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ABSTRACT 

 

This study compares the volatility of S&P GCC Composite Shariah index with conventional 

benchmarks from Gulf Cooperation Council (GCC) countries. The main goal is to provide 

evidence from a new index family whether investors who invest in Islamic equity are 

sacrificing performance or not. Orthogonal Generalized Autoregressive Conditional 

Heteroskedasticity (OGARCH) (1,1), (1,2), (2,1) and (2,2) framework is employed on daily 

returns data for the period of April 2007 to March 2018. The results show that S&P GCC 

Composite Shariah Index has similar risk profile as its conventional counterpart the S&P GCC 

Composite Index and that investors who wish to invest in Islamic securities are not 

significantly worse off than those who choose non-Islamic securities and will not sacrifice 

financial performance. 
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1.  CHAPTER ONE: INTRODUCTION  

The primary trait of any financial asset is its return. Return is considered to be an unpredicted 

variable. An asset’s volatility describes the spread of this variable which plays a vital role in 

several financial applications. Some of the primary usages are estimating the value of market 

risk, pricing financial derivatives, option-pricing techniques and is also used for risk 

management applications. It is crucial for financial institutions to be able to estimate their 

future values.  

Earlier studies have clearly emphasized on the role and importance of the Islamic indices in 

the financial system and suggest that Islamic indices provide similar performance in 

comparison to their conventional counterparts.  

However, this study aims to compare the performance of an Islamic proxy in comparison to 

its conventional counterpart. In addition, comparing both proxies to indices of the Gulf 

Cooperation Council (GCC) countries to give more evidence to weather investors whom are 

investing in Islamic indices will sacrifice performance or not.    

1.1 Islamic Finance 

The core principles of Islamic finance were established since the birth of Islam, more than 

1400 years ago. Islamic finance's fundamental concepts are based on Qur'an and Sunnah, and 

for decades Muslims have been practicing it. A religious identity surrounding the Islamic 

finance is what differentiates it from conventional system. The basic set of principles which 

Islamic finance sits on is referred to Islamic law, or what is known by Shariah. The crucial 

ones are the prohibition of Riba, Maisir, Qimar, Gharar, non-ethical sectors like liquor and 

mainly all transactions that leads to injustice to the other party or even to the same person. In 

addition, transparency, accuracy, and full disclosure of all the information is a must, as it will 
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lead to righteousness and impartiality. 

Islam is a religion that provides a different form of a financial system and such a system is 

entirely different from the conventional financial system. The conventional financial system 

is based on the concept of interest and in Islamic finance terminology, it is known Riba. Riba 

is completely prohibited in Islam and Islamic financial system cannot be run on using 

conventional banking system. Banks are the core institutions which are engaged in regulating 

financial system of a country and for that reason Islamic Finance concept is also recognized 

as Islamic banking and finance. Under Islamic finance concept all of the financial and 

banking activities are performed but it is made sure that the entire system should be free from 

Riba. The basic difference between Riba and profit is that in the Riba concept, a financial 

institution provide loans and earn their margins based on the total amount they have provided 

to an individual or an institution. On the other hand in the Islamic Finance system, a bank or 

a financial institution provides a product not a loan and a customer has to pay a higher price 

of such a product. One of the core differences between the two systems is that i n 

conventional banking and finance system, the risk of uncertainty is not catered and in every 

case, a bank has to provide a fixed interest rate to investors. But in Islamic finance the risk of 

uncertainty is always catered and investors cannot be ensured with a fixed interest rate at any 

instance of time. 

During the past couple of decades, Muslims have been aiming to restructure their economic 

lives on the basis of Islamic laws after they deeply felt that the political and economic 

dominance of the West has taken them away from their values. Therefore, Muslims were 

striving for the revival of their Islamic identity to organize their economic life in accordance 

with the Islamic laws. In an environment where the whole financial system was based on 

interest, it was the greatest challenge to reform financial institutions and to make them in 

coherence with the principles of Shariah. As a result, Islamic financial institutions have 
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become major economic players. The countries which are dominating the Islamic finance are 

mainly from Gulf Cooperation Council (GCC). In addition, A few non-Islamic countries, 

among them the United Kingdom, has announced their intention of becoming hubs of Islamic 

finance.  

As the concept of Islamic Finance and baking is still new in the market, there is an increased 

trend of consumers shifting from conventional banks to Islamic banks as soon as they get 

orientation and understanding about Islamic Finance. Islamic finance products are a bit 

different from conventional banking products. Generally, they are termed as Mudarbah, 

Musharakah Murabaha etc. Under Islamic banking, investors are generally taken as partners 

to a business while an Islamic bank does a business on behalf of its investors/partners and 

further provides a profit to its partners. Within Islamic finance system, an interest rate cannot 

be predetermined but all it depends upon the business activity and profitability of a bank. If a 

bank is more profitable then it will provide more profits to an investor/partner and if a bank is 

less profitable then it will provide lesser profits to an investor. 

1.2 Ethical Investment 

Ethical investment is such sort of investment that is based on ethical principles and such 

ethical principles are derived from societal norms, values and customs. As to what is ethically 

accepted by a society an investor can invest in that. Considering the fact that different sorts of 

societies have different sorts of values and customs. It means that different societies have 

different ethics. There is a high possibility that something is acceptable in one society and a 

similar thing is not acceptable in another society. Based on the principle of ethical investment 

there are no issues to take a fixed amount of interest if an investor is investing in anything 

that is socially acceptable. On the other hand, even if an investor is not getting a fixed interest 

rate though the nature of business is unethical then so called investment is not recognized as 

an ethical investment. The conception of ethical investment varies depending upon different 
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societies. As wine is very common in the western society so there is ethically no issue in 

investing in a wine business. But in the Islamic society a wine is prohibited so ethically 

within an Islamic society it is wrong to invest in such type of a business 

Ethical investment which is pretty much similar to Islamic investment goes back to the time 

when some institutions responded to the high demand by a group of customers. To avoid 

sinful industries such as gambling and tobacco etc. Cowton (1994) defines ethical system of 

investing as the use of ethical and social criteria to select and manage investment portfolios. 

Promoters of ethical investment believe that a company that implements an effective CSR 

policy is better positioned to avoid any crises which make it easier for firms to identify risks 

before they reach a crisis point. On the other hand, opponents of ethical investment highlight 

the unfavorable costs that ethical screening may result in, mainly is that ethical funds will not 

yield high returns since ethical investors invest in clearly unprofitable stock. Ethical investors 

are not only concerned about returns or the risks involved in their portfolios, but also with the 

traits and characteristics of the companies in which the funds are placed. This includes the 

nature of the company’s goods or services, the location of its business and their strategies.  

The earliest and largest ethical fund was established in 1984 in the UK which is the Friends 

Provident Stewardship Fund. It conducts business in accordance with the ethical beliefs of its 

founders. It offers a full range of investment services. The ethical criteria employed by the 

managers of the Stewardship Fund when examining companies which are possible for 

investment include records for quality, safety, management and customer relations. 

Companies involved pollution control are favored as well as those with energy conservation. 

Though Islamic investment is also a form of an ethical investment but Islam has different 

ethics. Islamic ethics are similar worldwide and they do not change according to local 

environment of a country. The origin of Islamic ethics is The Holy Quran and Hadeeth. In 

Islamic investment rules are taken from Quran. Though ethical investment and Islamic 
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investment have a great amount of similarities as both these investments define that an 

investor has to fulfill its commitments with a company and a company has to fulfill its 

commitments with an investor. None of the parties should do miscommunication and every 

party has to comply with the terms of a contract. If any of the party breaches the term of a 

contract, then it will be considered as a criminal act by that party and a legal action can be 

taken against that party. Another similarity between ethical investment and Islamic 

investment is that both these systems do emphasize that the investment should be made based 

on ethical grounds and as if something is unethical the investment cannot be made for that. 

1.3  Islamic Indices 

At the earlier phase, DMI (Dar al Mal al-Islami) was the first Islamic index to be launched in 

1998. And thereafter, several markets have launched their Islamic indices. The most 

important among them are as follows. Dow Jones launched the Dow Jones Islamic Market 

Index (DJIMI) In February 1999. Later on, in the same year, FTSE started Global Islamic 

Index Series (GIIS). In 2006, Standard and Poor's followed the same path and introduced the 

Global Benchmark Index Shariah. A year after, Morgan Stanley developed the MSCI Global 

Islamic Indices. All Islamic indices strictly go thru the process of screening. This process, 

which was developed by independent Shariah scholars, is a two-step screening process. First, 

is the qualitative filter which is based on the activity sector of firms, companies operating in 

specific unlawful areas are being excluded. Second, based on the firm’s financial ratios, 

which is the quantitative filter (Appendix 1).  

The need of earning profit through equity market is increasing rapidly. And due to the 

prohibition of Riba, Muslims scholars were inspired with the idea of filtering business 

ventures and stocks which was later known by Screening and thus establishing an Islamic 

equity market so that investors could invest in ethical stocks to earn profit in a Shariah-

compliant way. These efforts successfully led to launching of Shariah compliant indices. to 
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meet this increasing demand for ethical investments, global reliable indices' providers such as 

DJ, S&P, FTSE, and MS, have introduced Shariah compliant indices. 

The interest for Islamic investment has grown rapidly in the last two decades in the GCC 

region. We have clearly seen an increasing preference for Shariah-compliant products by 

investors. Therefore, it was a must to track the performance of the companies that were 

adhering to the principles of Islamic law. As a result, the need for superior benchmarks which 

comply to Shariah law has grown. “Islamic indices are subsets of conventional benchmarks 

that only include companies that pass rules-based screens for Shariah compliance. The 

resulting Shariah indices tend to be highly correlated to their conventional counterparts and 

provide Islamic investors with Shariah-compliant versions of a wide variety of popular 

benchmarks.” (us.spindices.com, Education Shariah 101, 2017).  

1.4  GCC Equity Market and Indices 

The member states of GCC are Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the United 

Arab Emirates and each state has its own stock market. Tadawul is the stock market of Saudi 

Arabia and it is regulated by the capital market authority. The stock and exchange reached 

out to its maximum point in the year 2006 at 20,634.86. There are 171 publically traded 

companies listed in it. The trading hours are 10:00 Am to 3:00 Pm. It has a head office in 

Riyadh. The chairperson of Tadawul is Sarah Al-Suhaimi and the CEO of the firm is Khalid 

Abdullah Al Hussan. The stock and exchange is dealing in the currency Saudi riyals. 

Different sorts of companies are listed in it including banks and financial services, 

petrochemical industries, cement, retails, energy and utilities, agriculture and food services, 

telecommunication and information technology and insurance companies.  

Bahrain stock and exchange was established in 1987. It is working as an independent 

institution regulated by independent board of directors and such board is governed by the 

governor of central bank of Bahrain. Now Bahrain Bourse has taken a place of Bahrain stock 
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and exchange and it was founded in the year 2010. 42 companies are listed on the stock and 

exchange and it is operating from Sunday to Thursday. Foreigners are allowed to sell or 

purchase stocks in BHB. In order to be eligible to sell or purchase stocks a foreigner has to 

reside in Bahrain for a period of 1 year at least.  

Kuwait stock and exchange is recognized as a national stock market of the country. It was 

founded in 1962 but even before that different sorts of stock holding companies exist with 

KSE. This stock market is being monitored by four entities in Kuwait including Ministry of 

Commerce and Industry, the Ministry of Finance and the Central Bank of Kuwait. 

Oman Muscat securities market has been operative. MSM was established in 1988. It is 

regulating and controlling the security market of Oman and it is supplying funds to public 

sector companies in order to carry on their operations successfully. In Oman the government 

of Oman is the major shareholder in every public limited company and rest of the shares are 

sold to public. It is operating in a currency of Omani Riyals. 116 companies are listed with it. 

The market cap was US$ 20,239.74 million in the year 2010. The volumes of securities 

traded were 3,024.49 million Securities Traded. 

Within UAE, Abu Dhabi stock and exchange was founded in the year 2000, AED is its 

currency. 67 companies are listed with it. It reached out to a market cap of US$ 135 billion 

and a volume of US$ 149 million in the year 2014 (Nwogugu, 2015). 

Qatar stock exchange was established in 1995. There are 44 companies listed with it. The 

stock market is highly contributing to country’s economy. It raises capital for Qatari 

companies. 

GCC equity market is characterized by a fast pace of economic growth and corporate 

profitability that continues to remain resilient backed by higher government spending 

specially the UAE and Saudi Arabia markets. These economies are highly integrated into the 
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global economy through trade and financial sector channels. Oil, is the main export 

commodity and it accounts for more that 75% of exports and about 85% of revenues. These 

countries have pursued economic and financial integration for over three decades with a view 

to establishing an economic union. GCC equity markets were established around mid 1970s. 

The first market to be established was the Kuwait Stock Exchange in 1977 followed by 

Tadawul All Share Index (TASI) in Saudi Arabia in 1984. The most recently established 

market was the Abu Dhabi Securities Market (ADSM) in 2000. UAE market successfully 

maintained its position as the third-best among 50 emerging markets as per a recent survey. It 

is worth mentioning the recent announcement in the first quarter of 2018 by FTSE Russell 

and MSCI which have announced the upgrade of Saudi Arabia market to emerging market. 

The GCC stock markets are characterized by more volatility than their emerging market 

peers, this is mainly due to the growing stage of development. Therefore, managing this risk 

or volatility is a key element for investors. An overview of the GCC indices co-movements 

with S&P Composite Shariah Index are shown in figure 1-6. 

 

 

Figure 1: BHSEASI Index Co-movements with SPSHG Index 

 

It is notisable from Figure 1 that Bahrain Index has periods where the movements were 

similar to the Islamic proxy which are the periods prior 2010 and after 2017, where other 
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periods do not share the same pattern. 

 

Figure 2: KWSEIDX Index Co-movements with SPSHG Index 

 

The Kuwait Index have opposite movements than the proxy specially during the period 

between late 2012 and beginning of 2015 as we can see in Figure 2. Where the other periods 

are characterized by similar movements. 

 

 

Figure 3: MSM30 Index Co-movements with SPSHG Index 
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Figure 3 which is the Oman Index is mainly characterized with similar patterns during the 

sample period. But the case has changed in 2018 where it’s clearly seen that movements are 

in opposite direction. 

 

 

Figure 4: DSM Index Co-movements with SPSHG Index 

Qatar Index in Figure 4 show similar movements to the Islamic proxy but with a high gap in 

the level specially in mid 2010 and after, the gap has clearly got larger. 

 

Figure 5: SASEIDX Index Co-movements with SPSHG Index 

 

We can positively conclude from Figure 5 that the Saudi Index is highly correlated with the 

Islamic proxy, as the movements are almost identical during all sample period. 
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Figure 6: ADSMI Index Co-movements with SPSHG Index 
 

 

Figure 6 which shows the movement of the Abu Dhabi Index show somehow similar 

movements until the beginning of 2011 and after. Where the gap in the level has increased 

dramatically specially after 2015. 

A brief about the chosen GCC indices are as following: Bahrain Bourse All Share Index is a 

capitalization-weighted index of all Bahraini public share-holding companies listed on the 

Bahrain Stock Exchange. It was launched in 2004. It is a benchmark index consisting of all 

the local publicly listed companies on the BSE. Kuwait Stock Exchange Index is a price-

weighted index. The index measures the performance of all companies listed at the Kuwait 

Stock Exchange. The Muscat Securities Market Index, MSM 30, is a capitalization-weighted 

index of the 30 most highly capitalized, liquid and profitable companies listed on the Muscat 

Securities Market. The index was developed with a base level of 1000 as on June 1990. The 

DSM Index is a capitalization weighted index. The index was developed with a base level of 

1000 as of December 31, 1999. This is the Tadawul All Share Index (TASI). It is 

disseminated by the Saudi Stock Market. The index was developed with a base value of 1000 

in 1985 and it was restructured on 06/30/08. Finally, the ADX General Index is a free float 

market capitalization weighted index of stocks listed on the Abu Dhabi Securities Exchange. 

For an equity to be a member of the index it must have five trading days since it was listed. 
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The index was started with a base value of 1000. All data regarding the previous indices are 

extracted from Bloomberg website. 

Each market from the GCC countries, has its own individualities and characteristics. Each 

market has a different way and behavior in overcoming and healing from crises. One of the 

goals of this study is to analyze and compare the performance of Gulf equity markets at the 

time of the crisis. For example, Qatar's stock market had the quickest recovery from the 

subprime mortgage crisis. That was due to Qatar won the hosting of World Cup 2022, which 

required a fast pace of building stadiums, hotels and infrastructure. As a result, many foreign 

investors were interested in investing in Qatar that time. As for the Saudi market, it was 

witnessed sudden rise in mid 2015 which was due to the beginning of foreign direct 

investment in the Saudi market. The next rise was in early 2017, due to the news that 5% of 

Saudi Aramco's shares were offered. We will witness the success and the payoff resulting 

from the Saudi market entry to the emerging markets list of FTSE Russell and Morgan 

Stanley shares in 2018. In my opinion, 2018 for the Gulf market will witness a great recovery 

period especially as we are observing the current revival of oil prices, which exceeded $80 a 

barrel as this price has not been exceeded since 2014. It is also expected that Kuwait to be on 

the waiting list for inclusion in the Morgan Stanley emerging markets list, especially after its 

successful entry into the FTSE Russell list. Generally, in 2018, GCC governments are 

expected to implement major reforms to improve the business environment, raise their 

rankings on global indices, attract foreign investment, enhance competitiveness and support 

regional equity markets. Co-movements between GCC Indices are shown in Figure 7. 
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Figure 7: Co-movements of GCC Indices 
 

 

During the equity market crash in 2006 stock markets lost their attractiveness in GCC 

countries and there was seen a disconnect between GCC investors and private sector. 

Considering the fact that private sector organization do require investment from public to run 

their business activities and to expand their business operations and as to when investors lost 

their trust into the stock market, it impacted the entire region adversely as a lot of 

development projects were not completed on time.  

Before two waves of stock market crashes, GCC governments had initiated a policy to make 

local brands more recognizable through ‘popular capitalism’ strategy in which state-owned 

companies had raised sufficient capital from public and in response public got underpricing 

of different offerings by such state-owned companies. Public were provided good distribution 

of shares and healthy dividends. As to when stock market crashes took place it let down 

‘popular capitalism’ idea and GCC governments were not able to carry on their policy of 

increasing local investment into stock market any more.  

The economies of GCC countries are much reliant on production of oil and its related 

products. Due to such stock market crises, global delivery process of oil was put on hold and 

production of oil fell down considerably. There was a great decline seen in the GCC’s 

external and fiscal surplus. The second most profitable sector in GCC countries is real estate 
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market and that was effected drastically. The external funding in GCC was lowered as well. 

As apart from local investors, GCC countries used to get a great investment in stock market 

from external investors. About $2.5 trillion projects were put on hold as there wasn’t any 

further investment by shareholders in the stock market and the region was hit with a major 

financial constraint.  

The region was hit by inflation and increase in asset prices. It was unusual increase in 

inflation rate and it made a bad impact on lives of public. The equity market was hit by 

balance sheet vulnerabilities. During this period private sector organizations had to bear a 

higher cost for financing as in this period they had to rely more on banks which used to 

charge them with higher interest rates.  

Besides investing to stock market, people deposited their money into banks and during such 

period banks charged a higher interest rate. Their policies were strict and there was lesser 

availability of funding for the private sector. 

1.5 Problem Statement 

Moving on to the academic research field, Islamic indices were not profoundly scrutinized. 

Nonetheless, a good number of researchers were interested in studying the volatility of 

Islamic indices versus their conventional counterparts. Investors require a clear proof weather 

investing in Islamic equity will make them suffer any losses in return or will they be able to 

get rewarded with the same level of return as conventional equity in addition to complying 

with their beliefs. Based on that and based on the minimal literature which has ben conducted 

in this field, I aim in this study to present another evidence to either support or clarify an 

aspect in this field that was not tested before.  

1.6  Research Objective 

Volatility modeling and forecasting are essential in the financial market specially in option 
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pricing, estimating the risk of assets and portfolio management. There are two approaches 

about the riskiness of Islamic investment. . The first group, believe that Islamic investments 

are relatively less risky than their conventional counterparts since complaint with Shariah 

principles eliminates all the activities which might be considered risky. On the other hand, 

others believe that ethical screening tends to eliminate large firms from the investment 

universe and as a result remaining firms tend to be smaller and have more volatile returns.  

Based on the literature, we can say that the majority of the studies conducted have focused on 

a single index, which may not give the full and real image of Islamic stock markets. And to 

overcome this shortage, my study contributes to the current literature by studying GCC 

conventional indices and comparing it to the Islamic index. Second, by comparing the same 

Islamic index to its conventional counterpart in GCC.   

1.7  Research Contribution 

This study is a pioneering attempt to examine the volatility of S&P GCC family. In addition, 

the study includes conventional indices of the six GCC countries: Saudi Arabia, United Arab 

Emirates, Kuwait, Qatar, Bahrain and Oman. This study contributes to the existing literature 

in numerous ways. To the best of my knowledge, this is the first study to explore S&P GCC 

index family. Second, OGARCH model will be employed for the first time in this field. 

Finally, the behavior of GCC conventional indices will be compared to the same Islamic 

proxy. 

The selected proxies are the S&P GCC Composite and the S&P GCC Composite Shariah. 

S&P GCC Composite is a comprehensive benchmark covering stocks from the 6 Gulf 

Cooperation Council (GCC) markets including Saudi Arabia.  The index reflects the float 

defined by foreign investment limits applicable to GCC residents, which is typically larger 

than that available to investors based outside the region. The index was launched in March 

31, 2006. On the other hand, the S&P GCC Composite Shariah offers investors a 
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comprehensive Shariah compliant benchmark for the GCC region, including Saudi Arabia. 

The index reflects the float defined by foreign investment limits applicable to GCC residents, 

which is typically larger than that available to investors based outside the region. The index 

was lunched in April 24, 2007. Table 1 Summarizes the main characteristic of both indices.  

 

 SEMGGCPD SPSHG 

Number of Constituents 
286 181 

Constituents Market (USD Million) 
  

• Mean Total Market Cap 
3,124.92 2,788.91 

• Largest Total Market Cap 93,128 93,128 

• Smallest Total Market Cap 72.20 72.20 

• Median Total Market Cap 733.11 605 

Weight Largest Constituents (%) 
8.9 15.2 

Weight Top 10 Constituents (%) 
36.8 51.4 

Note: As of March 30, 2018. Source: S&P Index Factsheet: (https://us.spindices.com) 

Table 1: Main Characteristics of Proxies 

1.8 Hypothesis 

Previous studies have provided many hypotheses which have been tested for acceptance or 

rejection. Hussein (2004), tested the hypothesis of whether ethical investment has inferior 

performance compared with their unscreened benchmarks. Yusof & Majid (2007) states their 

hypothesis as there is no significant difference in returns between Islamic and conventional 

indices.  
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This study set the following hypothesis: 

H0: There is no difference in volatility between Islamic indices compared to their 

conventional counterparts. 

 

1.9 Document Structure 

This study is organized as follows. Section 2 discusses the literature of existing studies 

starting from market efficiency hypothesis and the theory of random walk then Islamic and 

Socially Responsible Investments in a general and comparative performance of Islamic and 

conventional indices in particular. section 3 and 4 explains the data and methodology, section 

5 reports the findings and interpretation. Conclusion, limitations of the study and areas for 

future research are discussed in section 6. 
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2.  CHAPTER TWO: LITERATURE REVIEW  

This section will start with a brief on the hypothesis of Efficient Market and the Random 

Walk theory, followed by defining and discussing on ethical investment. Furthermore, will 

provide a review on the previous studies done on comparison of Islamic indices versus 

conventional indices and diversification opportunities. Finally, will go through some 

literature regarding the chosen model.  

2.1  Efficient Market Hypothesis and Random Walk Theory 

Efficiency and volatility have been the interest area of research in time series econometrics 

and finance in the past couple of decades. Since the pioneering work of Fama (1970, 1995), 

the phenomenon of market efficiency has always been the subject of interest among 

researchers. There are a number of studies which have attempted to apply the random walk 

theory and Efficient Market Hypothesis (EMH) in financial time series analysis of equity 

market. Following, we highlight some significant historical events related to the origin and 

the development of hypotheses. Over a century ago, when the mathematical theory of random 

processes was understudying, Bachelier (1900) stated that the movement of stock prices 

followed a Brownian motion. Half a century later, the idea was picked up by the statistician 

Kendall (1953）documented that the prices of stock are following a random walk. Following 

Samuelson (1965) and Mandelbrot (1966), Fama (1970) defines three levels of market 

efficiency to guide empirical studies, which are weak, semi-strong and strong efficiency. 

Furthermore, stock market crisis enlightens that it is vital to protect the stock market from 

severe fluctuations. Hence, examining the volatility of stock returns is a useful analysis as it 

bears several clues for investors and decision makers. 

Understanding the volatility of equity market has become a crucial element not only among 

researches and analysts, but also among investors. Investors are concerned about the risk and 
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returns on their investment. Simply, volatility of asset return is the measure of risk related to 

the financial assets or it is the standard deviation of returns. The higher the fluctuations in 

assets prices over a short period, the higher the volatility.  

2.2  Ethical Investment 

Earlier, it has been held the notion that investors should not mix money and morality. Until 

later on the concept of Ethical investment or Socially responsible investment (SRI) has 

arisen.  Yet, according to Hassan and Girard (2011) the literature was still in its early stages. 

Ethical investment or SRI and the Islamic Equity indices share commonalities counting that 

their objective is to provide return to an individual in a way that conforms to their social 

ethics and beliefs, in other words, Shariah-compliant (Obaidullah, 2001). Many studies have 

been conducted to compare the performance of both ethical versus non-ethical investments 

but with an questionable outcomes. In the US market for instance, Statman (1993), Diltz 

(1995) and Guerard (1997) concluded that the differences between the returns of ethically 

screened and unscreened investments were not statistically significant. In UK, the same 

conclusion has been drawn by Gregory, Matatko, and Luther (1997) which is no significant 

difference between the financial performance of ethical and non-ethical unit trusts. Up to that 

point, the relevant literature has not been able to find a significant performance gap between 

ethical and non-ethical portfolios.  

Kreander et al., (2005), studied 40 SRI funds from seven countries. The variables were: age, 

size, country and investment universe. Sharpe ratio, Treynor ratio and Jensen's alpha were 

used as performance measures. The mentioned study had an improvement over the earlier 

studies since it included a measure for market timing in the regression for Jensen's alpha. 

However, the results did not contradict the earlier studies as the performance measures of the 

conventional funds were slightly higher but not significant at 5% significance level. 
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Mallin et al., (1995), examined the performance of 29 ethical and non-ethical funds in UK. 

Monthly data were measured by Sharpe ratio, Treynor ratio and Jensen's alpha against 3-

Month T-Bill. They concluded that ethical funds reported higher returns than non-ethical 

fund and that 12 ethical funds outperformed the market. 

Mueller (1991), tested the returns of 10 socially responsible funds against unrestricted 

investments for the period 1994 to 1998. He concluded that unrestricted investments earned 

higher than the socially responsible funds. 

Sauer (1997), compared the returns of DSI to two proxies, S&P 500 and Chicago Centre for 

Research in Security Prices (CRSP). The results revealed that screening and monitoring costs 

associated with implementing social-responsibility screens does not necessarily result in 

higher volatility and reduced returns. 

On the other hand, in a more recent paper by Charfeddine, Najah and Teulon (2016), 

applying a multivariate analysis based on cointegration approach on FTSE and DJ and their 

ethical counterparts (FTSE4G and DJS) using daily data from 2004 until 2011, it has been 

concluded that ethical investment has inferior performance compared with their unscreened 

benchmarks. Based on this premise, the idea of comparing the performance of Islamic equity 

market versus conventional markets became the core interest of researchers.   

2.3  Islamic Indices versus Conventional Indices 

Rizvi (2014), applied MFDF analysis on a total of 22 markets divided into 11 markets each 

from Islamic and developed part of the world. Using daily return 2001 until 2013, they 

concluded that Islamic markets had high efficient and less volatile performance particularly 

in crisis periods and on top of them were Malaysian, Indonesian and Turkish markets. Using 

a GARCH model applied on a number of global indices from the DJ family, Ben Rejeb and 

Mongi (2017), concluded that Islamic markets are not fully immunized against financial 
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crises effects. Nonetheless, it had successfully escaped an important part of the last Subprime 

crisis risky effects. While on the other hand Charles, Darne & Pop (2015) using the same 

index family and methodology, concluded that there is no significant difference in volatility 

between both indices.  

Contradicting the previous literature, El Khamlichi et al., (2014), employed Error Correction 

Model on daily prices of Dow Jones, Financial Times, Standard & Poor, and Morgan 

Stanley’s Islamic and conventional indices starting from their available date to 2011, have 

concluded that both Islamic and conventional indices have the same level of high volatility.  

Applying OLS, Hussein (2004) have examined the performance of the FTSE Global Islamic 

Index versus the FTSE All-World Index. Using a monthly return data from 1996 until 2003 

divided into two sub-periods, bull and bear periods. The results show that that Islamic indices 

outperform during bull period but underperform during bear period. Another evidence from 

the same period by Hussein (2007) confirms the previous, which shows that FTSE Global 

Islamic Index and DJIMI tends to be less volatile than its conventional counterpart. In 

conformity was the study conducted by Hakim & Rashidian (2002), where they concluded 

that Islamic index was influenced by factors independent of the broad market or interest rate 

which is known as unsystematic risk. A different finding was concluding using a different 

approach, Al-Zoubi and Maghyereh (2007), applied APARCH on data for the period of 1996 

– 2005. It was concluded that the Dow Jones Islamic Index outperforms the Dow Jones 

WORLD Index in terms of risk. 

Moving to Malaysia, Albaity and Ahmad (2008) conducted their analysis by applying Vector 

Autoregression and Impulse Response Analyses methodology on daily return of KLSI and 

KLCI during the period April 1999 to December 2005 and have found that no evidence of 

significant statistical differences in risk-adjusted returns between Islamic and conventional 

stock market indices. In Malaysia, GARCH (1,1) along with VAR analysis were applied on 
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another Islamic proxy which is RHBII. Monthly data for the period 1992 to 2000 were used 

in the mentioned study. Yusof & Majid (2007) concluded that interest rate was not able to 

affect Islamic stock market volatility. In Pakistan, Karachi Meezan Islamic was providing 

highest returns as compared to its conventional counterpart Index (Jebran, K., et al. ,2017). 

The case is not very different in GCC. A study conducted by Miniaoui, Sayani and Chaibi 

(2015) using weekly data for the period of December 2003 to the end of October 2013, with a 

sample size of 364 observations and applying GARCH model concluded that GCC Islamic 

index exhibits similar attributes of the conventional indices in all the periods of analysis and 

that it has similar risk profile as its conventional counterparts. 

2.4  Diversification Opportunity 

From a diversification opportunity point of view, few studies have addressed the existence of 

this issue. Hakim and Rashidian (2004) found that even with applying investment 

restrictions, diversification of DJ was not affected. Guyot (2011) examined the same index 

family and found lack of cointegration over the long term between Islamic and conventional 

indices which means diversification benefits do exist. Kok et al. (2009), had similar 

conclusions. 
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3.  CHAPTER THREE: DATA AND METHODOLOGY 

This chapter will discuss the following: first, the process of data collection and sample 

selection. Second, the technique and the model used in this study along with a justify on the 

reason and appropriateness for choosing this model. 

3.1  Data Collection and Sample Selection 

Daily total return data is used for analysis for the period 23 April 2007 to 30 March 2018, 

with a sample size of 2855 observations. The selection of the sample period was mainly 

based on the Islamic Index start date. The use of daily data along with the chosen model will 

be more accurate than the other frequency estimates (Alexander, 2000). All the data is 

extracted from Bloomberg terminal and the data analysis is performed using Eviews. Table 2 

presents the indices included in this study.  

 

 

 
 Index Symbol Methodology 

Islamic Index  S&P GCC Composite Shariah SPSHG Float-adjusted market cap weighted 

Conventional Index S&P GCC Composite SEMGGCPD Float-adjusted market cap weighted 

Bahrain  Bahrain Bourse All Share Index BHSEASI Capitalization-weighted 

Kuwait  Kuwait Stock Exchange Index  KWSEIDX Price-weighted 

Oman  Muscat Securities MSM 30 Index  MSM30 Capitalization-weighted 

Qatar Qatar Exchange Index DSM Capitalization-weighted 

Saudi Arabia Tadawul All Share Index SASEIDX Free float market cap weighted  

UAE Abu Dhabi Securities Market 
General Index ADSMI Free float market cap weighted  

 
Table 2: Indices And Their Methodologies 

 

Day to Day Total Return is one-day total return as of today. The start date is one day prior to 

the end date (as of date). Historically, this is a series of day to day total return values for daily 
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periodicity. Applicable periodicity values are daily, weekly, monthly, quarterly, semi-

annually and annually. Gross dividends are used, which are the sum total of all dividends 

received. 

According to the S&P GCC Composite Shariah Index Factsheet (March, 2018), the index 

was introduced in April 2007, and the estimated historical daily prices are available since. 

Table 3 and 4 provide the country and sector breakdown for the S&P GCC Composite 

Shariah index. 

 
 

Country Number of Constituents Total Market Cap (USD Million) Allocation (%) 

Saudi Arabia 119 342,354.27 74.2 

UAE 20 35,241.65 8.2 

Kuwait 17 50,143.08 8.1 

Qatar 14 71,621.87 7.6 

Bahrain 5 2,855.66 1.1 

Oman 6 2,576.84 0.6 

 

Table 3: Country Weight Breakdown of SPSHG Index 

 

We can clearly notice from the above table that Saudi Arabia has the highest share in the 

index with over 70% allocation and a total market cap of more than 300$ Million. UAE 

comes in the second place with 8% allocation. The least share goes to Oman with less than 

1% allocation. 
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Table 4: Sector Weight Breakdown of SPSHG Index 

The index is consisted with over than 60% from Financial and Materials sectors. The rest 

40% is divided among other sectors as shown in the above table. 

On the other hand, S&P GCC Composite index was introduced in March 2006. Table 5 and 6 

provide the country and sector breakdown for the index. 

 

 

 

 

Sector Allocation (%) 

Financials 32.5 

Materials 30.6 

Telecommunication Services 10.4 

Industrials 7.3 

Consumer Staples 6.0 

Real Estate 5.4 

Consumer Discretionary 4.2 

Health Care 2.3 

Utilities 1.0 

Energy 0.3 
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Table 5: Country Weight Breakdown of SEMGGCPD Index 

 

We notice from the above table that Saudi Arabia has the highest share in the index with over 

60% allocation and a total market cap of almost 500$ Million. UAE comes in the second 

place with 14% allocation. The least share goes to Oman with less than 2% allocation. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

Table 6: Sector Weight Breakdown of SEMGGCPD Index 

Country Number of Constituents Total Market Cap (USD Million) Allocation (%) 

Saudi Arabia 153 493,719.45 60.3 

UAE 39 191,272.75 14.4 

Kuwait 35 73,190.20 10.6 

Qatar 28 106,048.07 10.5 

Bahrain 14 16,464.48 2.3 

Oman 17 13.031.15 1.8 

Sector Allocation (%) 

Financials 45.9 

Materials 20.3 

Telecommunication Services 8.6 

Real Estate 7.0 

Industrials 6.9 

Consumer Staples 3.6 

Consumer Discretionary 2.7 

Utilities 2.1 

Energy 1.6 

\Health Care 1.5 
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The index is consisted with over than 65% from Financial and Materials sectors. The rest 

35% is divided among other sectors as shown in the above table. 

We can clearly see from the tables that the largest share goes to Saudi Arabia. Further 

explanation of the effect of this will be discussed later on. In addition, the largest number of 

constituents are allocated in the Financials and Materials sector in both indices. This means 

that both indices are largely affected by The Saudi Market and specially from Financial and 

Materials sectors. 

3.2  Methodology 

3.2.1  Descriptive statistics and Correlation 

Descriptive statistics provide a primary understanding of the characteristics of the time series 

in terms of mean returns, standard deviation, and other characteristics like skewness and 

kurtosis. Jarque-Bera test is conducted to identify if the time series are normally distributed. 

Moreover, correlations are calculated to estimate the strength and direction of relationship 

among the indices. Furthermore, returns are plotted on graphs showing the co-movement 

between S&P GCC Composite Shariah and S&P GCC Composite index.  

 

3.2.2 Unit-root Test of Dickey-Fuller (ADF) 

Testing for the order of integration is standard in applied econometric work. The way a test is 

performed in applied work depends on the motive behind the test. We can find two motives 

behind unit root tests. The most common motive is to investigate the properties of the prior to 

the construction of an econometric model. In this case, unit root tests are mainly a descriptive 

tool performed to classify series as stationary and non-stationary. A widely used test for testing 

I(1) versus I(0) is the Dickey-Fuller test. This test has as the null that the series is I(1). (Sjo, 

2008) 
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The standard DF test is carried out by estimating the following equation after subtracting yt – 1 

from both sides of the equation:  

∆y# = 	  αy#'( +	  𝓍#+δ +	  ϵ#,                   (1) 

where α =  ρ – 1 . The null and alternative hypotheses may be written as,  

H0: α  =  0 

H1: α  <  0 

and evaluated using the conventional t-ratio for α: 

t/ = α	  /	  (se α )                       (2) 

where α is the estimate of α, and se α ) is the coefficient standard error. (Asteriou and Hall, 

2015). 

 3.2.3  Sharpe Ratio 

The Sharpe ratio (1994) is a measure of volatility-adjusted performance and is calculated by 

dividing excess return by the standard deviation of excess return. Higher Sharpe measures are 

associated with superior performance. Sharpe Ratio is calculated as: 

SHARPEi,t = (	  56,8'	  56,9)
:6,8

       (3) 

Where SHARPEi,t is the Sharpe ratio for index i in period t, respectively R<,= is the average 

yearly returns for index i in period t, R<,> is the average yearly deposit interest rate, and σ<,= is 

the standard deviation of monthly returns of index i in period t. 
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3.2.4  OGARCH Model 

This research employs a univariate generalised autoregressive conditional heteroscedasticity 

(GARCH) model which wasintroduced by Engle (1982) and Bollerslev (1986) and remains 

very successful for volatility estimation in financial markets. It has been validated empirically 

that GARCH models generate more realistic long-term forecasts. The creation of large 

covariance matrices has presented a great challenge to specialists for many years. Large 

covariance matrices have a chief role to play in investment analysis, because the risk of a 

portfolio is generally determined by the covariance matrix of all the assets in the portfolio. 

Calculation of such matrices is a complex task and often very simple measures of volatility 

and correlation are used in it. Here comes the Orthogonal factor part, which helps in 

simplifying the process of producing these large matrices on a daily basis. This paper applies 

orthogonal factorization in conjunction with standard volatility estimation model which is the 

autoregressive conditional heteroscedasticity (GARCH). “The method is computationally 

very simple: it takes the univariate volatilities of the first few principal components of a 

system of risk factors and the factor weights matrix of the principal components 

representation to produce a full covariance matrix for the original system.” (Alexander, 2000, 

p. 2). In the world of financial markets, which is characterized by uncertainty, it makes sense 

to distill the important information into a few factors and cutting out any 'noise' in the data 

which the orthogonal GARCH method can very much help in. 

To conclude, the aforementioned literature suggests that Islamic indices are less volatile or 

have the same level of volatility of a conventional one and that investors who are investing in 

Islamic portfolios do not suffer any losses from the restriction criteria applied on their Islamic 

portfolios. My goal from this study is to provide a new evidence from a new index family 

while applying a new and a more accurate model which has not been tested before and to 

check whether the results are in conformity with the previous studies or a new aspect will be 
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revealed.   

As suggested by El Khamlichi et al., (2014), to go further with the analysis by exploring the 

results of other index families, I am conducting this study. And to the best of my knowledge, 

there are no previous studies testing the S&P GCC index and using it’s Shariah counterpart as 

a proxy while employing Orthogonal GARCH 3-Step approach. 

There are various models to forecast time series volatility. to name a few, Engle (1982), 

suggested the Autoregressive Conditional Heteroscedasticity (ARCH) which has been used 

by many analysts. The Generalized ARCH) was introduced by Bollerslev (1986). 

Exponentially Weighted Moving Average (EWMA) was introduced by JP Morgan. 

EGARCH (Exponential GARCH) model was proposed by Nelson (1991).  

The very well documented literature on GARCH models, proves its advantages in estimating 

variances, flexibility and accuracy of forecasting techniques. Orthogonal GARCH model has 

been introduced by Alexander and Chibumba (1997) and Alexander (2000). Its main idea is 

to use the principal component analysis to generate a number of orthogonal factors that can 

be modeled in a univariate GARCH framework which substitutes the normal estimation of 

the multivariate GARCH models (Alexander, 2000; see also Lam et al., (2009).  

The OGARCH model by Alexander (1997) is described as follows. 

Let Yt be a multivariate time series of daily returns with mean zero on k assets with length T 

with columns y(,…,	  y@. We define that the T x K matrix xt whose columns x1,…,	  x@ are given 

by the equation 

𝑥C = 	  
𝑦C
𝑣F

 

Where V = diag(v1,…,vm) with vi being the sample variance of the ith column of Yt. 
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Let L denote the matrix of eigenvectors of the population correlation of xt and by lm = 

(l1,m,…,lk,m) its mth column. lm is the k x 1 eigenvector corresponding to the eigenvalue λH. 

The column labeling of L has been chosen so that λ(> λI> … > λ@. Let D be the diagonal 

matrix of eigenvalues and Wm = lm D. The mth principal component of the system is defined 

by 

pm = x1l1,m + x2l2,m + … + xklk,m 

 

If each vector of principal components pm  is placed as the columns of a T x k matrix P, then 

P = XL 

The principal component columns are modeled by GARCH(1,1) 

 

pt | 𝛹t-1 ~ N(0,∑C) 

 

pi.t = ϵi.t 

 

         𝜎F.CI  = 𝛾F + 𝛼F𝜖F.C'(I +	  𝛽F𝜎F.C'(I                                                             (4) 

 

Where ∑#	  is a diagonal matrix of the conditional variances of the principal components P. Ψt-1  

contains all the information available up to time t – 1. The conditional covariance matrix of Xn is  

 

Dt = Wn	  ∑CW’n        (5) 

and the conditional covariance matrix of Y is given by 

 

Ht = Var[Rt |	  𝛹t-1] = 𝑉𝐷C 𝑉 = 𝑉𝑊X	  ∑CW’n 𝑉 
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The study estimates OGARCH (1,1), (1,2), (2,1) and (2,2) and the factor volatility model 

which is estimated in the third stage will employ GARCH, TGARCH and EGARCH.  

 

The first factor volatility model which was estimated is the GARCH (q, p) model. It c an be 

estimated by choosing either q or p greater than 1 where q is the order of the autoregressive 

GARCH terms and p is the order of the moving average ARCH terms. The representation of 

the GARCH (q, p) variance is:  

         𝜎CI = 𝜔 +	   𝛽Z𝜎C'ZI[
Z\( 	  + 𝛼F𝜖C'FI 	  ]

F\(                                                  (6) 

 

The second factor volatility model which was estimated is the TGARCH. Threshold GARCH 

were introduced independently by Zakoian (1994) and Glosten, Jaganathan, and Runkle 

(1993). The generalized specification for the conditional variance is given by: 

 

         𝜎CI = 𝜔 + 𝛽Z𝜎C'ZI[
Z\(  + 𝛼F𝜖C'FI 	  ]

F\( + 𝛾^𝜖C'^I_
^\( 𝐼C'^                            (7) 

 

where 𝐼C  = 1 if ϵt  < 0 and 0 otherwise.  

In this model, good news, ϵ#'F > 0 , and bad news. ϵ#'F < 0 , have differential effects on the 

conditional variance; good news has an impact of α<, while bad news has an impact of α< + γF.  

If γF > 0, bad news increases volatility, and we say that there is a leverage effect for the i-th 

order. If γF ≠	  0 , the news impact is asymmetric. 

The last factor volatility model which was estimated is the EGARCH. Exponential GARCH 

model was proposed by Nelson (1991). The specification for the conditional variance is: 

         𝐿𝑜𝑔	  (𝜎CI) = 𝜔 + 𝛽Z𝑙𝑜𝑔	  (𝜎C'ZI )[
Z\(  + 𝛼F|

hijk
lijk

|	  ]
F\( + 𝛾^

hijm
lijm

_
^\(               (8) 
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Note that the left-hand side is the log of the conditional variance. This implies that the 

leverage effect is exponential, rather than quadratic, and that forecasts of the conditional 

variance are guaranteed to be nonnegative. The presence of leverage effects can be tested by 

the hypothesis that γF < 0. The impact is asymmetric if γF ≠	  0. 

This chapter has discussed the process of data collection and sample selection. The sample 

consist of 2855 observations covering the period 2007 to 2018. Time series analysis is used 

which is the most suitable in this case along with OGARCH model for measuring volatility. 
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4.  CHAPTER FOUR: RESULTS AND INTERPRETATION  

This chapter presents and analyzes the empirical results. Which starts by descriptive statistics 

and correlation between the indices. Followed by unit root test and sharp ration to measure 

the risk-adjusted return. Finally, the results of the used model. 

4.1  Descriptive statistics and Correlation 

Table 7 shows the descriptive statistics for the returns of the indices. It is clear that the mean 

return of the Islamic index is the least among the indices which matches the expectation. This 

is not the case for the standard deviation, showing that Bahrain Bourse All Share Index is the 

least risky index, and that the Islamic index is riskier than the conventional index. This can be 

explained since first, the Islamic index is considered to be a not diversified portfolio due to 

the filtering criteria that exclude a large number of Shariah non-compliant firms. Not to 

mention that most of the excluded firms are the largest and most stable firms, which implies 

that the remaining Shariah compliant firms are smaller ones (Hussein and Omran, 2005; 

Girard and Hassan, 2011). All the returns are skewed to the left, indicating negative skewness 

of returns. According to the Jarque-Bera test, daily returns are significantly departed from 

normality since real data usually are not precisely normally distributed. 
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  SPSHG SEMGGCPD BHSEAS
I 

KWSEI
DX MSM30 DSM SASEIDX ADSMI 

Observations 2855 2855 2855 2855 2855 2855 2855 2855 

Mean 0.0026 0.0096 0.0209 0.0098 0.0278 0.0667 0.0756 0.0671 

Median 0.0035 0.0062 0.0135 0.0551 0.0405 0.0746 0.0994 0.0721 

Maximum 7.8251 6.8796 2.6564 5.3477 8.3708 9.8801 9.4698 7.9281 

Minimum -12.9246 -7.7022 -4.8009 -3.8004 -8.3314 -8.7502 -9.8130 -8.3133 

Std. Dev. 1.0085 0.8165 0.5541 0.6610 0.9832 1.2552 1.1669 1.0562 

Skewness -1.6670 -1.1936 -0.7982 -0.5565 -0.5519 -0.2307 -0.4063 -0.1041 

Kurtosis 27.4072 21.3651 10.2007 8.6271 21.6928 13.0580 15.4162 13.2923 

Jarque-Bera 72187.15***     40799.97*** 6471.24*** 3914.11*** 41711.4*** 12059.43*** 18417.33*** 12606.65*** 

                    Note: *, **, *** Statistically significant at the 10%, 5% and 1% significant level 

Table 7: Descriptive Statistics 

 
The correlations between the indices are presented in Table 8 and are positive. The Islamic 

and conventional index are highly positively correlated with each other and they have the 

highest correlation with the Saudi index. This is logical as Saudi Arabia has more than 70% 

country allocation in both indices. Islamic and conventional index are least correlated with 

Bahrain Bourse All Share Index.  
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Table 8: Correlation 

We can conclude from our case that Islamic indices tend to be highly correlated with their 

conventional counterparts which means that they provide investors with Shariah-compliant 

alternatives of a wide variety of popular benchmarks. 

The results for Skewness, kurtosis, Jarque-Bera, and the correlations are in conformity with 

the findings of Miniaoui (2015) which states that all returns are skewed to the left, which 

indicates negative skewness of returns and that Jarque-Bera normality test statistics show that 

the weekly returns are not normally distributed at 5% significance level.. 

 

 

 

 

     

 SPSHG SEMGGCPD BHSEASI KWSEIDX MSM30 DSM SASEIDX ADSMI 

SPSHG 1        

SEMGGCPD 0.8663 1       

BHSEASI 0.2437 0.2266 1      

KWSEIDX 0.3946 0.4101 0.3192 1     

MSM30 0.3478 0.3898 0.2308 0.2739 1    

DSM 0.3965 0.4832 0.1686 0.3173 0.4467 1   

SASEIDX 0.6444 0.7191 0.1058 0.2387 0.2777 0.3409 1  

ADSMI 0.4079 0.5056 0.1984 0.2905 0.4658 0.4740 0.3537 1 
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Figure 8, presents the time plot of the index series of both S&P Islamic and S&P 

conventional index. The first impression is that the indices follow similar movements and it’s 

clear that the two indices are following similar upward and downward trends suggesting co-

movement between the two series.  

 

 

Figure 8: Co-movements of SPSHG Index and SEMGGCPD Index 

 

Figures 9-16, shows the time plot of the return series of the indices.  
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Figure 9: Daily Returns of SPSHG Index 

 

We can clearly see from Figure 9 that the period of 2008 was characterized by high volatility 

due to the crisis. this pattern is expected for all indices with unique differences to each 

market.  

 

Figure 10: Daily Returns of SEMGGCPD Index 

As mentioned in the previous figure, Figure 10 share the same pattern which is high volatility 

during the period of 2008 and later on in between mid 2014 and 2015. 
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Figure 11: Daily Returns of BHSEASI Index 

Figure 11 shows high volatility in the Bahraini market throughout the sample period specially 

during the period of 2008. 

 

 
Figure 12: Daily Returns of KWSEIDX Index 

Similar to the Bahraini market, the Kuwaiti market which is shown in Figure 12 is 

characterized by high volatility throughout the same period. 
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Figure 13: Daily Returns of MSM30 Index  

Figure 13 has the similar pattern which is characterize by high volatility in 2008. But we can 

notice that it was not highly affected during mid 2014. 

 

 

Figure 14: Daily Returns of DSM Index 

The return of the Qatari market is not very different as we see in Figure 14 as it shares the 

same pattern. 
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Figure 15: Daily Returns of SASEIDX Index 

 
The return of the Saudi market matches both proxies since it is highly correlated with them as 

shown in Figure 15. 

 

Figure 16: Daily Returns of ADSMI Index 

To conclude, the indices are characterized by volatility clustering in which the small (large) 

volatility is followed by large (small) volatility. Furthermore, all the indices have exhibited 

intensive volatility in 2008-2009 which was due to the region crisis during that period. 
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4.2  Stationarity Test 

To check for stationarity of the selected data series, thisreserach employs the Dickey-Fuller 

unit root test that  clearly shows the distributions of market returns are stationary at level and 

therefore, we can positively reject the null hypothesis which states that the series has a unit 

root. We can conclude that there is no evidence of long-term correlation among the indices. 

Results are reported in table 9. 

   

Islamic and 
Conventional 

Indices 

Stationarity of Series at 
Level Islamic and 

Conventional 
Indices 

Stationarity of Series at 
Level 

ADF Test  Stationarity  ADF Test  Stationarity  

SPSHG -47.20*** Yes MSM30 -28.46*** Yes 

SEMGGCPD -45.58*** Yes DSM -40.79*** Yes 

BHSEASI -40.53*** Yes SASEIDX -38.19*** Yes 

KWSEIDX -38.22*** Yes ADSMI -37.85*** Yes 

Note: *, **, *** Statistically significant at the 10%, 5% and 1% significant level 

Table 9: Stationarity test 
 

4.3  Volatility-adjusted Performance 

Risk premium which is the numerator in the Sharpe Ratio equation, is calculated by 

subtracting yearly deposit rates for each country as the risk free rate from the average yearly 

returns for each index. For the two proxies, the average of deposit rate of GCC countries is 

used. The denominator is the yearly standard deviation of the returns.  

The results in table 10, imply that the application of ethical screens does not have an adverse 

impact on the S&P Islamic GCC index performance. We can positively say that S&P Islamic 

GCC provides a very similar return to its conventional counterpart. To sum up, our findings 

reject the assumption that ethical investing offers inferior investment performance compared 
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to unscreened portfolios which is similar to the findings of (Ahmad and Ibrahim, 2002), 

(Hussein, 2004) and (Hussein and Omran, 2005). 

 

Index Sharpe Rank 

SPSHG 0.01602 7 

SEMGGCPD 0.02449 6 

BHSEASI 0.05075 4 

KWSEIDX 0.00334 8 

MSM30 0.03955 5 

DSM 0.06774 3 

SASEIDX 0.08193 1 

ADSMI 0.06974 2 

 

Table 10: Performance and ranking of the indices 

 4.4  OGARCH Model 

Results for OGARCH employing different factor volatility model  are shown in Table 11. 

Results  in the table show that all the coefficients are significant at 1%  significance level 

except of the Bahraini index which is significant at 5% significance level and that the sum of 

the ARCH and GARCH coefficients (α + β) is approaching unity, indicating that volatility 

shocks are highly persistent. 

 

For TGARCH, we can see that for all indices except for Bahrain, the coefficient of the 

(RESID<0)∗ARCH(1), γ term is positive and statistically significant, meaning there are 

asymmetries in the news. Specifically, bad news has larger effects on the volatility of the 

series than good news.  
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We also notice in EGARCH that for all indices except for Bahrain, the coefficient of the 

RES/SQR[GARCH](1), γ term is negative and statistically significant, indeed for the indices, 

bad news has larger effects on the volatility of the series than good news. The coefficient for 

leverage effects in the output is significantly different from zero at 1% level, indicating that 

asymmetric effects exist. When asymmetry term is negative, which is our case, this implies 

that negative shocks have a greater impact on volatility rather than the positive shocks of the 

same magnitude.  

 

 SPSHG 
SEMGG

CPD 
BHSEA

SI 
KWSEID

X 
MSM30 DSM SASEIDX ADSMI 

(1,1) 

GARCH         

α 0.0915*** 0.1030*** 0.2123** 0.1417*** 0.1961*** 0.1848*** 0.1844*** 0.2142*** 

β 0.8997*** 0.8835*** 0.6545*** 0.8195*** 0.7908*** 0.7943*** 0.7933*** 0.7524*** 

TGARCH         

α 0.0574*** 0.0673*** 0.2031** 0.0836** 0.1839*** 0.1531*** 0.1374*** 0.1748*** 

β 0.8907*** 0.8727*** 0.6273** 0.8120*** 0.7881*** 0.8043*** 0.7822*** 0.7704*** 

γ 0.1035*** 0.1014*** 0.0483 0.1259*** 0.0662** 0.1033** 0.1468*** 0.1104*** 

EGARCH         

α 0.2053*** 0.2270*** 0.3955*** 0.2969*** 0.3639*** 0.3415*** 0.3245*** 0.3912*** 

β 0.9839*** 0.9734*** 0.8229*** 0.9267*** 0.9704*** 0.9605*** 0.9531*** 0.9506*** 

γ -0.0829*** -0.0874*** -0.0261 -0.0950*** -0.0341** -0.0521*** -0.0927*** -0.0446*** 

Note: *, **, *** Statistically significant at the 10%, 5% and 1% significant level 
 

Table 11: Estimation results 

OGARCH (1,2), (2,1) and (2,2) share the same results with OGARCH (1,1) which supports 

our findings. Results are shown in Table 12. 
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Islamic 
Index 

Conventional 
Index  

Islamic 
Index 

Conventional 
Index  

Islamic 
Index 

Conventional 
Index 

 (1,2)  (2,1)  (2,2) 

GARCH         

α1 0.1511*** 0.1562***  0.1721*** 0.1092***  0.1996*** 0.2174*** 

α2 -0.0733** -0.0642     -0.0391*** -0.0285** 

β1 0.9151*** 0.8962***  0.1519*** 0.1549***  0.2107*** 0.1994*** 

β2    0.6748*** 0.6297***  0.6276*** 0.6086*** 

TGARCH         

α1 0.0724 0.0937**  0.0951*** 0.1146***  0.0369*** 0.1572*** 

α2 -0.0151 -0.0277     0.0281** -0.0566*** 

β1 0.8935*** 0.8782***  0.1431** 0.1453***  0.2744*** 0.1716*** 

β2    0.6732*** 0.6361***  0.6011*** 0.6195*** 

γ1 0.0979** 0.0933**  0.1738*** 0.1797***  0.3083*** 0.1479*** 

γ2       -0.1874*** 0.0406*** 

EGARCH         

α1 -0.1291*** -0.1521***  0.3141*** 0.3403***  0.2924*** 0.3279*** 

α2 0.2547*** 0.2564***     0.0371 0.02085 

β1 0.9857*** 0.9744***  0.6885*** 0.6118***  0.2543*** 0.3322*** 

β2    -0.1248*** -0.1261***  0.7225*** 0.6285*** 

γ1 -0.0761*** -0.0843***  -0.0289*** -0.0249***  -0.2157*** -0.2383*** 

γ2       -0.1297*** -0.1283*** 

Note: *, **, *** Statistically significant at the 10%, 5% and 1% significant level 
 

Table 12: Higher Order Estimation results 
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The results highlight that the S&P GCC Shariah index exhibits similar attributes to the S&P 

GCC index in the analysis. Volatility persistence is evident in both Islamic and conventional 

indices, whereby, α+β is close to unity. This affirms that S&P GCC Composite Shariah has 

similar risk profile as its conventional counterpart. 

 

Diagnostics checks reveal lack of serial correlation in the residuals. This is shown in the 

Durbin-Watson statistics for serial correlation Table 13, which is close to 2 in the Islamic and 

Conventional Index. 

 

SPSHG SEMGGCPD BHSEASI KWSEIDX MSM30 DSM SASEIDX ADSMI 

 
1.751345 1.683072 1.461394 1.355122 1.260334 1.470353 1.353571 1.338555 

 

Table 13: Durbin-Watson stat 

 

To sum up, the results for the GCC Islamic index do not differ significantly from the 

conventional GCC indices. Volatility estimates as measured by the model suggest that some 

of the GCC indices and the Islamic index, are volatile by nature and the financial crisis has 

not lead to exaggerated volatility in these markets. These results are in agreement with 

Nekhili and Muhammad (2010) who found evidence of high volatility spillovers persistence 

in all GCC markets 

 

This study is in conformity with El Khamlichi et al., (2014) and Miniaoui (2015) who have 

concluded that both Islamic and conventional indices have the same level of high volatility. 

The results are also in contrast to Al-Zoubi and Maghyereh (2007) and Rizvi (2014), where 

they suggest that the Islamic index is less risky than the conventional index. 
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The finding regarding Bahrain index is similar to the findings of Miniaoui (2015), which is 

that the financial crisis impacted on the mean returns of Bahrain, while the other indices 

remained unaffected by the crisis and that they are inherently volatile. Khalifa et al. (2012) 

suggest that an underlying cause of volatility in the GCC markets is the changes in the oil 

price.  
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5.  CHAPTER FIVE: CONCLUSION  

This research examines the performance of S&P GCC Composite Shariah Index against its 

conventional counterpart and the GCC markets using daily return for the period of April 2007 

to March 2018. SPSHG includes 185 securities of the large market capitalization, while, 

SEMGGCPD include 290 securities. The largest allocation is for Saudi Arabia and this is the 

justification for the similar movements between SPSHG and the Saudi Index. The primary 

objective is to identify if investors who invest in Islamic equity are sacrificing performance 

or not.  

The descriptive statistics of the data show that the mean return of the Islamic index is the 

least among the indices but not the least risky. As mentioned, the Islamic index has the 

highest correlation with the Saudi index. Last but not least, the time plot of the return series 

of the indices. We can conclude that the indices are characterized by volatility clustering in 

which the small (large) volatility is followed by large (small) volatility. 

The unit root results reveal that no series have a unit root problem and that all of the indices 

are stationary at level and therefore, no evidence of long-term correlation among the indices. 

Moreover, Sharpe results imply that the application of ethical screens does not have an 

adverse impact on the S&P Islamic GCC index performance and that it provides a very 

similar return to its conventional counterpart. From a risk perspective S&P Islamic GCC 

index is ranked the 4th highest risk among the other indices and even riskier than its 

conventional counterpart and it has been justified for a couple of reasons. 

OGARCH results highlight that the S&P GCC Shariah index exhibits similar attributes to the 

S&P GCC index and some of the GCC countries in the analysis. Volatility persistence is 

evident in both Islamic and conventional indices. Finally, we can positively conclude that 

S&P GCC Composite Shariah has similar risk profile as its conventional counterpart and that 
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investors who wish to invest in Islamic securities are not significantly worse off than those 

who choose non-Islamic securities and will not sacrifice financial performance. 

5.1  Suggestions, Recommendations and Implementation 

The findings of this paper which employs the S&P as an index, matches some of the previous 

studies which have tested DJ and FTSE. This has a great implication since the results are 

consistent, which is a proof that investors who are investing in Islamic equity are not 

sacrificing performance in addition complying with their ethics and religious beliefs.  

5.2  Limitation 

It would have been a great addition to analyze the behavior of the indices during the Saudi 

market crash in 2006, but the proxies were not launched yet.   

5.3  Future Academic Research 

Overall, the two indices seem to behave in a similar manner. Nonetheless, more needs to be 

done in this field. In terms of future academic research, more indices should be studied to 

validate this paper and the previous literature results. The impact of macroeconomic 

variables, such as inflation and cyclicality on the performance of the Islamic stock indices 

should be examined in depth. In addition, gaining Shariah-compliant fixed income is 

challenging, but sukuk indices have been developed to meet the demand for Shariah-

compliant fixed income. And I believe that sukuk indices will have a great deal in the coming 

era which will be interesting to examine. 
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APPENDIX 

Appendix 1: Qualitative and Quantitative Screens used by Shariah Board of S&P 

Sector-Based Screens 

During the selection process, each company’s latest financial statement is reviewed to ensure 

that the company is not involved in any non-Shariah compliant activities, regardless of whether 

the latest statement is a quarterly, semi-annual or annual statement. If the latest statement is 

available in all three of these frequencies an annual statement will likely be used, as these are 

more likely to be audited. Those that are found to be non-compliant are screened out. The 

below industries are not considered Islamic and would not be appropriate for investment. 

Business activities related to the following are excluded:  

1. Advertising  

 • Advertisers of pork, alcohol, gambling, tobacco and all other non-Islamic activities  

 • Advertising means and modes which contravene the tenants of Islam  

2. Media & Entertainment  

 • Producers, distributors and broadcasters of music, movies, television shows and 

 musical radio shows  

 • Cinema operators  

 Exceptions:  

  o News Channels  

  o Newspapers  

  o Sports Channels  

  o Children’s Channels 

   o Educational Channels  



	  64	  

3. Alcohol  

4. Cloning  

5. Financials  

 Exceptions:  

  • Islamic Banks  

  • Islamic Financial Institutions  

  • Islamic Insurance Companies  

   Defined as a company having:  

    • Shariah Committee to supervise all activities  

    • All products are Islamic  

    • All investments of the company are Islamic  

    • Passes accounting based screens  

6. Gambling  

7. Pork  

8. Pornography  

9. Tobacco  

10. Trading of gold and silver as cash on deferred basis 
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Accounting-Based Screens 

After removing companies with non-compliant business activities, the remaining companies 

are examined for compliance with certain financial ratios. Three areas of focus are leverage, 

cash, and the share of revenues derived from non-compliant activities. All of these are subject 

to evaluation on an ongoing basis 

1. Leverage Compliance. This is measured as:  

Debt / Market Value of Equity (36 month average) < 33 %  

2. Cash Compliance. Certain rules related to cash holdings must be met. These are:  

Accounts Receivables / Market value of Equity (36 month average) < 49 %; 

(Cash + Interest Bearing Securities) / Market value of Equity (36 month average) < 33%  

3. Revenue Share from Non-Compliant Activities. In certain cases, revenues from non-

compliant activities can be tolerated, if they comply with the following threshold:  

(Non-Permissible Income other than Interest Income) / Revenue < 5% 

Source: S&P methodology: (https://us.spindices.com) 
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