better 

during times of crisis when it comes to capitalization and solvency. In some cases profitability 

is better, but not necessarily in all cases. It can depend on the general economy of the country, 

as well as the age of the bank that is being studied.  

Longitudinal Studies on Fund and Index Performance  
 

Following this first part we will now turn to studies made on different sorts of portfolios, 

including funds and indexes. 

 

Hussein and Omran (2005) made a study including indexes from the DJIMI, which stands for 

Dow Jones Islamic Market Index, where also the conventional counterparts were included. 

The dataset regarded the years of 1996-2003. What the authors wanted to research was the 

behavior of the DJ Islamic indexes. Two sub-periods were included in the study; a bull market 

and a bear market period. 
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The authors calculated the monthly returns on their data. After that, the authors wanted to 

look for long-term performance. Thus, the cumulative return (CR) and buy-and-hold return 

(BHR) were calculated. The authors used standard measures such as the Sharpe ratio, the 

Jensen measure and the Treynor ratio. Given these calculations, the authors could conclude 

that the Islamic indexes yielded economically and statistically significant positive abnormal 

returns, for the entire period as well as the bull market period. However, during the bear 

market period, negative performance could be seen in some cases. The authors remain 

confused of the reasons for this, but discuss happenings such as 9/11 and other events 

regarding the market.  

Elfakhani et al. (2005) made a study on Islamic mutual funds and their performance, 

including the years of 1997-2002. They used a sample of 46 Islamic mutual funds, which 

were classified into eight sector-based categories. Then, the performance of each fund and 

fund category was measured in terms of performance and compared to an Islamic benchmark 

index and a conventional benchmark index. This was done by calculating the total monthly 

returns for each fund and fund category, as well as for the S&P 500 Index which represented 

the conventional benchmark index. This was also done for the DJ Islamic Technology index, 

which represented the Islamic benchmark, and also for five FTSE Islamic indexes (Global, 

Americas, Europe, Pacific Basin, and South Africa). The authors then calculated the Sharpe, 

Treynor, Jensen, Fama, the Transformed Sharpe, and the Treynor-Mazury measures for 

performance purposes. This was followed by an ANOVA test on the hypothesis of means 

equality and another test for seeing the strength and directions of the difference in means. The 

authors’ conclusion was that the behavior of Islamic mutual funds does not differ from 

conventional mutual funds. In some cases the Islamic funds over-performed the benchmark, 

and in some cases they under-performed. However in general, Islamic and conventional 

investments do not differ. They also found that in market down-turns, Islamic investments 

performed better than conventional ones. That is their main message to investors. However, 

they also see the limitation of the time frame being studied and also the scope of the study. 

They suggest that when there is more historical data available, that a similar study should be 

conducted in order to make a more thorough conclusion.  

 

Girard and Hassan (2008) performed a study on the performance of Shariah-compliant 

investments. It included the years of 1999-2006. Indexes have been used for this study and 

they were the following: FTSE Islamic Global Index, the FTSE Islamic Asia Pacific Index, 

the FTSE Islamic Americas Index, the FTSE Islamic Europe Index, and the FTSE Islamic 

South Africa Index. The conventional counterparts of these indexes have also been used. The 

authors used the Sharpe, Treynor, and Jensen measures to calculate the performance. CAPM 

was calculated to look for variability, and was followed by a Johansen cointegration test to 

determine long-term relationships between the markets. The authors found no convincing 

performance differences between the Islamic and conventional indexes. In addition, risk and 

diversification opportunities were found to be similar. They also found that Islamic indexes 

are growth and small-cap oriented, whereas conventional indexes are more value and mid-cap 

oriented. So, the main conclusion was that there is no significant difference in performance 

between conventional and Islamic investments. The small differences that did occur were 

probably due to the different investment styles.  

 

One shortcoming of this study is that they should have tried to include the year of 2007, since 

the financial crisis happened in that year. However, it is also good to see studies made during 

calmer market situations.  
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Kok et al. (2009) made a study for the years of 2001-2007 where they evaluated the 

performance of Sharia-compliant investments. They did this by the use of indexes by 

comparing Shariah-compliant indexes to sustainability indexes and conventional indexes. The 

indexes used were: FTSE Global Islamic Index, Dow Jones Islamic Index, FTSE 100, Dow 

Jones Industrial, FTSE 4 Good Sustainability Index, and Dow Jones Sustainability Index. The 

Jensen, Treynor, and Sharpe measures were calculated. The authors could then conclude that 

including Shariah-compliant investments in their portfolio meant a significant improvement in 

terms of performance. Also, a reduction in risk was seen.  The authors also looked for 

correlation between all the indexes, to see if there would be diversification possibilities. When 

placing one index each from the three categories, it was found that diversification was 

achieved. Thus, the authors concluded that Shariah-compliant investments indeed can be used 

as a means of diversification of a portfolio. The authors are aware of the generalizability of 

their study. Something they did not mention in their limitations section is about the indexes. 

These indexes have different components meaning that it can be hard to draw conclusions. 

 

Beer et al. (2011) performed an empirical study where they wanted to look at the performance 

of faith-based and ethical investment products. This study included the years of 1998-2008, 

thus including both the dot-com bubble and the global financial crisis. First, the authors 

explored the risk and return characteristics of SRI’s and faith-based investments from the data 

of the following indexes: KLD Domini 400 Social Index (DS400), the KLD Catholic Values 

400 Index (CV400), and the Dow Jones Islamic Market U.S. Index (DJIM). Then they were 

compared to the S&P 500 Index. In order to analyze it, they used risk-adjusted measures such 

as the Sharpe and Treynor ratios. They also looked for correlation of all these ethical 

investments, but found a quite high correlation for them. It could be because of similar 

screening criteria applied for the indexes. Thus, diversification between them is not 

recommended. 

  

What about the performance? The authors found that the ethical- and faith-based investments 

performed better than the conventional S&P500. So, although there may be fewer companies 

included in the socially responsible and faith-based investment portfolios, it does not mean 

that the risk will be higher. This is due to that conventional portfolios may include companies 

who are dealing in high risk business areas.  

 

Aka (2009) at SEI Investments, did a study on the crisis years of 2007-2008. Indexes were 

used to see how Shariah-compliant equities performed compared to conventional equities. 

Dow Jones Islamic Developed World Index was put against the MSCI World Index. The 

findings were that since the beginning of the crisis in 2007, and during 2008 as well, the 

Islamic index kept increasing the gap from the underperforming MSCI index. The author 

states that this is probably due to the screening criteria in Islamic finance, where risky 

businesses are not allowed. Here “risky business” also includes companies with a high degree 

of leverage. As was already mentioned, in Islamic banks and finance, liquidity is seen as 

important. Aka states that when looking at individual funds, it is hard to say if any of them, 

conventional or Islamic, is better. However, when looking at indexes or portfolios, the low-

debt, non-financial, social-ethical approach of Shariah-compliant investments, have shown to 

be performing better during the crisis.  

 

Hoepner et al. (2011) made a thorough study of Islamic funds. They wanted to analyze the 

financial performance and investment styles of 265 Islamic equity funds from 20 countries. 

Given that these 20 countries are spread throughout the world, the authors wanted to decrease 

the impact on their study given differences in national, regional and global equity markets and 
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investment styles. By using a three-level Carhart model they would be able to control for this 

issue. The period of study was 1990-2009. This is a large enough time-span to be able to draw 

conclusions. When the study was conducted the authors did not find statistically significant 

findings that Islamic funds in general under- or outperform conventional equity markets. 

However, what they did find was that performance of funds depends on what market they are 

on. The authors used funds from the six largest Islamic financial areas (the Gulf Cooperation 

Countries and Malaysia). In this case, the funds outperformed the global equity benchmark. In 

countries with less developed Islamic financial services, the opposite occurred. They also 

found that the investment style of Islamic funds is leaning towards growth stocks, and that 

funds from Muslim economies are generally small cap. This is probably because it is against 

Shariah law to take large risks, and investing in larger companies that are well diversified can 

mean that it is harder to investigate if they are operating in forbidden sectors or not. 

According to Derbel et al. (2011), previous research had shown that the Islamic model of 

financing could reduce the effect of the financial crisis. They empirically tested the financial 

markets of the United States, France, Saudi Arabia and Indonesia to come to terms, for the 

years of 1997-2009. This was done by using the econometric model of Value at Risk. Their 

findings showed that conventional finance got more affected than markets based on Islamic 

finance, as indexes in the United States and France got reduced compared to Saudi Arabia and 

Indonesia. The authors state that “Unlike conventional finance which is periodically hit by 

crises of varying severity, Islamic finance can be regarded as a stable and efficient financial 

system to absorb shocks, and able to promote growth and job creation”. However, looking at 

the indexes they have chosen, they only state the name of the stock exchange (besides that of 

France), which makes it hard to know what index they have chosen. We assume that they are 

talking about national benchmark indexes, but we cannot know. Thus, this makes the results 

of this study a bit questionable.  

 

Alam and Rajjaque (2010) performed a study on equities in the European market. Their study 

included the years of 2006-2009. They wanted to see if Shariah-compliant equities performed 

better than conventional equities. This led to the constructing of three portfolios. The first 

portfolio was based on S&P Europe 350, as a representative for the whole market. The second 

one was based on S&P Europe 350 Shariah Index, and was the representative of the Islamic 

equities market. The third portfolio consisted of all the equities of the index, except for 

equities that had to do with the financial sector. They called them: S&P Europe 350, S&P-Fin, 

and Shariah. The authors calculated the return, and related it to the risk level of the portfolio. 

The Sharpe and Jensen measures were also calculated. 

 

The authors found that the Shariah-compliant equities portfolio outperformed the other two 

portfolios in this study, in all aspects of their analysis. However, it should be noted that this 

only holds true during the period of economic slowdown. It slightly underperforms when 

there is a period of economic boom. However, on an overall basis the Shariah portfolio was 

during the whole time, providing a higher return. They also found that the Shariah portfolio 

was less risky.  

 

Kamso (2009) states that there is a common mistake that people believe that Islamic 

investments are not performing as compared to their conventional counterparts. However, she 

states that Islamic portfolios can be as diversified as their conventional portfolio counterparts. 

According to previous research, a portfolio needs about 30-50 different company stocks to be 

well diversified. Turning to the main event of this study, Kamso uses the Dow Jones Islamic 

Market Index and compares it to its conventional counterpart, the Dow Jones World Stock 

Index. The study includes the year of 1999-2009. The monthly, cumulative, and rolling 3 
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years performance is investigated, and the result is the same for them all. They all have a 

similar performance, when looking at a long-term approach. However, in the short-term, 

performance could vary. So, the conclusion here is that Shariah-compliant investment can be 

as diversified and perform on par with conventional investments.  

 

Merdad and Hassan (2011) made a study on the performance of Islamic mutual funds in Saudi 

Arabia. It is a study that covers the years of 2003-2010. 143 Saudi mutual funds were used, 

where 96 of them were Islamic and 47 were conventional. They were then grouped into 

different portfolios based on: “1) the fund’s geographical focus (locally, internationally, and 

Arab focused funds) 2) the fund’s Shariah compliancy (Islamic and conventional funds) 3) 

different market trends (overall, bull, bear, and the recent financial crisis periods)”. The data 

came from indexes representing Islamic and conventional investments. For the Islamic the 

following was used: Global Index of the GCC Islamic index, MSCI World Islamic Index, and 

MSCI Arab Markets Domestic Islamic Index excluding Saudi Arabia. The conventional 

indexes used were: Tadawul All Share Index TASI, MSCI World Index IMI, and MSCI 

Arabian Markets Domestic Index excluding Saudi Arabia.  

 

The authors first presented the net asset values of the whole sample, where also income and 

growth were presented.  To further compare the Islamic and conventional funds, the Carhart 

four-factor model was used. Measures such as Non Risk-adjusted Returns, Jensen, Treynor & 

Mazuy were used. Regression showed that over the entire sample period, there was no 

statistical evidence that performance differed between Islamic and conventional fund 

portfolios in Saudi Arabia. Also, no difference could be found in the performance of the 

Islamic portfolio compared to either of the benchmarks, Islamic or conventional, regardless of 

the geographical location. So, the main conclusion is that anyone can invest in Islamic mutual 

funds, without missing out on performance for ethical or religious reasons.   

 

Walkshäusl and Lobe (2011) performed a study on Islamic index investing. As they perceived 

a lack of studies on indexes, they took an international approach and included a sample of 35 

developed and emerging markets for the years of 2002-2011. They wanted to see if Islamic 

indexes would unveil differences in performance compared to conventional investments. The 

return data was obtained from MSCI. The authors used a robust differences-in-Sharpe ratio 

test and time-series factor regressions controlling for market risk with the use of CAPM. They 

also did a Carhart multi-factor model.  The findings were that following the Sharpe test, there 

were no differences in performance between Islamic and conventional indexes. However, the 

positive alpha in the multi-factor model told a different story. During the financial crisis, and 

mainly regarding the US, the Islamic index performed better. This is due to that financial 

stocks are excluded in Shariah portfolios. The authors want to show that Muslims and ethical 

investors can choose Shariah-compliant investments without missing out on profits.  

 

The second part of the financial performance section shows some different results. Some of 

the studies say that there is no difference between Islamic investments and conventional 

investments, whereas others can see a difference during the financial crisis but not before it. 

Also, some of them say that during economic downturns other than the financial crisis, 

Islamic investments perform better. There are also some of the studies that say that Islamic 

performance has shown to be better at all times, although some say that they can vary in the 

short-term but not in the long-term. In some cases the performance depends on if it is a 

conventional or Islamic financial market, whereas some say that it does not matter. It has also 

been shown in several studies that risk is not an issue as many people might think. In some 

cases it has even been shown that risk is lower in Islamic investments. Shariah screens do not 
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allow for high risk companies to be included, and it has been seen that small cap is favored. It 

all seems to depend on investment style. All of this indicates that there are opportunities for 

diversification. 

 

So, what can be seen from previous research is that it is hard to say if the conventional or 

Islamic investment method is better for the investor in terms of performance, although the 

studies presented in this thesis seem to lean towards Islamic investments. Again, as far as we 

know, there are no extensive studies made on global benchmark indexes where indexes from 

several large index agencies are included. We hope to be able to fill this gap and make a 

contribution to this field.  

3.3. Hypotheses Development 
 

As was shown above, both components of ethical investments, i.e. SRI’s and SCI’s, can 

perform differently compared to conventional investments, probably since they have different 

screening criteria. However, since these studies were conducted in different countries and 

with different components, we cannot know what holds true in a general sense, since there 

were no substantial global studies made. Indeed, it was shown that there are different 

performances, where in the beginning of the ethical investment era they performed mainly 

worse compared to conventional investment, as was shown in some studies, for example those 

of Goldreyer et al.(1999) and Galema et al. (2008). However, with time they got more 

recognized because of the awareness of negative consequences of some businesses and their 

willingness to recompense. Consequently, performance of ethical investments compared to 

conventional investments improved, which more recent studies, such as those of Merdad and 

Hassan (2011), and Alam and Rajjaque (2010) have shown. Due to the lack of clarity 

regarding global ethical investments, rather than specific studies on ethical investments, our 

two first hypotheses arise:  

 

1
st
 hypothesis:  

 

Hypothesis A0: Socially responsible investments do not have a higher risk-adjusted financial 

performance than conventional indexes on a global basis. 

 

Hypothesis A1: Socially responsible indexes have a higher risk-adjusted financial 

performance than conventional indexes on a global basis. 

 

2
nd

 hypothesis: 

 

Hypothesis B0:  Shariah-compliant investments do not have a higher risk-adjusted financial 

performance than conventional indexes on a global basis. 

 

Hypothesis B1: Shariah-compliant investments have a higher risk-adjusted financial 

performance than conventional indexes on a global basis. 

 

 

As was discussed above, there is no clear statement about the relationship between socially 

responsible and Shariah-compliant investments, as they in some cases are even used 

interchangeably. We believe that these kinds of investments are correlated to some degree, but 

we believe that the level of correlation is low due to different screening criteria, leading to 

different compositions. If this is true, that the degree of correlation is low, then these two 
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kinds of ethical investments could be used separately for diversification purposes. Thus, the 

next hypothesis arises: 

 

3
rd

 hypothesis: 

 

Hypothesis C0: Socially responsible investments and Shariah-compliant investments are not 

correlated to a high extent. 

 

Hypothesis C1:  Socially responsible investments and Shariah-compliant investments are 

correlated to a high extent. 

 

 

As was seen above in sections 3.1.2 and 3.2.2, ethical investments have different screening 

criteria, which make us believe that they are not correlated. Given that we want to investigate 

whether a conventional investment portfolio can be diversified with the inclusion of ethical 

investments, the following hypothesis arises: 

 

4
th 

hypothesis: 

 

Hypothesis D0: Conventional investments and ethical investments are not correlated to a 

high extent. 

 

Hypothesis D1:  Conventional investments and ethical investments are correlated to a high 

extent. 

 

Thus, through further analysis we hope to reject the null hypotheses and find new ways of 

diversification of investment portfolios, as well as finding ways of achieving higher risk-

adjusted financial performance.  
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Chapter 4: Methodology 
 

In this chapter, the methodological assumptions of this thesis will be described. The chapter 

begins with the chosen research philosophy, followed by the research approach and research 

strategy. The time horizon and time-frames are presented, as well as the data collection 

methods and the characteristics of the data. Here a clearer view of the screening criteria will 

be presented, followed by the calculation process, and the chapter then ends with a section 

regarding the quality of our research. 

 

4.1. Introduction of Research Design 
 

Quantitative and qualitative research methodologies are well known in the scientific world. 

However, these two methodologies should be placed in a wider sociological theoretical 

framework. There are four sociological traditions in the sociological world which link general 

ontology and related theories of knowledge, data, and data collection. These traditions are 

presented as scientific naturalism, Marxism, constructionism and constructivism (David & 

Sutton, 2011, p. 75). Social scientific naturalism is also known as “scientism” due to the 

utilization of natural science principles in the society. In other words, it repeats the 

materialism of physical science in social science.  

 

In turn, Marxism highlights the ability of humans to resist and reflect control, despite being 

materialists. Within this tradition researchers put attention on systems operating in society, its 

forms of meaning and beliefs (David & Sutton, 2011, p. 75). Unsurprisingly Marxism was 

quite popular in the beginning and the middle of the 19
th

 century. Indeed, a lot of studies 

utilizing this tradition were made, where some of them regarded the economy in general and 

finance; “Value, Price and Profit” (Marx, 1865), “Capital Volume 1” (Marx, 1867), “Capital 

Volume 2” (Engels, 1967) and so on. However, there are also studies following this tradition 

in our days as well, especially in China; ”Marxist firm theory researches by Chinese scholars: 

an overview” (Guangwei et al., 2007), ”Marxist Theories of Enterprise Property Rights” 

(Xuangong , 2006) and so forth. 

 

The tradition of constructionism explores the creation process of a meaningful social reality 

by people themselves throughout interactions. Thus, the sense of order evolves through shared 

beliefs, not from real external “structures” (David & Sutton, 2011, p. 75). This tradition was 

used by Rutherford in his work “The social construction of financial statement elements under 

Private Finance Initiative schemes” (2003). The author performed a social constructionist 

analysis of the debates about financial statements mentioned in the title. The last sociological 

tradition, constructivism, highlights language structure characteristics which are treated as 

“having a determining effect on the ordering of social life and human subjects” (David & 

Sutton, 2011, p. 75). This tradition is the most frequently utilized in the sociological and 

psychological fields, for instance in the work of Vygotsky “Mind in Society” (1978) where he 

described the learning potential of humans. 

4.2. Research Philosophy 
 

As was stated above, each of the sociological traditions link ontology and related theories of 

knowledge, data and data collection within the chosen research approach (see table 1). In this 

way, the right identification of the related tradition would direct researches in following the 

appropriate ontology, epistemology and other methods. In relation to the purposes of this 
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thesis, it is clear that the tradition within which this work will be performed is naturalism. In 

other words, in order to examine the financial performance of ethical investment portfolios 

compared to conventional investment portfolios, methods of natural science for measurements 

and statistical analysis will be applied. Moreover, naturalism is the only sociological tradition 

which implies utilization of a quantitative research methodology. Thus, the naturalistic 

tradition will guide us further in the research methodology.  

 

Traditions Scientific naturalism Marxism Constructionism Constructivism  

Ontology Objectivism Historical& 

Dialectical 

Materialism 

Phenomenology Anti-humanism 

Epistemology Positivism 

(empiricism) 

Realism Interpretivism Linguistic self-

referentiality 

Methodology Quantitative Quantitative 

& 

Philosophical 

analysis 

Qualitative Qualitative 

Purpose  Prediction and control Explanation

& 

Emancipation 

Understanding Relativism 

Table 1: Theoretical traditions and their dimensions. Source: David and Sutton, 2011, p. 76 

The first stage of research philosophy is ontology. This branch of philosophy concerns 

questions of being; in other words, it is the theory of fundamental reality (David & Sutton, 

2011, p. 75). Four directions of this theory exist. Materialism is the main ontology of 

Marxism. Materialism explores mechanisms of causal processes in society (David & Sutton, 

2011, p. 77). Historical materialism was utilized by Macartney in “Finance Unraveled: A 

Historical Materialist Analysis of EU Public Policy” (2011). By using historical materialism, 

the author contextualized the financial crisis in Europe.  

 

Constructionism, in turn, utilizes phenomenological ontology. Phenomenology states that 

there is no single-valued meaning of the “real” world, and that it rather depends on our 

interpretation of it (Kalof et al., 2008, p. 19). Phenomenology is frequently used in studies 

which attempt to investigate humans’ feelings and attitudes towards something. As example 

could be seen studies which investigate ethical investors’ feelings, for instance “An 

Understanding of Corporate Social Investment within the Context of the SAPPI Forest 

Products Division in South Africa” (May, 2006). There, the author described corporate social 

investments of the company through phenomenological ontology. The author emphasized that 

“…using socially constructed views…” rather than observed facts “…will create an 

understanding of the research focus which will add to a body of knowledge and facilitate 

learning and development” (May, 2006, p. 31). On the contrary, constructivism rejects 

naturalistic explanations of social life and uses instead discursive (cultural) determinism. In 

other words, constructivists’ anti-humanism attempt to explore social life focusing on 

linguistic structures and meaningful systems (David & Sutton, 2011, p. 78).  

 

The chosen tradition of scientific naturalism suggests utilizing objectivism as ontology in this 

thesis. Objectivists believe that social substances exist in reality independently from social 

actors, whom are just aware of this existence (Saunders et al., 2007, p. 108). At the same time, 

objectivism as a research ontology was used by authors of two theses in finance which we 

used as an example of structure: “Relationship between Gold and Stock Returns: Empirical 

evidence from BRICs” (Jaiswal & Voronina, 2011) and “Wealth effects from asset 
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securitization (the case of Australia)” (Lapanan & Anchev, 2011). Indeed, objectivism seems 

to be the most appropriate for the natural science methods which will be applied in our thesis. 

We expect to analyze and compare the return on ethical investment and conventional 

investment without further questioning the results. In other words, it will be assumed that 

social reality exists separately and independently from social actors. The same will be done 

regarding the analysis of correlations of different types of investments.  

 

The next stance of research philosophy is epistemology, which is the theory about knowledge. 

Epistemology could be divided in three stances: realism, interpretivism and positivism. 

Realism is utilizing methods of both social and natural sciences in order to collect, analyze 

and interpret the data (Bryman & Bell, 2007, p. 18). In realism human experience in 

interpreting is important, but in the same time it focuses on theory. The theory of realism 

suggests that reality is independent of the mind and that researches can just interpret what 

they see (Saunders et al, 2007, p. 104).  

 

Interpretivism separates natural and social science, which consequently leads to that 

utilization of scientific methods are prohibited. Interpretivists think that there is no fixed 

human nature and so no best social order in which they could all live (David & Sutton, 2011, 

p. 36). In other words, there is a great importance in human interpretation and meaning of 

social actions. An example of this is the research of Kubo and Saka; “The motivation of 

knowledge workers in the Japanese financial services industry” (2002), who used an 

interpretivistic standpoint in order to investigate the motives of “knowledge workers” in the 

Japanese financial industry. The research was focused on “examining the social relations and 

processes surrounding knowledge workers rather than identifying discrete taxonomies of 

knowledge-working systems” (Kubo and Saka, 2002, p. 264). 

 

Positivism, in turn, focuses upon facts. It is the theory of knowledge which implies “the 

possibility of generating objective knowledge through the value-free collection of empirical 

data” (David & Sutton, 2011, p. 76). It is obvious that positivistic epistemology is related to 

objectivistic ontology, which emphasizes causal order of the social world. In this thesis, as 

mentioned above, methods of natural science will be used. This implies that the hypotheses 

are developed after doing a thorough literature review. Moreover, in the vast part of related 

studies positivistic epistemology was utilized (Luther et al. (1992), Statman (2006), Schroeder 

(2007) and so on). Authors of previous researches on ethical investments applied such 

methods from natural science like observation, statistical analysis and hypothesis testing. 

Indeed, data of daily prices of indexes are neutral and can be used to objectively judge 

competing theories about better financial performance of ethical and conventional investor 

indexes to be either true or false (David & Sutton, 2011, p. 76). A conclusion regarding the 

sub-question will be made using a positivistic view as well, independently from any 

subjective opinion and just based on statistical analyses. 

 

So, logically, positivistic epistemology is associated with deductive research. In turn, in 

naturalism quantitative data is required in order for statistical analysis to be performed. These 

stances of research methodology will be described further. 

4.3. Research Approach 
 

There are two main research approaches to the relationship between theory and research. 

These are: deduction and induction (Saunders et al., 2009, p. 124-126). In the deductive 

approach, researchers develop hypotheses from existing theory which is being tested by 
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collecting empirical data. The outcome decides whether existing theory can remain as it is, or 

if it has to be modified due to new findings generated in the hypotheses testing. 

 

In the inductive approach, the researcher is aiming to develop a new theory. This is being 

done by collecting data that later is being observed and analyzed. From that, conclusions can 

be made and new theory can be generated (Bryman & Bell, 2011, p. 11). Like this, Fox in his 

work “Socially responsible investing: criteria, research and quantification” (2004), despite 

that the field had been already researched quite extensively, tried to find new insights. In 

order to do so, he conducted interviews with experts from the field and analyzed them. 

Inferences were drawn and new features of concepts were explored.  

  

Thus, the deductive approach is about testing existing theories using empirical data, and the 

inductive approach is about theory development. Hence, one could say that the deductive and 

inductive approaches are opposites.  

 

The research approach in this thesis is holding a deductive standpoint since it is based on 

existing theory. We started out the research by exploring the previous scientific knowledge 

related to the topic of ethical investments, and the performance compared to conventional 

investments. This led to discussions on if a research gap existed. After some more reading we 

concluded that we indeed had found a research gap. This meant that we could continue on 

with our study and start creating our hypotheses. The same research approach was utilized by 

quite many authors who have produced studies in the same field. For instance, Schroeder 

(2004) tested if hypotheses regarding financial performance hold true towards ethical 

investment indexes, like they do for ethical investment funds according to previous 

researches. The same was done by Bello (2005), who tested hypotheses regarding financial 

performance of ethical investment portfolios developed from previous studies.  

4.4. Research Strategy 
 

The next level within the chosen research tradition is methodology. According to Bryman and 

Bell (2007) and Saunders et al. (2009) there are two research strategies for this. These are: 

quantitative and qualitative. The quantitative research strategy is based on natural science 

methods, where social reality is perceived as external to social actors. The quantitative 

research strategy was chosen by many authors who performed studies on financial 

performance of ethical investments, such as Statman et al. (2005), Elfakhani et al. (2005), 

Girard and Hassan (2008), and so forth. This strategy is based on generating data from 

numbers. In order for the numbers to mean something different methods are being used so 

that the data that has been collected can be analyzed, which can be done through e.g. the use 

of diagrams and statistics. Thus, this is a structured and standardized way of research. Here, 

one can see the connection to the deductive research approach.  

 

Qualitative data on the other hand is more or less the opposite. It is connected to the inductive 

research approach. The process is unstandardized, and the data that is being collected is non-

numerical, and rather based on meanings expressed through words. This data has to be 

categorized in order for the researcher to analyze it. This strategy could often be found within 

the field of ethical investments. For instance, Fox (2004), in his work about criteria and 

quantification of socially responsible investments, utilized a qualitative research strategy. As 

was mentioned above, he conducted interviews with SRI professionals and through the 

analysis, presented information on screening, sustainability and risk management within the 

SRI concept. The data utilized in his work was the managers’ opinions expressed through 
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words. A qualitative research approach was also utilized by Renneboog et al. (2007) in their 

survey of SRI studies. The authors explored existing studies and reviewed the institutional 

background, financial performance and other aspects of socially responsible investments.  

 

It should also be noted that quantitative and qualitative research strategies can be mixed in 

studies, if the researcher wants to investigate a subject from different angles. 

 

Given that we have taken a deductive standpoint, it implies that a quantitative research 

strategy will be used. Indeed, the data utilized in this thesis is daily prices of investment 

indexes to which a qualitative approach is not applicable. 

 

Saunders et al. (2009, p. 135) mention several research strategies, which are based on both the 

qualitative and quantitative way of doing research. These are: 

 

 experiment 

 survey 

 case study 

 action research 

 grounded theory 

 ethnography 

 archival research 

 

Experiments are used when the researcher wants to see if there are links between variables 

and how they affect each other. It is mainly used in social science research, and aims at 

answering “how” and “why” questions, and is used in exploratory and explanatory research. 

This strategy could be seen in the field of performance of ethical investments as quite rare. 

However, some authors might get some help of it. For example, Pasewark and Riley (2010) in 

their study about motives of ethical investors, utilized experiment in order to collect the data 

that was needed. The participants were asked to choose between two hypothetical 

investments: one was the tobacco company’s bond and another was issued by a “non-tobacco” 

company. Then “desirable” participants were surveyed. 

 

Survey strategies are used when the researcher wants to find the answer to “who”, “what”, 

“where”, “how much” and “how many” questions, being either exploratory or descriptive 

research. It is an easy tool to use as data from a lot of people can be gathered easily and that 

can easily be analyzed afterwards. For instance, the article “Socially responsible Investing” 

written by Armoza (2011) utilizes surveys of business managers from schools where SRI was 

not adopted, where reasons of why they were not adopted were explained.  

 

Case studies are a more loose way of doing research. The aim is to find out as much as 

possible about a certain aspect that is being studied by asking “where”, “why”, “what”, and 

“how” questions, that can then be answered. It is used in explanatory and exploratory 

research. For instance, in relation to the field of ethical investments, corporate and social 

responsibility could be found in a case study on Mauritius with the topic of “Corporate Social 

Responsibility Perspectives of Small and Medium Enterprises (SMEs)” (2009). In this study 

the authors attempted to gain deeper understanding of the CSR nature regarding Mauritius’ 

SMEs. Thus, the interest of the authors was concerning the CSR concept within specific 

conditions. 
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Action research is as it sounds, research in action, while it is happening. It aims to promote 

change in an organization, and thus the researchers are studying this while it is happening. 

Like this, action research is seen as a tool for change. This type of research could be 

performed by ethical investment funds or forums in order to encourage organizations to start 

investing ethically. For instance, Eurosif (2012) continuously performs research in action on a 

country level. It publishes reports every two years where changes that have happened in the 

field are presented. There, one can read quantitative information about how many Euros were 

invested ethically, as well as qualitative information, for example what types of ethical 

investments that have been invested in.  

 

Grounded theory is concerned with building and developing theory. This is used when 

researchers want to know more about peoples’ behavior. A good example is a study of 

Hofmann et al. (2009), who used grounded theory in order to investigate the motives of 

ethical investors in the European ethical investments’ market. The analysis was built on 

interviews and focus-groups which allowed the authors to draw conclusions about what steers 

investors while deciding to invest ethically. 

 

Ethnography is a research strategy where the researchers are passing time where the research 

is being conducted, where they can see what is happening during a specific time period. This 

is a very time-consuming strategy but also one where the researchers come close to the 

research subject. This type of research cannot be found in the financial field that often. 

However, there are some studies which could be called ethnographical. For instance in the 

book of Karen Ho “Liquidated” (2009), the author investigates reasons of financial events 

from the perspective of “event makers” – i.e. the Wall Street’s bankers. She studies culture, 

behavior and life-cycles within Wall Street offices. Like this she explains how these actors 

shape the financial system of the whole continent.  

 

Archival research uses documents and administrative records as the source of data. This is 

then suitable for research that aims at finding out what happens over time for a certain aspect. 

In the case of this thesis, the strategy that fits the best is the archival research strategy. This is 

due to that the data we are using for analysis is historical data. This type of research strategy 

seems to be the most frequently used within our field of study. Numerous authors utilized 

sources of data such as securities’ prices in order to analyze and compare financial 

performance of different types of investments. Here could be named Luther et al. (1992), 

Kreander et al. (2002), Hussein and Omran (2005), Renneboog et al. (2011) and so on. Where 

we accessed the data, and more specifically what kind of data we have gathered, will be 

described further down. 

4.5. Type of Study 
 

According to Saunders et al. (2009, p 138-141) studies can be divided into three different 

types. These are: exploratory, descriptive and explanatory. The first type of study is helpful 

when one wants to understand the research problem better, to search for other views and 

perceptions, to ask questions and to see the problem in another light. This will show the 

researcher if one should continue with the research or if it should be cancelled. Some of the 

ways of doing this is by doing a literature search and by interviewing people who knows the 

subject very well. Hamilton (2011) performed an exploratory study on two different models 

of responsible investing applied by the national pension funds in Sweden. There he 

investigated how two different responsible investing models, while being the outcome of the 

same directive, were implemented in practice. 
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The descriptive type of study aims at showing how the event, person or situation is in an 

accurate way, so that the collection of data can be undertaken in a correct way. This was done, 

for example, by Rockness and Williams (1988) in their study which described how managers 

of those socially responsible mutual funds which existed in the US at that moment evaluated 

companies with social criteria.  

 

The third type of study involves analyses of different situations and/or problems and the aim 

is to explain relationships within these. It was utilized by Beal et al. in their work “Why do we 

invest ethically?” (2005) where the authors analyzed the motives of ethical investors. 

 

Based on Kalof et al (2008, p. 36), we see the process of scientific research as consisting of 

four components: theoretical, hypothetical, empirical and conceptual (see figure 4). 

 

 

 
Figure 4: The four components of scientific analysis. Source: Kalof et al., 2008, p. 36 

 

Since our research holds a deductive standpoint, its process starts from the theoretical 

component. During this phase we searched for the literature in the chosen field. From the 

beginning the subject was quite wide, since we did not know yet what part of ethical 

investments we wanted to investigate. Like this, we performed an exploratory research on the 

first stage of our study in order to narrow down the topic. Thus we ended up with the subject 

of financial performance of ethical investment. Then, the literature review within this subject 

was further narrowed down in order to find the theoretical gap, which was the ambiguity 

among authors regarding financial performance of ethical investments. 

 

Following this was the hypothetical component of research where we made assumptions 

about relationships of variables. During this time we performed more detailed descriptions of 

the concept being studied, namely its history, components and main features. Thus, the 

descriptive part of research was done. However, the research was not finished since we 

wanted to check the hypotheses that were developed after the literature review. 

 

Next was the empirical component. The required data on prices of indexes were gathered. 

This step was a preparation for the main explanative part of our research. This part mainly 
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occurred together with the conceptual component of the research. During this phase we 

looked for patterns in the data in order to either prove or reject our assumptions. However, 

during this phase, descriptive categories were generated from the data as well. Like this, we 

attempted to describe the existing relationship between financial performance and the 

different types of investments. We also tried to find a reason of this relationship. Like this, we 

can state that our research consisted of all types of study in different stages. 

 

However, talking about our study in general, we can state that it is more of an exploratory 

study. According to Saunders et al. (2007, p. 133), an exploratory study can be particularly 

useful for clarifying the understanding of a problem when being unsure about it. This is also 

supported by our research questions, which could, on the purpose of a deeper understanding 

for the type of study, be rephrased as “How do ethical investments perform compare to 

conventional investments?”. Thus, we aim to explore how ethical indexes behave in 

comparison to conventional indexes. Also, we are looking for the possible relationships 

within ethical investments, i.e. those of socially responsible and Shariah-compliant 

investments. Like this the sub-question could also be reformulated as “What is the level of 

correlation between socially responsible investments and Shariah-compliant investments?” in 

order to clearer see the explorative state of this research.  

 

4.6. Time-horizon 
 

When performing research, the time-horizon may differ, i.e. the research will take place 

during different amounts of time. Saunders et al. (2009, p. 155) suggest two different time-

horizons. These are: cross-sectional studies and longitudinal studies.  

 

Cross-sectional studies are those who are conducted during a shorter time-period and that are 

researching a particular phenomenon. Longitudinal studies on the other hand regard longer 

time periods, and it can be research done during a long period of time, but it can also be that 

the researcher wants to analyze historical data from a longer time period. Given these facts, 

this thesis is considered to be a longitudinal study, since historical data of 11 years is collected 

and analyzed. There will be one analysis on the whole period for the chosen indexes, and also, 

analyses of the sub-periods.  

 

The majority of the previous studies presented in this thesis are including at least six years of 

data, for example Kreander et al. (2002) who base their study on the years of 1995-2001, and 

Walkshäusl and Lobe (2011), who include the years of 2002-2011. There are exceptions to 

this as well, where for example Nakai et al. (2011) are making an event study only during the 

year of 2008, and Schroeder (2004) who performs a study including the years of 2000-2002. 

4.7. Time Frame  
 

The total period of study is from January 2001 until December 2011. The whole period is 

divided into three sub-periods: pre-crisis, crisis and post-crisis. The first year in our sample is 

2001 when, according to the World Bank (2012), the world economy started stably growing 

after the crisis in the late 1990s. The increase, with some fluctuation in 2005, continued until 

2007. However, the pace of growth started slowing down in 2007, in August to be more 

specific (Obstfeld & Rogoff, 2009), when it rapidly dropped from 2.76 per cent per capita to 

0.25 per cent in 2008. The following year of 2009 experienced negative growth. Only in 2010 

the world economy started experiencing positive growth (see figure 5) (World Bank, 2012). 
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Similar data regarding the World GDP was found on the web site of the International 

Monetary Fund (see figure 5) (IMF, 2012). Thus, our pre-crisis period is from January 2001 

until August 2007. After this year the world GDP started slowing down and decreased further 

in 2009. Like this, the time frame of the crisis period in our study is between August 2007 and 

December 2009. After 2009 the World economy had recovered and the World GDP started 

growing again. Here we have our post-crisis period, which started in January 2010 and 

finished in December 2011. 

 

 

 
Figure 5: World GDP. Source: IMF and the World Bank, 2012 

 

4.8. Data Collection Method 
 

As mentioned above, the data that is being used in this thesis is daily prices of indexes from 

several financial agencies. The ones chosen for this thesis are S&P, Dow Jones, MSCI, and 

FTSE, as they are, in our view, among the most well-known agencies on the world market. 

They were also the agencies with most indexes suitable for our research. The required data 

was supposed to cover the years of 2001-2011, as described in the previous section. However, 

this could not be achieved for all of the indexes. This will be described further down.  

 

From each agency we were going to gather data from three categories of global benchmark 

indexes: conventional, socially responsible, and Shariah-compliant. The reason is that we 

want to find out if there is any difference in performance between conventional and ethical 

indexes before, during, and after the global financial crisis. 

 

By checking the web-pages of these agencies, we found out the names of the indexes we were 

looking for. We then searched for these indexes in Thomson Reuters DataStream, where we 

could obtain the data and download it to Excel. The following indexes were used, presented in 

US Dollars: 

 

 MSCI: All Country World, World Islamic, World ESG, World SRI 

 FTSE: All World, Shariah All World, 4GOOD Global  

 Dow Jones: Total Markets World, Islamic Markets, Sustainability Index World 

 S&P: Global BMI, BMI Global Shariah  
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As a global benchmark for all indexes we used the Thomson Reuters global equity index. This 

is due to that it is a benchmark that covers both emerging and developed markets. It will be 

described in more details in the next section. 

 

Regarding the previous studies presented in this thesis, there was no unique source for the 

retrieval of data.  They mainly just describe what indexes or funds they have used. However, 

in some cases it was possible to find information about where the data was retrieved, where 

Derbel et al.  (2011) used Thomson DataStream, i.e. the same as we did, Weber et al., (2011) 

used Bloomberg database, and Beer et al. (2011) used KLD Research and Analytics Inc. and 

Dow Jones Index Databases.  

4.9. Characteristics of the Data 
 

As can be seen from the list in the previous section, we have only used two indexes from 

S&P. This is due to that S&P do not have any global benchmark index for socially 

responsible investments. The ones found on their site were regarding Carbon efficiency and 

ESG in a few countries, which means that they cannot be used as representing the global 

market. In order to be sure that a global SRI index did not exist, we called the agency where it 

got confirmed that this was the case.  

 

As mentioned previously, there were some of the indexes that did not have a full period of 

data for the years of 2001-2011. All the indexes in this study end on the 30
th

 of December 

2011, but some of them have different starting dates, differing from the others that start on the 

1
st
 of January 2001. These are the following: 

 

 MSCI World Islamic, which started on the 1
st
 of June 2007 

 MSCI World ESG, which started on the 28
th

 of September 2007 

 MSCI World SRI, which started on the 28
th

 of September 2007 

 FTSE Shariah All World, which started on the 29
th

 of October 2007 

 S&P BMI Global Shariah, which started on the 30
th

 of November 2007  

 

This shows that these types of investments have not been as popular before as they are 

becoming now. However, we find it odd that S&P, which is a large agency, does not have any 

global SRI index yet. One can only wonder why. 

 

It is unfortunate that not all of the indexes date back to the 1
st
 of January 2001, since we want 

to provide a study that is as over-spanning as possible. However, we had to work with the 

information that was available, and we took this into account while doing the analysis. From 

the crisis sub-period and onwards, with only a few months’ differences in starting dates, we 

can analyze the data from all the indexes. This means that we got a full cover from the crisis 

period until the end of 2011. We then have the possibility of doing a thorough analysis of the 

impact of the financial crisis on ethical investments compared to conventional investments. 

Then parts of the data can tell us what happened before the financial crisis, but we cannot get 

the same amount of information as in the previous case that was just presented. Thus, despite 

some shortcomings of the data, we still believe that it would be of interest to analyze the pre-

crisis period, given that we wanted to do a longitudinal study and see the trend of the indexes. 

 

In order to be able to draw conclusions as to the differences or similarities of the ethical 

indexes, which also will be shown through the correlation coefficient, a description of each of 

the indexes follows here, showing what the data are based on and their characteristics. 
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First, as was mentioned above, Thomson Reuters Global Equity Index is being used as a 

benchmark in this study. It is an index that covers 51 countries and 26 regions throughout the 

world, which was the highest amount of areas including developed and developing countries 

that we could find. North and South America, Africa, Europe, and Asia are represented, 

meaning that all continents are included (Thomson Reuters, 2012). Indeed, this was the most 

diversified index regarding regions and countries. This means that it can be seen as a 

representative of a global benchmark index. As can be seen from the name, this is a global 

equity index. The same goes for the indexes that will be described next. 

 

The Dow Jones Global Index was first calculated on September 18, 2000. 46 countries, open 

to foreign investments, are included in this index, both from developed and emerging markets 

all over the world. Besides being accessible to non-residents, to be included in this index, 

there has to be access to real-time and historical market data. All equities trading on the 

markets of these 46 countries are eligible for selection (Dow Jones, 2012a).  

 

The Dow Jones Islamic Market World Index was first calculated on May 24, 1999. It includes 

56 countries, both on developed and emerging markets. 

This index measures the global universe of investable equities that have passed the screens for 

Shariah-compliance. These screens were originally created by an independent Shariah 

Supervisory Board (Dow Jones, 2012a, b, c).  

 

The companies that are included in the index cannot have anything to do with alcohol, 

tobacco, pork-related products, conventional financial services, defence/weapons and 

entertainment. These are referred to as sector-based screens. 

There are also financial ratio screens, which mean that companies who meet any of the 

following criteria are screened out: 

 

“— Total debt divided by trailing 24-month average market capitalization is 33% or more. 

— Cash plus interest-bearing securities divided by trailing 24-month average market 

capitalization is 33% or more. 

— Accounts receivables divided by trailing 24-month average market capitalization is 33% or 

more”. (Dow Jones Indexes, 2012) 

  

The Dow Jones Sustainability World Index was first calculated on September 8, 1999. 

The corporations included are 10% of the largest 2500 companies in the Dow Jones Global 

Total Stock Market Index, where 57 industry groups are represented, both on developed and 

emerging markets. This index is composed of corporations that have passed through a 

corporate sustainability assessment, meaning that only the leaders from each group are 

included in the index. This means that they have passed the standard for long-term economic, 

environmental and social criteria. More specifically, the corporations get evaluated on climate 

change strategies, energy consumption, human resources development, knowledge 

managements, stakeholder relations, and corporate governance. Further filters can be used for 

investors who want to exclude certain sectors (Dow Jones, 2012e). 

  

The FTSE All World index was first calculated in 1987. It is a market-capitalization weighted 

index that represents the performance of large and mid-cap stocks. It now covers 98% of the 

world market. Both developed and emerging countries are included in the index.  

In order for a country to be included in the index non-nationals has to be able to invest in that 

country, the data has to be timely and accurate, as well as accessible, and also, there cannot be 
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any significant exchange controls which could prevent the timely repatriation of capital or 

dividends (FTSE, 2012a). 

 

The FTSE Sharia Global Equity Index was launched in 2007. It is derived from the FTSE 

Global Equity Index Series, meaning that it covers countries throughout all continents, both 

on developed and emerging markets. 

 

To be eligible, companies cannot be involved in any of the following criteria: 

“• Conventional Finance (non-Islamic banking, finance and insurance, etc.) 

• Alcohol 

• Pork related products and non-halal food production, packaging and processing or any 

other activity related to pork and non-halal food 

• Entertainment (casinos, gambling and pornography) 

• Tobacco 

• Weapons, arms and defence manufacturing” 

 

When Shariah-compliance has been asserted, the next screening step follows and it is stated 

that: 

“• Debt is less than 33% of total assets 

• Cash and Interest bearing items are less than 33% of total assets 

• Accounts receivable and cash are less than 50% of total assets 

• Total interest and non-compliant activities income should not exceed 5% of total 

revenue” (FTSE, 2012b). 

 

The FTSE 4GOOD was first launched in 2001. It is derived from the FTSE Global Equity 

Index Series described above. The index covers 23 countries, however only developed 

markets are included. In order for a company to be included in the company, they need to 

demonstrate that they are working towards “Environmental Management, Climate Change 

Mitigation and Adaptation, Countering Bribery, Upholding Human and Labor Rights, Supply 

Chain Labor Standards”. There is also an exclusion of tobacco producers, companies that 

have to do with nuclear weapon systems, and companies manufacturing whole weapons 

systems (FTSE, 2012c, d).  

 

The S&P Global BMI was launched in 1989. Both developed and emerging markets are 

included in the index. It currently covers 46 countries. In order to be included in the index the 

“…stocks in a constituent country must have at least US$ 100 million in float adjusted market 

capitalization, and a value traded of at least US$ 50 million for the last 12-months at the time 

of the annual reconstitution”. The final index then consists of LargeCap, MidCap and 

SmallCap (S&P, 2012a). 

 

S&P Global BMI Shariah was launched in 2006, and is based on the S&P Global BMI Index. 

Companies in that index that were not Shariah-compliant were excluded. Constituents from 

both developed and emerging markets “…with float-adjusted market capitalization of at least 

US$ 100 million and annual value traded of at least US$ 50 million” are included in the 

index. S&P uses sector-based screens as well as accounting-based screens. The former 

screens, meaning that companies are excluded from the index, are the following: 

 

 Advertising and Media 

 Alcohol 

 Cloning 
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 Financials (conventional) 

 Gambling 

 Pork 

 Pornography 

 Tobacco 

 Trading of gold and silver as cash on deferred basis 

 

The latter screens regard financial ratios, where leverage, cash, and the share of revenues 

derived from non-compliant activities are in focus. The debt to market value of equity has to 

be less than 33%, accounts receivables to market value of equity has to be less than 49%, and 

cash + interest bearing securities to market value of equity has to be less than 33%. Also, in 

some cases, revenues from non-compliant activities can be tolerated. However, the following 

has to be fulfilled: the non-permissible income (other than interest income) to revenue has to 

be less than 5% (S&P, 2012b).   

 

MSCI ACWI (All country world index) captures large and mid-cap companies in 45 countries 

throughout the world. Both developed and emerging markets are part of the index, where 

companies from the LargeCap, MidCap and SmallCap groups are included (MSCI, 2012a). 

 

The MSCI World Islamic dates back to 2007. It is derived from MSCI’s country indexes, and 

now covers more than 70 countries throughout the world, both on emerging, developed, and 

frontier markets. The screening for Shariah compliance covers certain business activities and 

financial ratios based on total assets. They state that by “…using total assets rather than 

market capitalization for the three financial ratio screens results in lower index volatility and 

lower index turnover, as market capitalization can be more volatile than total assets”. 

The screens regarding business activity are the following: 

 

 Alcohol 

 Tobacco 

 Pork related products 

 Financial Services 

 Defence/Weapons 

 Gambling/Casino 

 Music 

 Hotels 

 Cinema 

 Adult Entertainment 

 

The financial ratio screens are the following: 

 

 Total debt over total assets 

 Sum of cash and interest-bearing securities over total assets 

 Sum of accounts receivables and cash over total assets 

 

These cannot exceed 33.33% (MSCI, 2012b).  

 

The MSCI World ESG Index is based on the MSCI World Index. It was first launched in 2007, 

and is an index that includes large and mid-cap stocks in 24 developed countries. The 

companies included in the index have high ESG ratings, i.e. Environmental, Social and 
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Governance ratings. More specifically, MSCI analyzes and gives a rating to companies 

according to the following criteria: 

 

 Environment 

 Community and society 

 Employees and supply chain 

 Customers 

 Governance and ethics 

 

The ratings then fall on a nine-point scale from AAA to C, where at least B has to be achieved 

in order to be included in the index (MSCI, 2012c, d).  

 

The MSCI Global Socially Responsible Index was first launched in 2007. It is based on the 

MSCI Global ESG index, meaning that 24 countries on the developed market are represented. 

In order to be considered an SRI company, the following value based criteria have to be 

excluded:  

 

 Alcohol 

 Civilian Firearms 

 Gambling 

 Military Weapons 

 Nuclear Power 

 Tobacco 

 Adult Entertainment 

 Genetically Modified Organisms (GMO)  

 

In this case, opposite to the ESG criteria, to be included a rating of at least BB has to be 

achieved (MSCI, 2012e).  

 

If we first take a look at the screens for Shariah-compliance, we can see that all the index 

families have the following screens: 

 

 Alcohol  

 Tobacco 

 Pork-related products 

 Conventional financial services 

 Defence/weapons  

 Entertainment 

S&P also have screens for advertising & media, cloning, gambling, pornography, and trading 

of gold and silver as cash on a deferred basis. Also MSCI has screens for gambling, but they 

also have additional screens of music, hotels, and cinemas.  

 

All of the indexes also have their own individual financial screens, where some common 

features are that the debt has to be maximum 33%, and that cash and interest-bearing 

securities over total assets has to be maximum 33%. Both DJ and MSCI have screens saying 

that accounts receivables cannot exceed 33%, whereas S&P and FTSE have screens on 49% 

and 50% respectively. S&P also has a screen that says that the non-permissible income (other 

than interest income) to revenue has to be less than 5%. FTSE has a similar rule saying that 
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the total interest and non-compliant activities income should not exceed 5% of total revenue. 

Thus, the indexes show many similarities in the financial screens.  

 

Regarding the socially responsible indexes, there are not as many similarities as with the 

Shariah screens. The only screen they have in common regards the environment. However, 

several others are of similar character, regarding corporate governance, supply-chain and 

labor relations, climate changes, and community and society actions. DJ also has human 

resources development, and FTSE has countering bribery along with tobacco and weapons 

screens. The MSCI SRI index is the one that differs the most from the other socially 

responsible screens. As can be seen above, they have screens for alcohol, weapons, gambling, 

nuclear power, tobacco, adult entertainment, and genetically modified organisms. This index 

rather shows several similarities to the Shariah screens.  

 

So, given the above, the Shariah screens and the socially responsible screens consist of 

different things. The Shariah-compliant indexes in this thesis do not allow for porn, tobacco, 

conventional investments etc. to be included, whereas the socially responsible indexes do. 

Also, the Shariah-compliant investments have a focus on financial institutions and 

investments, whereas the socially responsible screens of the indexes presented in this thesis 

do not mention anything about this. The closest one comes to something financial is FTSE 

that has a screen against bribery. The Shariah screens also differ from the socially responsible 

screens because concepts like the environment and stakeholder relations are not in focus. 

Also, the differences we have seen within the Shariah screens and the socially responsible 

screens of the agencies used in this thesis mean that there can be differences in financial 

performance. Just like with conventional investments, one has to be aware of what is included 

in an index/fund, and try to assess where the highest performance can be achieved, depending 

on the behaviour of investors but also other things that are going on in the world market. 

4.10. The Calculation Process 
 

As was mentioned above, we downloaded the daily prices for the time period of 2001-2011 

for our indexes of choice, and put it into Excel. We also downloaded data for the risk-free rate 

which was going to be needed in some of our formulas. The US 3-month Treasury bill was 

chosen since there is no global risk-free rate and the Treasury bill rate is assumed to bear the 

least risk in total. Also, it is frequently being used in other studies (Arora & Cerisola, 2001, p. 

481; Santis & Gerard, 1997, p. 1889). 
  

First the daily log returns on all indexes were calculated. The reason for using daily log 

returns rather than daily prices is because it yields better results when analyzing the data, 

given that log returns shows the volatility change without the influence of a trend (Lee & Lee, 

2010, p. 1588). 

 

The following formula was used to calculate log returns, i.e. the gross returns of the natural 

logarithm: 

 ̅                     
  

    
  

 

where   ̅ is the natural logarithm for the daily return of index i,    is the price at time t, and 

     is the price at time t-1 (Ruppert, 2004, p. 75-77).  
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Our two first hypotheses and our first research question regarded performance of ethical 

investments. The measures chosen to look for performance are Sharpe, Treynor, and Jensen, 

as they are adjusted for risk. These measures are commonly applied in research where 

financial performance of funds, indexes etc. are to be analyzed. In the previous research 

presented in our thesis for example Hussein and Omran (2005), Schroeder (2004), and Kok et 

al. (2009) have used these measures.  

The Sharpe ratio measures the excess return per unit of risk. The formula is as follows: 

 

  
 ̅    

  
    

 

where  ̅  is the return of the index i,    is the return earned by a risk free asset, which in our 

case was chosen to be the US 3-month T-bill rate, and    is the standard deviation of the daily 

returns of the index i (Kreander et al., 2002, p. 1476).  

  

The higher the value of the Sharpe ratio, the better.  If the Sharpe ratio is more than 1, it 

means that the portfolio/fund/index delivered a higher return than the level of risk taken. If the 

Sharpe ratio is equal to 1, it means that “…the return on the investment is proportional to the 

risk taken in achieving that return”. If the Sharpe ratio is less than 1, it means that a lower 

return has been achieved than the level of risk taken (Lhabitant, 2006). 

 

Some of the criticisms of the Sharpe ratio are that since the standard deviation is the 

denominator, both upside and downside risk gets equally weighted (Wilmott, 2007). Also, 

you have to be rational when evaluating the Sharpe ratio since “…it unfairly penalizes high 

volatility due to positive returns” (Longo, 2009, p.  203). This means that since higher returns 

usually means higher volatility, one has to remember this when comparing different portfolios 

or such.  

 

The Treynor ratio also measures excess returns per unit of risk, just like the Sharpe ratio. The 

difference between them is that the Sharpe ratio used the standard deviation as a measure of 

risk, and the Treynor measure uses beta as a measure of risk (Longo, 2009, p. 203). This 

means that systematic risk is being included in the Treynor ratio, whereas total risk is being 

included in the Sharpe ratio (Lhabitant, 2006). 

 

The formula is as follows: 

  
 ̅    

  
   

 

where  ̅  is the return on the index i,    is the risk-free rate, and βi is the beta, i.e. the 

systematic risk of the index. In order to calculate beta by the OLS estimator (Shalit & 

Yitzhaki, 2002, p. 99), we assumed that the following relationship holds:  ̅ =αi+βirm+εi, 

where εi’s are “i.i.d. random variables with zero expected value and constant variance” 

(Shalit & Yitzhaki, 2002, p. 99). Thus, the following formula was used: 

 

  
      ̅     

          
  

 

where rm is the return on the total market, i.e. the benchmark index Thompson Reuters.  
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The higher the value of the Treynor ratio the better, since this indicates greater returns per unit 

of risk. If the Treynor ratio is positive, it means that the index has profited more than 

expected, where the opposite holds true. 

 

There are criticisms against this ratio as well. The Treynor ratio is based on the CAPM model, 

but that model is being questioned by many if it can really be of value when trying to explain 

a risk-return relationship (Longo, 2009, p.  204). Another criticism is that the beta is estimated 

from a regression that may not be of statistical significance (Lhabitant, 2006). Also, one has 

to be aware that this measure is more relevant for less diversified portfolios or even individual 

stocks (Wilmott, 2007).  

 

The Jensen ratio, or Jensen’s alpha, also measures the excess return over the expected return. 

This results in the alpha. The Jensen ratio is also based on the CAPM, meaning that also 

portfolio risk, as measured by the CAPM, is included. There are studies where the financial 

performance of ethical indexes was researched, where they also employed Jensen’s alpha 

together with the Sharpe ratio. To mention a few: Sauer (1997), Statman (2000) and Statman 

(2005).  

 

The formula is as follows: 

   ̅  [     ( ̅    )]   

 

where  ̅  is the return of the index,    is the risk-free rate,    is the beta, and  ̅  is the return of 

the benchmark index (Beer et al., 2011, p. 11). If the Jensen ratio is positive, it means that the 

index has profited more than expected, where the opposite holds true.  

 

Among the criticisms, again the CAPM is mentioned since the Jensen ratio is based on it and 

beta is being used in the formula (Longo, 2006).    

 

Despite all the criticisms of the Sharpe, Treynor and Jensen measures, we are using them in 

this thesis, since, as previously stated, most other researchers have done so in their studies, 

and we will keep the criticisms in mind while doing our analysis.  

 

To test our third and fourth hypotheses we needed to calculate a series of correlations. 

Correlation measures how closely related two random variables are. The formula is as 

follows: 

            
        

    
  

 

where cov(X,Y) is the covariance between two variables, in our case, between two indexes, 

and      are the standard deviations of the two indexes multiplied with each other. 

 

If the correlation is equal to 1, it means that the two variables are perfectly correlated and that 

they follow each other. If the correlation is equal to 0, it means that the two variables are 

uncorrelated, meaning that they do not have anything to do with each other and that they do 

not affect each other in any way. Positive correlation means that if one variable increases, the 

other one does as well. The opposite holds true for negative correlation (Ruppert, 2004, p. 

39).  
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Again, this formula consists of standard deviations, which are estimated, meaning that the 

values have to be considered with caution. Kok et al. (2009) also did an analysis of 

correlations for diversification purposes, meaning that it is closely related to what we are 

doing in this thesis. 

 

In order to calculate all our measures, we used Excel. We did one Excel sheet per index, and 

also one for the benchmark index, as well as one for the risk-free rate. We put in the dates, 

daily prices, and the rest of the columns were for our further calculations. These were: 

Maximum, minimum, return, covariance, variance, standard deviation, beta, Sharpe, Treynor, 

Jensen, and correlation. The reason for calculating the variance was because we needed it to 

obtain the beta, and also to obtain the standard deviation, which is the square root of the 

variance. In some cases we could find functions in the program to help us in a faster way to 

do our calculations. These were when calculating the variance, covariance and the correlation, 

but in the other cases we typed in the components of the formulas ourselves. For all 

calculations mentioned above, we did calculations on the whole time frame, as well as on the 

sub-periods. This was done in order to be able to make deeper analyses. 

 

Once all the data had been calculated, we could start making graphs and tables. This was in 

order to present the empirical results. They were then used for analysis where the hypotheses 

were either confirmed or rejected. 

 

We started out by making graphs on daily data in Excel. The first graph made was a joint 

graph on prices for all the index families in our study. The other graphs were made on returns, 

Sharpe, Treynor, and Jensen separately for each index family. The outcome was cluttered, and 

we moved on to try to make graphs in SPSS instead. However, these graphs were not 

presenting the results in clear way either. We then decided to make graphs on monthly data. 

Since all our data was calculated on a daily basis, we reorganized our data using a Pivot table 

in Excel, so that monthly averages were shown instead. When doing the graphs on the 

monthly averages, again, it looked too cluttered, both in Excel and SPSS. By doing some 

changes in the Pivot table we could retrieve the yearly averages and graphs were made in 

Excel. The result was now more satisfactory. Making graphs on yearly data can limit the level 

of analysis. However, by making graphs on yearly data, at least the reader gets a visual aid in 

understanding the results. Also, in order to see if the differences in our data were statistically 

significant we performed t-tests within the index families for the Sharpe, Treynor, and Jensen 

measures, for the full period of research as well as annually. These were done in Excel by 

using the function for t-tests, which made it possible to make the calculations rather fast.   

      

These graphs were made for the performance analysis, so for the correlation analysis we made 

a table in Excel where all the correlations between SRI and Shariah-compliant indexes were 

presented. Then, in order to find out the statistical significance of these values, we used SPSS 

to bring out the p-values of these.  

 

For the purpose of this thesis, we were supposed to look at the correlations between the 

conventional and ethical indexes. Since we had already seen that the correlations between the 

SRI and Shariah-compliant indexes were closely related, we decided to make the correlations 

between the conventional and ethical indexes only within families. To make things smoother, 

we performed those calculations in SPSS, where we also got the p-values immediately.  

 

For studies such as ours, also other tools can be used, such as multifactor models that Bauer et 

al. (2005) and Renneboog et al. (2008) applied, as well as regressions and the Fama and 
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French model. So, all in all, most of the authors that we have presented in this thesis use the 

same kind of performance measures as we do, i.e. Sharpe, Treynor, and Jensen. 

4.11. Research Quality Criteria 
 

There are several ways of evaluating the level of quality of research, where the main concepts 

are those of reliability and validity (Bryman & Bell, 2007, p. 40).  

 

Reliability regards if the results of a study that has been conducted are repeatable (Bryman & 

Bell, 2007, p. 41), i.e. the extent to which the techniques of data collection and the way the 

data has been analyzed will produce the same results if repeated over and over again 

(Saunders et al., 2009, p. 156).   

 

Easterby-Smith et al. (2008, p. 109) suggest that the following three questions can be used in 

order to assess if a study can be said to hold reliability: 

” 1) Will the measures yield the same results on other occasions? 

   2) Will similar observations be reached by other observers? 

   3) Is there transparency in how sense was made from the raw data?” 

 

In connection to our research, what we can say about the first question which regards 

replication, is that if someone else were to re-do our study the same results would be 

achieved. This is due to that we have used a specific set of data that has been well described 

in this thesis. Also the source of data as well as what methodology we have used is presented 

in order for replication to be possible. 

 

The second question regards the access of data. The data for our indexes were downloaded 

from Thomson Reuters Datastream. As long as the researcher has access to this database, or 

has direct access to the agencies that create these indexes, there is access of the data that we 

have used. 

 

The third question regards if the researcher has showed in a clear way how the data was 

analyzed and what conclusions have been drawn. We believe that we can say that our 

methods are transparent since we have described all the steps we have taken to reach our 

conclusions. 

 

Furthermore, the source of data can be seen as a reliable source, since it is a database that is 

widely being used. Also, we accessed it through the library of Umeå University, which further 

shows that this source can be reliable since it has been acknowledged to suit academic studies. 

The same goes for our other sources in this thesis that has been used both to describe theory 

but also to present what previous research there is on this subject area. Most books and 

articles have been accessed through the resources of Umeå University, and can thus be seen as 

trustworthy and reliable. Others have been accessed through Google scholar and Google 

books if not available in the resources of Umeå University. We believe these sources to be 

reliable as well, since when looking at the books and articles retrieved, they are all published 

in paper format as well and they can also be found in different shops. 

 

Also, the methodology we have used in this thesis has been based mainly on sources such as 

Bryman and Bell (2007), and Saunders et al. (2009). These are well recognized books of 

methodology and can then be considered reliable. 
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Validity regards if the findings of a study can really be said to be about what they appear to be 

(Saunders et al., 2009, p. 157). Another explanation say that it regards “…the integrity of the 

conclusions that are generated from a piece of research” (Bryman & Bell, 2007, p. 41). 

Furthermore, they suggest different types of validity that have to be distinguished. The ones 

that will be examined in this thesis are: measurement, internal, and external validity.  

 

Measurement validity, or construct validity, is concerned with if the measures that are being 

used in a study really represent the concepts they are supposed to be appointing. After making 

a study one has to be able to see the connection between these, or otherwise the findings will 

be questionable, meaning that an unreliable measure has been used (Bryman & Bell, 2007, p. 

41). In connection to our research, we believe that we fulfill the criterion of measurement 

validity. This is due to that we are using daily returns of indexes, which have been accessed 

from a reliable source and then processed in Excel and SPSS.  

 

Internal validity regards the question if a conclusion that has been made, where a causal 

relationship between two or more variables is included, can be said to be solid. In our thesis, 

we are looking for the relationship between socially responsible and Shariah-compliant 

investments, as well as the relationship between conventional and ethical investments, 

through the means of correlation analyses. Since there were high levels of perfect positive 

correlation, performed through SPSS and Excel, we believe we can say that we have fulfilled 

the criterion of internal validity. 

 

External validity, or generalizability, regards the degree to which a study can be 

generalizable, i.e. that it can be used in different research settings beyond the original study 

(Saunders et al., 2009, p. 158). Regarding this thesis, we believe that our findings can be 

generalized to a somewhat large extent, at least for the period of crisis, since we have 

included four global benchmark index families, on the different investment styles of 

conventional, socially responsible and Shariah-compliant, all where data could be retrieved 

for those years. However, since there were lacks in the data, due to non-existence of several of 

the ethical indexes before 2007, we can only say that for the whole time period of 11 years, 

the results can be generalized with some caution. This means that some of the matters we 

discuss in the conclusion may be of a more speculative nature, but this is also something that 

can spur other researchers, meaning that we could give an input for future research. However, 

the focus will be on keeping the discussion as close to our findings and real facts as possible. 
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Chapter 5: Empirical Results and Analysis 
 

In the following chapter the empirical results and analysis will be presented. The steps that 

are to be presented are the ones needed for us to either confirm or reject our null hypotheses, 

and also to be able to further on in the next chapter answer our research questions and see if 

we can fulfill the purposes of this thesis. In the beginning of this chapter, normality and shape 

of the data will be described since normality of the data is required for our measures of 

financial performance, i.e. the Sharpe, Treynor, and Jensen measures. This section is 

followed by market trends regarding our indexes’ prices, in order to create a general view of 

how the prices have behaved in our three different investment styles. Then characteristics of 

indexes returns will be presented, which will help us in upcoming discussions and 

conclusions. Following this are the measures of financial performance, namely the Sharpe 

ratio, Treynor ratio and Jensen’s alpha that will assist in showing the financial performance 

of our three different investment styles, which is necessary for the upcoming discussion and 

conclusion for our research questions and purposes. In the end of the chapter, analyses of 

correlations will be presented which will help us in either confirm or reject our null 

hypotheses, but first off, we need to start with some abbreviations.   

 

5.1. Abbreviations for the Empirical Results and Analysis 
 

In order to help the reader throughout this chapter, we thought that some abbreviations would 

be in its place since we believe it will be easier to follow the charts and tables to come 

throughout this chapter. These are: 

 

For DJ: 

 Total Markets World = DJ Con 

 Sustainability Index World = DJ SRI 

 Islamic Markets = DJ Isl 

 

For FTSE: 

 All World = FTSE Con 

 4GOOD Global = FTSE SRI 

 Shariah All World = FTSE Isl 

 

For MSCI:  

 All Country World = MSCI Con 

 World SRI = MSCI SRI  

 World ESG = MSCI ESG  

 World Islamic = MSCI Isl 

 

For S&P: 

 Global BMI = S&P Con 

 BMI Global Shariah = S&P Isl 

 

The reader can now go back whenever s/he feels it to be necessary. Following this, the actual 

empirical results and analyses will begin.  
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5.2. Normality and Shape of Data 
 

The Sharpe ratio, Treynor ratio and Jensen’s alpha require data to be normally distributed. 

However, this kind of assumption cannot be applied toward stock returns, because it would 

mean there would be a probability (even very small) of negative prices, which is not possible 

in the real world. Fortunately, as was stated in the Methodology chapter, for the purposes of 

the analysis we used log-returns instead of simple returns. Taking into consideration that 

simple returns are log-normally distributed (Aftab et al., 2008, p 3) the log returns are 

normally distributed. Moreover, after making a plot of distributions in SPSS for our data, we 

could confirm our assumption. Like this, the researched data could be confirmed to be 

normally distributed which allowed us to use the measures of choice for financial 

performance. In order to get a first impression of the behavior of all the indexes included in 

this thesis, the prices of our indexes will now be presented. 

5.3. Prices of Indexes  
 

In this section we will present the prices of the indexes in this thesis during the 11 years 

period of research, in order to provide a general picture of how they have moved.  

 

 
Figure 6:  Changes in indexes’ prices over the researched period 

 

As could be seen from the graph above, all investment indexes (including the benchmark) had 

similar behaviors regarding prices. After a short decline until 2002 prices stabilized for one 

year and started growing. The increase continued until 2007, when after it reached its peak, 

prices dropped significantly. The bottom of the drop was reached in 2009, after which the 

indexes started recovering and prices started to stably increase. This time frame, in addition to 

the GDP charts presented in the methodology chapter, confirms our choice of sub-periods, 

showing that the crisis started in mid-2007 and continued until 2009. 
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When taking a closer look at the index families, we can see that almost within all of them the 

socially responsible indexes and Shariah-compliant indexes were more expensive than their 

conventional counterparts. However, regarding the S&P family, the situation was opposite. Its 

conventional index was more expensive than its Shariah-compliant counterpart. Also, one can 

see that the conventional indexes of the DJ and FTSE index families had very smooth changes 

in prices during all sub-periods, to compare with their SRI and SCI counterparts. In order to 

take a deeper look at what these prices display, the maximum and minimum returns will now 

be presented. 

5.4. Maximum and Minimum 
 

The following table presents the highest and the lowest values of returns reached by the 

indexes during the whole period and sub-periods. It can be interesting for investors and other 

stakeholders in order to know where the highest and lowest returns can be earned, but it also 

tells something about which investments are more volatile.  

 

 

  
Maximum Minimum 

Total Pre-crisis Crisis Post-crisis Total Pre-crisis Crisis Post-crisis 

M
SC

I 

Con 0.0890 0.0453 0.0890 0.0472 -0.0737 -0.0368 -0.0737 -0.0522 

Isl 0.0983 0.0148 0.0983 0.0420 -0.0815 -0.0232 -0.0815 -0.0505 

ESG 0.0856 n/a 0.0856 0.0821 -0.0720 n/a -0.0720 -0.0590 

SRI 0.0816 n/a 0.0816 0.0500 -0.0694 n/a -0.0694 -0.0477 

FT
SE

 Con 0.0888 0.0452 0.0888 0.0476 -0.0728 -0.0367 -0.0728 -0.0519 

Isl 0.0919 n/a 0.0919 0.0391 -0.0882 n/a -0.0882 -0.0505 

SRI 0.0934 0.0521 0.0934 0.0515 -0.0688 -0.0409 -0.0688 -0.0487 

   
  D

J Con 0.0866 0.0434 0.0866 0.0468 -0.0716 -0.0369 -0.0716 -0.0531 

Isl 0.0978 0.0446 0.0978 0.0416 -0.0819 -0.0400 -0.0819 -0.0530 

SRI 0.0884 0.0506 0.0884 0.0604 -0.0777 -0.0459 -0.0777 -0.0521 

S&
P

 

Con 0.0860 0.0432 0.0860 0.0477 -0.0717 -0.0361 -0.0717 -0.0543 

Isl 0.0906 n/a 0.0906 0.0415 -0.0779 n/a -0.0779 -0.0521 

Benchmark 0.0860 0.0397 0.0860 0.0412 -0.0683 -0.0335 -0.0683 -0.0514 

Table 2: Maximum and minimum of indexes’ daily returns 

There was no significant difference during the whole period of research between the highest 

returns. However, all the Shariah-compliant indexes showed a slight difference in their 

performance compared to their conventional counterparts and the benchmarks (0.086) with 

values exceeding 0.09. At the same time, the lowest returns were also observed in the 

Shariah-compliant indexes, where the lowest value was -0.0882.  

 

The next category, socially responsible indexes, had maximum returns insignificantly lower 

than the Shariah-compliant ones, but also in most cases they were higher than the benchmark 

and the conventional indexes. Only within the MSCI family the SRI indexes could not over-

perform their conventional counterparts during the whole period. However, regarding the 

lowest returns, the SRI indexes showed the best results. Though, in the DJ index family, the 
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SRI index underperformed its conventional counterpart. Also, all the indexes yielded worse 

minimum returns compared to the benchmark. 

 

During the pre-crisis period, the highest maximum returns were achieved by the group of 

socially responsible indexes with values slightly higher than 0.05. The rest of the indexes did 

not bear any trend within their groups and the differences were insignificant.  Moreover, all 

researched indexes slightly outperformed the benchmark. At the same time, the SRI indexes 

yielded the lowest returns, even though the difference was insignificant. However, all 

minimum returns during the pre-crisis period were worse than the benchmark’s minimum. 

 

During the following crisis period the highest returns were achieved by the Shariah-compliant 

indexes, which were slightly higher than 0.09. The conventional and socially responsible 

indexes did not show any strong trend in their maximum returns. Nevertheless, all the 

Shariah-compliant and conventional indexes slightly outperformed the benchmark. Regarding 

the lowest returns, the Shariah-compliant indexes reached the bottom, followed by the 

conventional and socially responsible indexes. However, in the DJ index family, the SRI 

index yielded lower returns than the conventional index. Also here, all minimums were lower 

than the benchmark. 

 

Nevertheless, the socially responsible indexes over-performed their conventional and Shariah-

compliant counterparts in the post-crisis period regarding maximum returns. Following that 

was the conventional indexes and the last were the Shariah-compliant indexes, which showed 

the highest maximums in the previous period. Again, all the indexes slightly outperformed the 

benchmark. Regarding minimum returns, there was no strong tendency. All the lowest values 

amounted close to 0.05. However, all the minimums were lower than the benchmark.  

 

To conclude, for long-term investors who held indexes during the whole period, the best 

decision would be to hold the socially responsible indexes, since they yielded the second 

highest returns and the best minimums. At the same time, the Shariah-compliant indexes were 

the most volatile with the highest and the lowest returns during the whole period. Regarding 

the sub-periods, the most volatile with the highest and lowest returns were the socially 

responsible indexes in the pre-crisis period and the Shariah-compliant indexes in the crisis 

period. During the post crisis period the most volatile indexes were the socially responsible 

ones. However, it should be noted that the differences were very small. So, to further 

investigate the differences in returns for all the indexes of this thesis, we now present the 

levels of volatility for these. 

5.5. Volatility of Returns 
 

As previously described, volatility is a measure of the tendency of a market or an asset to vary 

within a time period. There are different measures of volatility, where one of the most popular 

is the standard deviation. It describes the spread of the data. Mean, in turn, describes where 

the data is centralized. The following table provides values of mean and standard deviation for 

the researched indexes and the benchmark during the whole period of study, as well as the 

sub-periods. These measures can be helpful when discussing possible differences in the 

outcomes of the Sharpe, Treynor, and Jensen measures, and to give more insights of the 

volatility of the indexes. 
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Mean Standard deviation 

Total 
Pre-
crisis Crisis 

Post-
crisis Total Pre-crisis Crisis 

Post-
crisis 

M
SC

I 

Con 0.0111 0.1720 -0.4400 0.0005 0.0113 0.00843 0.0168 0.0117 

Isl -0.1130 -0.2530 -0.2710 0.0898 0.0143 0.00966 0.0163 0.0119 

ESG -0.2840 n/a -0.5390 0.0036 0.0151 n/a 0.017 0.0127 

SRI -0.2290 n/a -0.4340 0.0039 0.0143 n/a 0.0163 0.0117 

FT
SE

 Con 0.0189 0.1810 -0.4220 -0.0067 0.0113 0.00845 0.0167 0.0117 

Isl -0.2230 n/a -0.4470 0.0217 0.0144 n/a 0.0166 0.0114 

SRI -0.0583 0.1080 -0.4950 -0.1030 0.0121 0.00927 0.0174 0.0127 

D
J 

Con 0.0282 0.1930 -0.4310 0.0153 0.0112 0.00836 0.0165 0.0117 

Isl 0.0237 0.1010 -0.2520 0.0896 0.0114 0.0091 0.0163 0.0115 

SRI -0.0343 0.1490 -0.4730 -0.1350 0.0124 0.00926 0.0182 0.0133 

S&
P

 

Con 0.0437 0.2160 -0.4280 0.0213 0.0112 0.0083 0.0166 0.0118 

Isl -0.1570 n/a -0.4190 0.1170 0.0142 n/a 0.0165 0.0113 

Benchmark 0.0463 0.2400 -0.4460 -0.0253 0.0105 0.00775 0.0156 0.0111 
Table 3: Mean and standard deviation of indexes’ daily returns (Mean multiplied with 1000) 

As could be seen from Table 3, the highest average return among the analyzed indexes during 

the total period was yielded by the benchmark, which amounted to 0.0463. However, it was 

not far ahead of the S&P conventional index which yielded a value of 0.0437. The rest of the 

conventional indexes showed positive values ranging from 0.0282 to 0.0111. There was only 

one Shariah-compliant index, namely DJ Islamic, that showed a positive result with a value of 

0.0237 average returns. The rest of the Shariah-compliant indexes had negative values 

ranging from -0.1130 to -0.2230. The group of socially responsible indexes ends the list with 

values from -0.2290 to -0.5830.  

 

However, when taking a closer look at the sub-periods, the situation differs. For instance, 

during the pre-crisis period the conventional indexes still maintained the best performance 

regarding the highest average value with a range from 0.2160 to 0.1720, where the benchmark 

exceeded that with a value of 0.2460. However, the Shariah-compliant and socially 

responsible indexes switched their positions compared to the case of the total period. All 

socially responsible indexes that existed at the moment over-performed the Shariah-compliant 

indexes that existed at the moment, with a range of values from 0.1490 to 0.1080. In turn, the 

Shariah-compliant indexes gained the lowest average returns, with the lowest performance of 

MSCI Islamic which equaled to -0.2530. 

 

Regarding the crisis period, all indexes, including the benchmark, yielded negative average 

returns with a range from -0.5400 to -0.4040. It is noticeable that the Shariah-compliant 

indexes earned the lowest average returns, followed by the conventional indexes, even though 

the difference was insignificant. The highest performance was shown by two Shariah-

complaint indexes, namely DJ Islamic (-0.2550) and MSCI Islamic (-0.2710). 

 

During the post-crisis period the highest average returns were gained by the group of Shariah-

compliant indexes. Moreover, all average returns were positive with a range from 0.1170 to 

0.0217. Then the group of conventional indexes followed with a slightly lower range of 

positive returns. However, one of the conventional indexes, namely FTSE All World, earned a 

negative average return amounting to -0.0067, even though it was still higher than the 
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benchmark’s average return which equaled to -0.0253. The lowest average returns during the 

post-crisis period were gained by the group of socially responsible indexes. Nevertheless, the 

SRI indexes representing the MSCI family earned positive returns and over-performed the 

benchmark. Moreover, they over-performed their conventional counterpart MSCI All World. 

The rest of the SRI indexes yielded negative average returns during the post-crisis period. 

 

Thus, it means that investors holding conventional indexes throughout the whole period of 

study would earn the highest averages returns. In turn ethical investors more likely would lose 

on their investment during this period, as could be seen by negative average returns of ethical 

investments throughout the whole period. Moreover all of them were negative. In turn, 

regarding the pre-crisis period the situation was slightly different. The conventional investor 

would still earn the highest average return, and the socially responsible investor would earn 

the second highest positive average returns. However, investments in Islamic indexes still 

generated negative average returns. When talking about the period of crisis, all the investors 

would lose regardless of investment type. It is worth to notice that Islamic investors would 

lose the most in comparison to the other types of investments. However, during the post-crisis 

period it seems that Islamic investors would start earning more in comparison to the other 

types of investments, due to faster recovery of Shariah-compliant indexes. At the same time, 

most of the socially responsible investors would still lose during this sub-period. 

 

The standard deviation values were relatively high and almost equal during the whole period 

of research in general and sub-periods in particular, showing high volatility of average 

returns. However, the lowest standard deviation was observed during the pre-crisis period, 

indicating the closest distribution of average returns that were centering around the mean. 

Also, something interesting to notice is that the highest standard deviations belonged to the 

group of socially responsible indexes. Following this were the group of conventional indexes 

and the group of Shariah-compliant indexes.  

 

To sum up, the highest average returns during the total period were earned by the 

conventional indexes, which achieved the highest values in the pre-crisis period as well. 

However, during the crisis, when all the indexes experienced average losses, the Shariah-

compliant indexes were those who were least affected. Moreover, they also performed well 

during the post-crisis period, when the Shariah-compliant indexes seemed to recover faster 

than the others and earned the highest averages. On the other hand, the standard deviation 

confirmed the highest volatility of the socially responsible indexes. 

 

Following this section, the betas of our indexes will be presented, as this also will be useful in 

a discussion on our measures of financial performance. 

 

5.6. Beta 
 

In finance, beta is associated with “the slope in a linear relationship fitted to data on the rate 

of return on an investment and the rate of return of the market (or market index)” (Tofallis, 

2006, p. 1). In other words, it is a measure of risk, showing the volatility of an asset compared 

to the financial market. The table below presents the betas for all of our indexes. They will be 

useful for our further analysis of our measures of choice. 
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    Beta Beta, changes in % to previous year  

  
 

Total period Pre-crisis Crisis Post-crisis Pre-crisis Crisis Post-crisis 
M

SC
I 

Con 1.05 1.05 1.06 1.04 1 0.95 -1.89 

Isl 1.02 1.02 1.01 1.06 1 -0.98 4.95 

ESG 1.06 n/a 1.05 1.08 n/a 1 2.86 

SRI 1.02 n/a 1.01 1.04 n/a 1 2.97 

FT
SE

 Con 1.05 1.06 1.06 1.04 1 0 -1.89 

Isl 1.01 n/a 1.01 1.01 n/a 1 0 

SRI 1.12 1.15 1.09 1.13 1 -5.22 3.67 

D
J 

Con 1.05 1.06 1.04 1.02 1 -1.89 -1.92 

Isl 1.04 1.1 1.01 1.01 1 -8.18 0 

SRI 1.11 1.12 1.09 1.14 1 -2.68 4.59 

S&
P

 

Con 1.05 1.04 1.05 1.04 1 0.96 -0.95 

Isl 1 n/a 0.99 1.01 n/a 1 2.02 
Table 4: Betas of studied indexes (in column “Beta, changes in % to previous year” 1 indicates starting year)  

What we can see from the table is that in general, all the indexes had values around 1, where 1 

means that an index has the same rate of return as the market. Values over 1, for instance 1.2, 

mean that if the market will increase the rate of return by 1 %, then the index will respond by 

increasing the rate of return by 1.2%.  

 

As could be seen from the table, the highest values of betas during the total period belonged 

mostly to the socially responsible indexes. This means that they were more volatile than the 

market in general and this also confirms our previous statements about the highest volatility 

of the socially responsible indexes in this thesis. The lowest values during the total period 

were reached by the Shariah-compliant indexes. The same tendency could be noticed in the 

pre-crisis period, when the SRI indexes that existed at that moment had the highest values and 

the Shariah-compliant indexes the lowest values. However, during the crisis period the betas 

of all the ethical indexes (which existed before the crisis) declined, meaning that the 

conventional indexes reached the highest values. Moreover, the Shariah-compliant indexes, 

which existed before the crisis, experienced higher declines in values (see table 4). However, 

as could be seen from the last column in Table 4, during the post-crisis period, the ethical 

indexes increased their betas, while all conventional indexes experienced negative growth. 

 

To conclude, the SRI indexes seem to be the most volatile among the indexes in this thesis, 

while the Shariah-compliant indexes’ returns move with the market to a smaller extent than 

the other indexes. 

 

In order to start analyzing the financial performance of our indexes of research, and make use 

of the previously presented results of this section, as well as those of section 5.4., the three 

following sections will try and shed a light on this matter. Thus, descriptive statistics will be 

performed. Furthermore, after doing so, t-tests for statistical significance will be performed.  

5.7. Sharpe Ratio 
 

As mentioned previously, the Sharpe ratio measures the excess return per unit of risk, where 

risk is measured by the standard deviation. The higher the ratio the better, as this implies 

greater returns per unit of risk.  
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All of the indexes in this thesis showed similar values of the Sharpe ratio during the period of 

study. The first four years were quite volatile and the Sharpe ratios of the indexes fluctuated 

significantly. The steep rise started after 2004, and continued until 2008, when the Sharpe 

ratios hit a peak. Then they experienced a steady fall until the year of 2010. After this year the 

Sharpe ratios rocketed.  

 

 
Figure 7: Sharpe ratio, MSCI family 

 

Until the year of 2006 only one index from the MSCI index family (figure 7) existed (within 

our research), namely the conventional one. Its Sharpe ratio was highly volatile until the year 

of 2004 when it started to staidly rise. Launched in 2007, the Shariah-compliant index had a 

quite similar value compared to the conventional index, in the beginning of its existence. 

However, the conventional index insignificantly over performed the Shariah-compliant index 

in the middle of 2007 and continued to have higher values until the middle of 2009. In 2010, 

all the indexes within the MSCI family reached the lowest Sharpe values, where the 

conventional index had the lowest value and thus performed the worst. However, during the 

rise after 2010, the conventional index recovered faster and gained slightly higher values than 

the others. The SRI and ESG indexes, i.e. socially responsible indexes, had insignificantly 

lower Sharpe ratios compared to the conventional and Shariah-compliant indexes since their 

launch in 2007 and did not outperform them during the whole period.  
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Figure 8:  Sharpe ratio, FTSE family 

 

Within the FTSE index family (figure 8) the socially responsible and conventional indexes 

existed during the whole period of study. Their Sharpe ratios were quite the same until the 

year of 2006 and then they insignificantly differed the following years. The Sharpe ratio of 

the Shariah-compliant index, launched in 2007, slightly over-performed its conventional and 

SRI counterparts during the first six months of its existence. In the middle of the year of 2007 

the Islamic index started underperforming the conventional and SRI indexes. Then it 

remained on almost the same level until the end of the total period. On the other hand, the 

conventional index had a slightly higher Sharpe ratio than the others since mid-2007 until the 

end of the total period, except for the period of downswing, in the years of 2008-2010, when 

all the indexes performed quite the same.  

 

 

 
Figure 9:   Sharpe ratio, DJ family 

 

Regarding the DJ index family (figure 9), a similar situation was observed. During the whole 

period of research, the values of the Sharpe ratios differed insignificantly and followed the 

same path. However, it could be seen that the socially responsible index slightly 
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underperformed its conventional and Shariah-compliant counterparts during the period from 

the year of 2007 to 2009. During the rest of the period the Sharpe ratios of all three kinds of 

indexes were almost identical. 

  

 
Figure 10:  Sharpe ratio, S&P family 

 

The S&P index family (figure 10) had the most distinct results regarding the Sharpe ratio 

among all researched index families. Since its launch in 2007, the Shariah-compliant index 

was significantly underperforming the conventional one. This continued until the year of 

2009. Then both Sharpe ratios tumbled, following the total trend, having quite similar values. 

The similarities in values remained until the year of 2011, in the end of which the 

conventional index slightly over-performed the Shariah-compliant index.  

 

Having analyzed the figures above, we can conclude that there was no significant difference 

among the Sharpe ratios throughout the whole period of research. Indeed, all the values 

follow each other very close. However, it should be noticed that in three out of four index 

families, the Sharpe ratio of the conventional indexes slightly over-performed the others 

during the period from the middle of 2007 until 2009.  All indexes, regardless of type of 

investment style and index family, had the same path of value changes during the 11 years 

investigated. 

 

In other words, the Sharpe ratio shows the risk-efficiency of investments. Having analyzed the 

graphs above, it could be stated that the indexes, regardless of their type, had very similar 

risk-efficiency throughout the whole period of study. However, we can see that in three cases 

out of four the conventional indexes had insignificantly higher values during the crisis period.  

5.8. Treynor Ratio 
 

The Treynor ratio, as mentioned above, measures excess returns per unit of risk, where risk is 

defined by beta. The higher the value of the Treynor ratio the better, since this indicates 

greater returns per unit of risk.  

 

When looking at the results of this ratio, there was no strong common trend observed for the 

index families. However, three out of four families, namely FTSE (figure 12), DJ (figure 13) 

and S&P (figure 14), had almost identical paths of changes in the ratios throughout the whole 
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period. This almost copies the paths of the Sharpe ratios described above, with fluctuations in 

the beginning of the period, followed by stable growth until 2008 and a dramatic fall, which 

then rocketed in 2010. The Treynor ratio of the MSCI indexes (figure 11) in turn, behaved 

quite differently. 

 

 

 
Figure 11:  Treynor ratio, MSCI family 

 

Within the MSCI index family (figure 11) only the conventional index existed before the year 

of 2007. During the first four years of the period of research, it had an upward trend which 

was replaced by a gradual decline until 2008. Then the Treynor ratio of the conventional 

index boomed with a peak in 2010 when it collapsed. A similar path was observed for the 

Shariah-compliant index which was launched in 2007. Since the launch, the Treynor ratio of 

the Shariah-compliant index significantly declined, while underperforming the other indexes 

until 2008. However, during the time when the bottom was reached by both the conventional 

and Shariah-compliant indexes in 2008, the conventional index had the lowest values of the 

Treynor ratio. On the other hand, the Treynor ratio of the Shariah-compliant index 

experienced slower recovery than the Treynor ratio of the conventional index during the 

period of 2008 until 2010. Despite that, the Treynor ratio of the Shariah-compliant index 

reached the highest values of the index family during its peak, closely followed by the 

conventional index in 2010. Then the Treynor ratio of the Shariah-compliant index collapsed 

together with the conventional one.   

 

In turn, both Treynor ratios of the socially responsible indexes had a behavior which mirrored 

the changes in the Treynor ratios of the Shariah-compliant and conventional indexes. Since 

their launch in 2007, the Treynor ratios of the SRI indexes experienced upward movements 

until the year of 2008. Then the Treynor ratios of the SRI indexes started decreasing and 

reached the bottom in 2010 with the lowest values in the index family. However, the Treynor 

ratios of the socially responsible indexes rocketed in the end of the period. 
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Figure 12:  Treynor ratio, FTSE family 

 

Within the FTSE index family the Treynor ratios (figure 12), which were described in the 

beginning of this section, followed a path that was nearly copying the behavior of the Sharpe 

ratio of the index family. During the period of crisis, from September 2007 to 2009, the 

Treynor ratio of the Shariah-compliant index insignificantly over-performed the Treynor 

ratios of the conventional and socially responsible indexes, which had similar values. 

However, since the year of 2009 until the end of the period of research, the values of the 

Treynor ratios were quite the same for all kinds of indexes. 

 

 

 
Figure 13:  Treynor ratio, DJ family 

 

The Treynor ratios of the DJ index family (figure 13), as well as FTSE, followed a path 

similar to the Sharpe ratio changes and it was described in the beginning of this section. 

During the whole period of study there was no significant difference in the values of the 

Treynor ratios. It is only for the period from 2007 until 2010 that it could be stated that the 
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Treynor ratio of the Shariah-compliant index insignificantly over-performed the others within 

the index family, followed by the conventional and the socially responsible indexes. 

 

  

 
Figure 14: Treynor ratio, S&P family 

 

Regarding the S&P index family (figure 14) the Treynor ratio of the conventional index 

followed the same path as the FTSE and DJ families during the whole period of research, 

which was described above. When launched in 2007, the Treynor ratio of the Shariah-

compliant index experienced a sharp rise, in comparison to the other indexes that were 

experiencing more slow growth. On the other hand, from the middle of the year of 2007 to the 

end of 2008, the Treynor ratio of the Shariah-compliant index was lower than that of the 

conventional one. However, it started insignificantly over-performing the Treynor ratio of the 

conventional index in the end of 2008 and then maintained a similar performance until the end 

of the period of research.   

 

When taking a closer look at the graphs presenting the Treynor ratios during the period of 

study, we can conclude that the values within and outside the families did not differ 

significantly. However, it could be noticed, that during the crisis sub-period, three out of four 

Shariah-compliant indexes had Treynor values which over-performed their conventional and 

SRI counterparts, even though the difference was insignificant. However, the MSCI family 

had a remarkable difference in the Treynor ratios of the SRI indexes. While the conventional 

and Shariah-compliant indexes experienced negative growth, the SRI indexes experienced 

positive growth. 

 

So, the Treynor ratio indicates the excess return compared with the return that could have 

been earned on a risk-free investment, in our case that for a 3 month Treasury bill. Thus, it 

could be seen from the graphs above, that almost all indexes performed better compared to the 

risk-free Treasury bill during the crisis sub-period. At the same time, in three cases out of 

four, the Shariah-compliant indexes had insignificantly higher Treynor ratios than the others 

during this period. It means that the Shariah-compliant indexes brought slightly higher returns 

to compare with the others per systematic unit of risk. 
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5.9. Jensen’s Alpha 
 

As mentioned previously, Jensen’s Alpha measures the excess return over the expected return. 

This implies that a higher value of alpha is desirable. Risk is represented again by beta, 

estimated from the CAPM formula.  

 

After taking a look at the graphs representing Jensen’s alphas of the indexes that are being 

researched it can be seen that this measure was fluctuating quite a bit for all kinds of indexes 

within all the researched index families. 

 

 

 
Figure 15:  Jensen’s alpha, MSCI family 

 

Within the MSCI index family (figure 15) the highest values of Jensen’s alpha was that of the 

Shariah-compliant index. It significantly over-performed the Jensen’s alphas of the 

conventional and socially responsible indexes during the crisis period. From 2007 to the 

middle of 2009, all the Jensen’s alphas of the indexes displayed positive curves. In 2008, the 

Jensen’s alpha of the Shariah-compliant index reached a peak. However, following this was a 

dramatic drop in 2010 where the lowest value within the index family was reached. 

Nevertheless, during the following year the Jensen’s alpha of the Shariah-compliant index 

recovered and rocketed, outperforming its previous peak in 2011. Jensen’s alphas of the other 

indexes within the family were quite similar to each other and fluctuated around zero during 

the whole period of study.  
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Figure 16:  Jensen’s alpha FTSE family 

 

Within the FTSE index family (figure 16) one can see that the Jensen’s alpha of the Shariah-

compliant index outperformed its conventional and socially responsible counterparts during 

the period of 2007 to 2009, having positive values of Jensen’s alpha. The conventional and 

socially responsible indexes experienced fluctuations of Jensen’s alphas below zero from the 

year of 2006 until 2010, when the SRI index performed the worst. Nonetheless, these two 

indexes’ alphas started recovering in 2009, but dropped dramatically after the year of 2010 

when they reached the bottom. At the same time, the Shariah-compliant index remained stable 

during the last three years of the period of research.     

 

 

 
Figure 17:  Jensen’s alpha, DJ family 

 

Figure 17 shows that there were wild fluctuations in the Jensen’s alphas during the whole 

period regardless of the type of index. During the first four years of the pre-crisis period, the 

Jensen’s alphas of the ethical indexes underperformed the conventional one. However, all 

alphas were negative. During the rest of the pre-crisis period the alpha of the socially 

responsible index had the highest values, followed by the conventional and Shariah-compliant 
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indexes. Since the middle of the year of 2006, the Shariah-compliant index, which had the 

lowest values of Jensen’s alpha, started increasing. Since then and until the end of the period 

it over-performed the conventional and SRI indexes. The SRI index had the lowest values of 

Jensen’s alpha from the middle of 2007 until the end of the period of research.  

 

 

 
Figure 18:  Jensen’s alpha, S&P family 

 

Regarding the S&P index family (figure 18), the Jensen’s alpha of the Shariah-compliant 

index noticeably outperformed its conventional counterpart during the period of 2007 until 

2009. Then the conventional index, which had negative values, rocketed in 2010 and over-

performed the alpha of the Shariah-compliant index. However, it dropped dramatically until 

the end of the period, whereas the Shariah-compliant index was on a growth stroll.  

 

Jensen’s alpha was the only financial performance measure which yielded values with larger 

differences between the indexes. The graphs show that all the Jensen’s alphas of the Shariah-

compliant indexes started steadily growing in the year of 2007 (except for the FTSE Shariah-

compliant index) and experienced positive growth until around 2009. In the same time the 

Jensen’s alphas of the conventional and socially-responsible indexes had negative values as 

well as the lowest values. Moreover, three out of four Shariah-compliant indexes finished the 

period with stable growth in their Jensen’s alphas.   

 

As previously described, Jensen’s alpha indicates the extra return of an index to compare with 

the predictions of CAPM (Beer et al., 2011, p. 11).  In other words, Jensen’s alpha determines 

if the index has a proper return for its level of risk. If Jensen’s alpha is positive, it means that 

that index earns extra returns. Thus, we can conclude that during the crisis period from the 

middle of 2007 until 2009 the Shariah-compliant indexes performed better than expected, and 

they even over-performed the market. The conventional and socially responsible indexes, in 

turn, underperformed the market and brought lower returns than expected.  
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5.10. Further Analysis 
 

So, what we can see from the above is that the Sharpe and Treynor ratios both showed values 

that followed each other quite closely, where only within the MSCI family the socially 

responsible indexes slightly outperformed the conventional and Shariah-compliant indexes 

during the crisis period. Also, small differences were observed in the values for the Jensen’s 

alpha between the different kinds of indexes. The Shariah-compliant indexes had a slightly 

better performance in the Jensen’s alpha during the crisis period. Again, the differences are so 

small that they can be said to be insignificant. In order to explain differences in values 

between the indexes, the components of the measures were analyzed. 

 

The conventional indexes had slightly higher average returns (see table 3) in the total period, 

but in the sub-periods there were differences. However, these were so small that they can be 

said to be insignificant. Moreover, the returns of all indexes, regardless of type, declined 

during the crisis period. So, the returns of the indexes were quite equal during the period 

when the difference was observed and their behavior regarding changes in values was quite 

the same. Thus, returns are not the reason of the differences in values of the measures of 

financial performance that we saw. The same situation was observed for the standard 

deviation. Even if during the total period it could appear to be slightly different, the values 

were quite equal during the sub-periods.  

 

Next step was to analyze the returns of the benchmark index and the risk-free rate. As a result, 

we saw that the returns of the benchmark declined during the crisis period synchronically with 

the returns of the other indexes, reaching a bottom low in 2008, after which a period of 

recovery started. The same situation was observed for the risk-free rate, which also 

experienced a steep decrease in returns in the period from 2007 to 2009 with the lowest values 

in 2008. At the same time, further analysis of the betas showed that all the indexes 

experienced a decline in beta values during the crisis period. However, all the Shariah-

compliant indexes had the lowest betas during this time, and the Shariah-compliant indexes 

that existed before 2007 experienced the deepest fall (see table 4). It means that it allowed for 

the Shariah-compliant indexes not to follow the fall of the whole market. This together with 

the least affected, by the financial downturn, averages of returns meant that the Jensen’s alpha 

got less affected for this group of indexes. The same explanation could be applied for the 

Treynor ratio, where very small over-performance of the Shariah-compliant indexes could be 

noticed. Thus, the differences in Jensen’s alpha could be explained by the values of beta. 

However, these beta values did not influence the values of the Treynor ratio within the MSCI 

family that much, since the socially responsible and Shariah-compliant indexes had almost 

identical values. 

 

In order to try to find more explanations to the differences we had seen in Jensen’s alpha 

between the Shariah-compliant indexes and the conventional and SRI indexes, we turned our 

attention to the screening criteria. As was previously mentioned, businesses such as tobacco, 

defense, and conventional finance are excluded from Shariah-compliant indexes, so we started 

looking at the performance of these. In the case of the tobacco industry, it was shown that it 

was not affected by the crisis, and the industry actually grew during this time (Wachman, 

2012; He and Yano, 2009). The same goes for the defense industry (Madslien, 2009; 

QFinance, 2011). However, it is a well-known fact that the financial industry experienced 

large difficulties during the period of the financial crisis (Al-Hamzani, 2008; Hall, 2008). 

Thus, we could state that the financial industry, which is excluded from the Shariah-compliant 

indexes due to financial screens, and included in the socially responsible and conventional 
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indexes, experienced difficulties in generating residual earnings. By this we mean that even 

though banks still probably could generate normal earnings which could cover company 

expenses, it was not possible to generate extra earnings which add value to the company. At 

the same time, Jensen’s alpha measures these abnormal earnings, which were not expected by 

the CAPM. Moreover, it compares these earnings with the earnings of the market 

(benchmark), wherein the banking industry is included. Like this, the financial disaster 

experienced by the banking industry during the crisis years affected the Jensen’s alphas for all 

indexes in this thesis, including the benchmark, but Shariah-compliant indexes. That is why 

slight differences in the Jensen’s alphas could also be explained by the exclusion of the 

financial industry from the Shariah-compliant indexes. However, this could not have affected 

the Sharpe and Treynor ratios that much. Mostly because these ratios compare index returns 

with risk-free returns. Thereby, the inability of the banking industry to produce abnormal 

returns did not affect the risk-free returns, whereas it did for the whole market. That is why 

the Sharpe and Treynor ratios did not have that big difference in their values for the Shariah-

compliant indexes, like Jensen’s alpha had. Moreover, we had expected to see that the tobacco 

and defense industries, as mentioned above, would be on a decline along with the 

conventional financial industry, given that we saw that according to Jensen’s alpha, the 

Shariah-compliant indexes were doing better during the financial crisis. Thus, the screening-

criteria could not thoroughly explain the difference seen during the period of financial crisis.  

 

To sum up, all the factors mentioned above, namely low beta, the highest average returns and 

the exclusion of the financial industry in the screening criteria for Shariah-compliance, 

together led to the differences in values which were observed in the Jensen’s alpha. However, 

by looking closer at the scale of changes, they could still be said to be insignificant. This was 

further confirmed by a series of t-tests that were performed for the three measures, within 

each index family, where all outcomes were statistically highly insignificant. This was true 

both on an annual basis, as well as on the whole period of study.  

 

Given the above, we have not found any evidence that conventional investments would have a 

lower performance compared to ethical investments, i.e. SRI and Shariah-compliant 

investments. Thus, we cannot reject the 1
st
 and 2

nd
 null hypotheses: 

 

Hypothesis A0: Socially responsible indexes do not have a higher risk-adjusted financial 

performance than conventional indexes on a global basis. 

 

Hypothesis B0: Shariah-compliant investments do not have a higher risk-adjusted financial 

performance than conventional indexes on a global basis. 

 

Our 3
rd

 and 4
th

 hypotheses will now be discussed, in order to see if we will either confirm or 

reject the null hypotheses. 
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5.11. Correlations 

 
The table presented below is showing the correlations between all our SRI indexes and 

Shariah-compliant indexes, for the total time-frame of this study, i.e. 2001-2011. 

 

 

 
DJ Isl DJ SRI S&P Isl MSCI Isl 

MSCI 
ESG 

MSCI SRI FTSE SRI FTSE Isl 

DJ Isl 1 0,9253 0,9959 0,9935 0,9643 0,9717 0,9512 0,9747 

DJ SRI x 1 0,9455 0,9476 0,9506 0,9641 0,9615 0,9428 

S&P Isl x x 1 0,9909 0,9653 0,9745 0,9554 0,9783 

MSCI Isl x x x 1 0,9642 0,9724 0,9557 0,9744 

MSCI ESG x x x x 1 0,9812 0,9675 0,9488 

MSCI SRI  x x x x x 1 0,9795 0,9586 

FTSE SRI x x x x x x 1 0,9443 

FTSE Isl x x x x x x X 1 
Table 5: Correlation between socially responsible and Shariah-compliant indexes 

 

As can be seen from the table, all the indexes that we have tested for correlation can be said to 

have perfect positive correlations, since they are all very close to being equal to +1. This 

implies that they are all moving in the same direction, meaning that they are reacting almost 

exactly in the same way to events taking place on the market. This may not come as a chock, 

as indexes on the stock market should be more or less correlated, since they are all subject to 

the happenings on the world market. 

 

Tests for significance were made in SPSS for all of these correlations. The p-value ended up 

to be p<.001 for all of the correlations. What can be said from those results is that it is a 

highly significant value and that we have strong evidence against our 3
rd

 null hypothesis, 

meaning that we reject the hypothesis at the 1% significance level: 

 

Hypothesis C0: Socially responsible investments and Shariah-compliant investments are not 

correlated to a high extent. 

 

The tables presented below are showing the correlations between conventional and ethical 

indexes, i.e. of SRI and Shariah-compliant indexes, for the total time-frame of this study, i.e. 

2001-2011. As mentioned previously, the correlations were made within the index families 

only. 

 

 

  DJ SRI DJ Isl S&P Isl MSCI SRI 
MSCI 
ESG 

MSCI Isl FTSE SRI FTSE Isl 

DJ Con 0,956 0,979 x x x x x x 

S&P Con x x 0,988 x x x x x 

MSCI Con x x x 0,991 0,981 0,981 x x 

FTSE Con x x x x x x 0,977 0,971 

 Table 6: Correlation between daily returns of conventional and ethical indexes 
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As can be seen from these tables of the index families, the correlations are all very close to 

being equal to +1. This means that they have perfect positive correlations, meaning that the 

indexes are all moving in the same direction and reacting in the same way to market events. 

 

Also for these correlations, tests for significance were made. The p-value ended up to be 

p<.001 for all of the correlations. This is a highly significant value, and it implies that we 

have strong evidence against our 4
th 

null hypothesis, meaning that we reject the hypothesis at 

the 1% significance level: 

 

Hypothesis D0: Conventional investments and ethical investments are not correlated to a 

high extent. 

   

It should also be noted that, as previously mentioned, that some of the indexes did not exist in 

2001. They were the following: 

 

 MSCI World Islamic, which started on the 1
st
 of June 2007 

 MSCI World ESG, which started on the 28
th

 of September 2007 

 MSCI World SRI, which started on the 28
th

 of September 2007 

 FTSE Shariah All World, which started on the 29
th

 of October 2007 

 S&P BMI Global Shariah, which started on the 30
th

 of November 2007  

 

In those cases, the index that they were correlated with got a change in starting date to match 

the index with a shorter life length. 

 

So, all in all, we can see that the correlations between the SRI and Shariah-compliant indexes, 

as well as the correlations between the conventional and the ethical indexes, all have almost 

perfect positive correlations, with p-values of p<.001. As these p-values are highly significant, 

the 3
rd

 and 4
th

 null hypotheses can be rejected. 

 

Given that we did not find any particular differences in financial performance between 

socially responsible and Shariah-compliant indexes, we do not find a need to analyze the 

screens further. We can just state that there are different screens between these, but that all of 

them are aiming at excluding risky businesses, that are non-ethical, and that the screens do not 

affect the performance of the indexes significantly. At the same time, in a global sense, there 

are no significant differences in financial performance between ethical indexes that have been 

screened, and conventional indexes, as we have shown in our analysis.  
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Chapter 6: Conclusions and Recommendations  
 

The aim of this chapter is to draw conclusions as to the findings of this thesis. The limitations 

of this thesis, as well as theoretical and practical contributions will be presented. The chapter 

then ends with suggestions for future research in this field of research. 

 

6.1. Conclusions 
 

The main purpose of this thesis was to evaluate whether Shariah-compliant indexes and/or 

socially responsible indexes can improve financial performance of an investment portfolio. 

We had reasons to believe that they would perform better, given that we had seen from 

several previous studies that it was actually possible. We had also seen from the screening 

criteria of ethical investments that businesses that can be considered as risky had been 

excluded. Since there were only studies made in specific settings, we lacked a thorough global 

study which could be used for giving a general view of the matter.  

 

In order to evaluate the financial performance we calculated the Sharpe, Treynor, and Jensen 

ratios for conventional, socially responsible, and Shariah-compliant global benchmark 

indexes. This was done for the years of 2001-2011, on the index families of DJ, S&P, FTSE, 

and MSCI. The results could be obtained, as well as and the conclusion that we have drawn is 

that all these kinds of investment styles, on a global basis, do not perform significantly 

different from each other. Thus, we can provide an answer to our main research question:  

 

Do ethical investments perform better than conventional investments?  

 

No, on a global basis they do not perform significantly better. This could be seen both from 

graphs of the three ratios for each index family, as well as t-tests conducted on these which 

showed differences to be insignificant. However, there were small differences observed that 

could still be interesting to notice. Regarding two out of three utilized measures, there were no 

significant differences in values. However, Jensen’s alpha showed slightly different results 

which we will describe below. In the same time, within the MSCI index family, the socially 

responsible index outperformed the conventional and Shariah-compliant indexes. However, 

the difference was insignificant. This goes in line with the findings of Statman (2005) who 

discovered that socially responsible indexes could over-perform conventional indexes, but it 

should be noticed that the difference was insignificant.    

 

However, some observations which could be useful for potential investors were made. First of 

all, during the whole period of study, the returns of the socially responsible indexes had the 

highest volatility to compare with the conventional and Shariah-compliant indexes. This was 

proved by the betas and standard deviations, as well as the differences between minimum and 

maximum returns.  

 

The next interesting thing was that all the Shariah-compliant indexes had higher Jensen’s 

alphas during the crisis period (2007-2009) to compare with the conventional and socially 

responsible indexes. Even though the differences were very small, we believe that this fact 

deserves attention. It shows that during times of financial downturns, Shariah-compliant 

indexes could yield higher abnormal returns to compare with the total market. The same was 
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discovered by Elfakhani et al. (2005), who showed that Shariah-compliant indexes performed 

better than the conventional during the financial crisis of 1997-2000. At the same time, 

Walkshäusl and Lobe (2011) concluded that there were no significant difference in financial 

performance between Shariah-compliant and conventional indexes according to the Sharpe 

ratio. However, the multi-factor model yielded positive alphas for the Shariah-compliant 

indexes during the crisis. The authors concluded that it happened due to the exclusion of 

financial stocks from the Shariah-compliant indexes, which goes in line with our results.  

 

Despite that some of the indexes in this thesis did not start on January 2001 like the others we 

still believe that they should be used. Although we have less data in the pre-crisis period we 

can still get a picture of how the indexes have developed with time and how different 

investment styles have interacted.  

 

The sub-purpose of this thesis regarded the assessment of whether Shariah-compliant indexes 

and/or socially responsible indexes can add to diversification of a conventional portfolio. 

Given that we had seen previous studies where diversification, by using ethical investments in 

a conventional portfolio, had been achieved, we believed we would obtain the same results. 

This was also due to that socially responsible and faith-based investments are based on 

different screening criteria, and it made us believe that we could obtain diversification 

between ethical investments as well. In order to find an answer to this issue, we performed 

correlations analyses. The first run of correlations was on socially responsible and Shariah-

compliant indexes. When seeing that they had almost perfect positive correlations, we did a 

second run of correlations only within families between the conventional index and the 

socially responsible and Shariah-compliant indexes. Also in this case the result was close to 

perfect positive correlations. The conclusion that can be drawn from this is that, on a global 

basis, these different kinds of investment styles are correlated to a large extent and that 

diversification can be hard to achieve with the inclusion of socially responsible and/or 

Shariah-compliant investments in a conventional portfolio. Given this information, we can 

also provide an answer to our sub-research question: 

 

What kind of relationship exists between socially responsible investments and faith-based 

investments, represented by Shariah-compliant investments?  

 

There are different screening criteria for these two different types of investment styles. Yet, 

they do have in common that they should be ethical and that risky businesses should be 

excluded. However, in a global sense, there are no significant differences between these. The 

same was concluded by Beer et al. (2011); that socially responsible and faith-based 

investments are highly correlated, meaning that no diversification can be achieved.  

 

So, our main conclusions are that conventional, socially responsible, and Shariah-compliant 

indexes do not have any significant differences in financial performance on a global basis.  

This is also shown in studies such as in those of Schroeder (2004), Bauer et al. (2005), Bello 

(2005), Girard and Hassan (2008), that ethical investments do not perform significantly 

different to compare with conventional investments. However, since it has been shown in 

other previous studies that there can be differences in financial performance and that 

diversification can be achieved, one cannot forget that these studies were made on specific 

conditions. When looking at a global level, the different kinds of investment styles probably 

neutralize each other. We assume that stocks with better financial performance neutralize 

those with worse financial performance. Moreover, stocks of companies with different sizes 

are included, from different industries and from countries all over the world. Because of 
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diversification, the performance of ethical investments does not have to be lower than 

conventional investments, although one could expect this due to screening criteria. Thus, 

industry, size, and country varieties can lead to satisfactory financial performance despite 

restrictions set by the screening criteria. 

 

The whole financial world should be more concerned with the state and future of the planet, 

and not just think about personal profits. Since you do not necessarily have to lose anything 

on investing ethically, why not do it? You can still be a good person while earning money. It 

can also make us feel more at ease, knowing that by investing ethically, we can help the 

planet.  

6.2. Theoretical and Practical Contribution 
 

This thesis uses several acknowledged theories regarding investments and indexes, both for 

the conventional and ethical field, which is then applied to a global setting. The analysis 

shows that, on a global basis, there is no significant difference in financial performance 

between conventional and ethical investments. Thus, our findings go in line with findings of 

Bauer et al. (2005, 2006, 2007) who found that  socially responsible funds perform equally 

with conventional funds in Germany, the UK, the US, Australia and Canada; with Bello 

(2005) who showed that investment funds in the US perform almost without any difference, 

regardless of if they are conventional or socially responsible. Merdad and Hassan (2011) also 

found that Islamic mutual funds in Saudi Arabia perform on the same level as conventional 

funds. Regarding studies comparing investment indexes’ performance, our findings confirm 

the results of Schroeder (2004) that socially responsible indexes could perform equally with 

conventional funds. At the same time, the results of our study go partly in the same line as the 

study of Walkshäusl and Lobe (2011), which showed that according to the Sharpe ratio there 

was no difference in performance of Islamic and conventional indexes. However, the authors 

also found that Shariah-compliant indexes had a higher financial performance than 

conventional indexes during the crisis period. Elfakhani et al. (2005) also obtained results 

showing that Islamic investments perform better than conventional investments during the 

time of financial downturn. Thus, our results are confirmed by both of these studies regarding 

higher financial performance of Shariah-compliant indexes during the financial crisis. Despite 

that there were differences in the screening criteria between the socially responsible and 

Shariah-compliant indexes, the correlation analysis showed that they were almost perfect 

positively correlated. The same goes for the conventional indexes with the ethical indexes. 

Thus, no diversification could really be achieved in a conventional portfolio by including 

ethical investments of any kind, that is, on a global basis. This study does not provide any 

new theories, but it lends practical support to some of the relevant theories concerning 

investments of different kinds, as well as diversification. We then believe we have contributed 

by illuminating the confusion that we saw from the previous research, that on a global level, 

financial performance does not differ, and that diversification between these is not possible. 

This means that the investors, who want to invest ethically, have to find their own way in 

order to achieve differences in financial performance and to diversify an investment portfolio, 

since previous research has shown that it is possible in specific settings.  

 

This study makes further practical contributions, as it can be used for different sorts of 

stakeholders that want to know how they can invest. Our thesis may help investors to shape 

expectations as well as forecasts for their investment plans. It is important for both individual 

investors as well as institutional investors to know, that by investing ethically, it does not 

have to mean that financial performance have to be lowered, compared to investing 
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conventionally. It all comes down to knowing where to invest, which is what is true for all 

kinds of investments, and like we have stated before; why not try to be more concerned about 

our planet?  

 

So, by showing that on a global basis there is no difference in financial performance, and that 

there is no opportunity for diversification between conventional, socially responsible, and 

Shariah-compliant investments, we believe we have contributed with an explanation as to the 

varying results of the previous research.  

6.3. Limitations of the Research 
 

Even though we have performed analyses, which are supposed to contribute to the field of 

ethical investing, it does hold a couple of limitations.  

 

First limitation is the limited amount of indexes that have been researched. In this thesis we 

analyzed indexes from four of the most known international financial agencies. Thus, 

inclusion of other financial agencies in the research could affect the results. 

 

Second, not all of the chosen agencies had all of the required types of investment indexes. 

Existence of all required types of indexes in all financial agencies, namely socially 

responsible, could add details to the yielded results. 

 

Third, it might be said that our study has a time-period bias due to research of a particular 

time period. The results could differ dramatically if other periods of time would be 

researched.  

 

Fourth, the results of our analysis are greatly depending on the components of the indexes of 

research, namely the country and/or industry of operations. These were very difficult to find 

out and we cannot know them in detail, since most of the time it is closed information. 

 

Fifth, in our study we utilized investment indexes, while in the vast part of previous research 

investment funds were utilized. The same measures for the evaluation of financial 

performance of funds were used in our case of indexes. However, it could be possible that 

some other measures, developed especially for indexes could yield different results.  

 

Sixth, our level of statistical knowledge is rather basic. With more advanced techniques, 

deeper analyses could be made. Thus, deeper conclusions could be drawn as to the topic of 

ethical investments.  

6.4. Recommendations for Future Research 
 

The gained results and conclusions in this thesis have left some room for further investigation 

of ethical investments’ financial performance in comparison to conventional investments. 

First, it was shown that ethical investments performed insignificantly different during the 

crisis period. This could be explained by the components of the indexes. Thus, we recommend 

extending this study by taking a closer look at the components of these indexes and try to find 

reasons for differences in performance. 

 

Also, we recommend investigating ethical investors’ behavior and motives. It would provide 

better understanding of the concepts of ethical investments. It would also be interesting to 

investigate conventional investors’ behavior and motives as to ethical investments. This could 
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be done by introducing qualitative techniques, for example by sending out surveys, create 

focus-groups, or making interviews with investors, both individual as well as institutional 

investors, to see their attitudes towards conventional and ethical investments. Maybe this 

could bring some insights about why and why not people choose ethical investments, as well 

as what is demanded for more people to choose ethical investments. 

 

Furthermore, since we utilized global indexes including stocks from developing countries as 

well as from developed countries, we recommend performing studies on regional levels. Thus, 

we recommend to compare the financial performance of ethical indexes from developed and 

development countries. 

 

Again, in this thesis many global indexes were utilized. As was shown above, the screening 

criteria of the ethical indexes of choice did not differ significantly. We recommend 

performing the same analysis for different kinds of ethical indexes (for instance 

Environmental Leaders Indexes, Carbon Strategy Indexes and so on) in order to investigate if 

different screens could affect financial performance. 

 

Moreover, we used the correlation coefficient to investigate the relationships between ethical 

investments, as well as ethical and conventional investments. There may be other more 

suitable ways of investing these relationships, but it is beyond our level of statistical 

knowledge. 

 

Finally, we recommend performing the same analysis as we have done on a sample consisting 

of more global indexes in order to depict a better picture. This kind of study could be 

performed later when for instance S&P will have a global socially responsible benchmark 

index, and when other agencies start following the trend. 
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