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Abstract:

Islamic equity investments have been growing aeady pace in the past decade.
However, it is necessary to expand this asset-@badslamic Finance to continue its
strong growth. Drawing similarities from Sociallye&ponsible Investing can expand this
asset-class for Islamic Finance.

This study builds upon the existing Shariah scregmethodologies to incorporate
the principles of Socially Responsible InvestingisTis carried out by applying the
Shariah screens to a universe of companies accepbetlleaders in social and ethical
responsibility. These companies are constituentseoDow Jones Sustainability Index
and the FTSE4GOOD Index. Three out of the fourlteguportfolios outperformed their
SRI indexes in terms of weighted average annuainstas well as Sharpe and Treynor
measures.

A qualitative assessment was also carried outerfdrm of a review of business
practices of a UK-listed company: Vedanta Resouitegas found that Vedanta
Resources is a Shariah compliant company (constitfd=TSE Shariah UK index)
based on the negative financial and business seateening. However, the astonishing
result is that Vedanta Resources was found tovaghviad in serious human rights
violations and practices that have caused long-tlamage to the environment. This
results in a conflicting circumstance, as it istcary to the teachings of Shariah to be
involved in such business practices.

These findings bolster the core idea of this diasien: Islamic Equity investments
methodologies must take the next step and addysitreening and shareholder

activism to negative screening.
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Introduction:

The Islamic finance industry has grown tremendpirsthe past decade.
According to research from State Street Corporatioaindustry has grown 20%
annually since 2003. Various research estimatesutrent size of the industry between
US$600 Billion and US$1 Trillion. A recent reporlgished by Praesidium, a consulting
company, and Dubai International Financial CenbdFC) forecast that the Islamic
Finance industry is expected to grow at 15-20% afipto hold US$4 trillion in invested
funds over the next 8-10 years. The report mentioatthe industry aims to capture the
savings of about half of the 1.6 billion Muslim®and the world

The world is presently recovering from the effagitshe financial crisis that began
in 2007 and has proven to be the greatest econglmik in the past half a century. This
crisis has forced the financial industry to rethih& balance between risk and reward. In
this situation, Islamic finance has emerged asbleialternative financial system as
Islamic financial institutions have weathered thisis much better than their
conventional counterparts. Even though Islamicrfagahas not been completely shielded
from the crises, the scale of the damage is céytaimute as compared to the

conventional financial system that saw governmaiibbts in excess of $1 trillion.

lhttp://business.maktoob.com/20090000008194/IsIal’liniagce_seen_quadrupIing_t0_$4_tln/ArticIe. htm



Another factor that accounts for the growth ohisic Finance is the fact that the
Muslim countries of the Gulf Cooperation CouncilGG) have experienced exponential
economic prosperity in the past decade, as thestiwa thirds of the global oil reserves
and benefitted by rising oil prices.

As Muslim populations across the world experieecenomic prosperity, Islamic
investments will see an increased level of parditgn by retail investors. This transition
shall bring about the fundamental change in thastrg that is from one being a supply
driven industry to a demand driven industry. Imterf equity investments, this will
transform the current passively managed Shariatptant equity portfolios driven
towards actively managed Shariah compliant pod$olThis introduces us to the core
idea of this study: The synergy between Islami@kae and Socially Responsible
Investing (SRI), a movement with religious origins.

This study aims to expand the current Islamic ggaovestment asset-class by
merging the investing principles of SRI with ShariA guantitative assessment will be
carried out that applies Shariah screens to compdhat are constituents of SRI index,
thereby creating a Shariah compliant, ethical asgonsible portfolio. To further
examine the need for such positive screens in Islaquity investments, a qualitative
assessment is carried out by conducting a revieiweohctivities of a company that is
Shariah compliant but is not part of an SRI index.

The remaining of this research is organized shahdn introduction to Islamic
finance and Islamic investments is given, follovigcan introduction to SRI. A literature
review is conducted to understand the researchotimlblamic equity investing and SRI

funds, and also research on the comparison betigkanic and ethical investments. This



is followed by a detailed examination of the scregiprocesses of Islamic equity
investments and SRI screening processes. An agadylien carried out on the
similarities and conflicts between Shariah scremms SRI screens. Practical application
of screening methodologies is detailed by examitivegndex screening rules for both
investment styles. Next, a description of the métthagy applied to expand the Islamic
equity screening to incorporate SRI principlesii@g. The data, methodology and
analysis of results are described for the quantéatnalysis that is carried out to
determine performance of the portfolios, followedabqualitative assessment in the form
of a case study. A snapshot of the current tremdlsa industry pertaining to the idea of
this dissertation is also given. This research kmies by summarizing the findings and
discussing its implications.

This study will be of value to asset managers wdiouse this research to launch
new Islamic equity funds that incorporate both 8Rd Islamic principles. This research
can also be helpful to index providers. Currentlyly Dow Jones has created an index

that contains Shariah compliant as well as socraltponsible companies.



Islamic Finance

Islamic Finance is based on the principles of @haislamic Law), the goal of
which is to promote social and economic justicés the basis for providing guidelines
that encompass all avenues of a Muslims life, ffamily responsibilities and religious
teachings to politics, business and economics.i&@h&aw is derived from three primary
sources: the Quran, the Hadith (sayings of the igbpluhammad (PBUH)), and the
Sunnah (practice and traditions of the Prophet Muhad (PBUH)). The three secondary
sources are Qiyas (analogical deductions and reagotjma (consensus of Islamic
scholars) and ljtihad (legal reasoning).

As it relates to Islamic Finance, Shariah hadlargithat distinguish itself from
conventional finance:

1.Ban on interest (Riba)

2.Ban on uncertainty (Gharar)

3.Promotion of risk and profit sharing

4.Promotion of ethical investments that enhance $pcie

5.Promotion of asset-backed transactions in which éaancial transaction must be

tied to a tangible and identifiable underlying asse

Adhering to the Shariah guidelines promotes riskislg, entrepreneurship, transparency
and the preservation of property rights, while disaging speculative behavior. As seen
in the 4" tenet of Islamic finance, Shariah is also conogmith promoting ethical
investing, and it is this code that helps investordetermine whether an investment is

Halal (acceptable) or Haram (unacceptable).



Islamic Investment

Prominent Islamic financial institutions begamitidlen their coverage in the 1980’s
to cater to the increasingly sophisticated finanegeds of high net worth individuals in
the Gulf region. With the intent to manage the sgsiof customers in line with Shariah
law, collective investment schemes were implemetitezligh special purpose vehicles.
As a result, Islamic asset management instrumeets ereated to fulfill this need.

Islamic mutual fund industry has seen dramatievjnan the past decade.
According to research from State Street, the nurabtslamic Mutual funds is expected
to grow to 925 by the end of 2009, from 102 in 20D@s trend can be observed in

Figure 1 below:

Figure 2: Number of Islamic Mutual Funds
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Socially Responsible Investing

SRI came into existence during the 1920’s in tihkewhen the Methodist Church
began avoiding “sinful stocks” in its investmentipp. The movement gained
momentum in the 1960’s as churches and religioasgy across Europe demanded that
their investments adhere to their religious pritespin 1971, the Pax World Fund
became the world’s first socially responsible mutuad, based in the USA. The
underlying ideology behind the fund was that conpaithat maintain good relations
with employees, customers, communities and ther@mwient will also serve investors
well in the long run. In 1984, Friends Providentriahed the Friend Provident
Stewardship.

As this investment concept evolves, veteran amdpiayers debate the mechanics
and definitions in this area. There are many tarsesto describe this investment style,
such as “social”, “ethical”, “responsible”, “soditesponsible” and “sustainable”, all of
which are overlapping in many ways.

The European SRI study 2008 by Eurosif (The Euanoggocial Investment Forum)
states that “SRI, a generic term covering ethica¢stments, responsible investments,
sustainable investments, and any other investnreneps that combines investors’
financial objectives with their concerns about eswmental, social and governance
(ESG) issues.” The North American Social Investnteorum states “SRI considers both
the investor's financial needs and an investmeémict on society. SRI investors

encourage corporations to improve their practicesrovironmental, social, and

governance issues.” The core idea of these defigtis that SRI is an investment style
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that goes beyond looking at only financial perfonceand takes into consideration the

impact of underlying business activities of theastment on society.

SRl is certainly a growing area of investmenthiea world. According to Eurosif

research, the total SRI assets under managemeht)(#ave reached €2.665 trillion as

of December 31, 2007 and represent as much as 1of.8% asset management industry.

This corresponds to a remarkable growth of 102%esidecember 31, 2005. As seen

from the information in Figure 2 (Eurosif 2008),rBpe leads the pack with 53% of the

approximately €5 trillion Global SRI market. Alseexn in Table 1 below, Broad SRI

makes up the majority of the SRI market as comptrélde Core SRI category. The

reason for this division is that institutional irsters make up the majority of the SRI

investment, and they are included in the Broad &iRgory.

In Billions 2007
Sacial Screening US$2098
Shareholder Advocacy USs$739
e wsis)
Community investing Us$26
Core SRI Cnd$57.4
Broad SR Cnd$446
Core SRI Au$19.4
Broad SRI Au$52.8

Y840
Core SRI €511.7
Broad SRI €2153.7

Total SRI

Us$2710

Cnd$503.6

Au$72.2

Y 840

€2665.4

Total SRI in Euros

€1917.3

€333.6

€41.4

EBD

€2665.4

TOTAL WORLD €4963.2

Source: Social Investment Forum, RIAA, SIO, Eurosif, SIF-Japan.
Note: Exchange rate as of 10/09/2008.

*negative numher tn avoid double-counting

Figure 2

3 Eurosif (2008) “European SRI Study 2008/\(w.eurosif.org



In the study of SRI markets globally, Eurosif leéessified the SRI into two
categories: Core SRI and Broad SRI. Core SRI ispam®d of the following strategies:
eEthical exclusions (more than two negative critapalied),
ePositive screening, including Best-in-Class and Bfdme Funds,

eCombination of ethical exclusion and positive soreg

Broad SRI is composed of the following strategies:
eSimple screening, including norms-based screenipdd two negative criteria),
eEngagement,

e|ntegration

Exclusion strategies are applied to a signifigaontion of the total SRI
investments. In this strategy, weapons and tobagethe most commonly excluded
investments. Apart from screening certain secexslusions can also take other forms
such as countries being excluded for human rigsiation or other factors. An example
of such a practice was seen when the Dutch PehaiohPGGM decided to exclude
Petrochina in January 2008 because of its actvitisSudan.

Thematic funds are those where investors’ focuspatific sustainability themes
based on opportunities in the market. These thenagstake the form of technological
innovations, water, climate change, eco-efficie®alth or renewable energy.
Engagement strategies involve the investors agte@nmunicating their environmental,
social and governance concerns to the companyfirgsin the company addressing

these issues. Majority of the engagement activa@gsern governance issues, the rest
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being split between social and environmental issdrsntegration strategy is one in
which asset managers explicitly include ESG-risknancial analysis. Integration is
generally not practice in combination with typisaleening strategies. However,

integration and engagement are typically used muecwtion with each other.

Literature Review:

This section reviews the present research thab&éas carried out in both Islamic
and Socially Responsible Investing and their saregprocedures. To date, there has
been very little research in exploring the synesdietween Islamic Finance and SRI.
During this research project, only one researclepajs found that carries out a
comparative analysis of these two investment styles

In the recent past, there have been a numbeudiestthat research the impact of
applying Shariah screens on portfolio performadaeording to modern portfolio theory
as described by Markowitz (1958), limiting the istreent universe (as seen in applying
screens) will result in an inefficient portfoliooMever, many studies in Islamic fund
performance have concluded that quite the contrary.

Hussein (2005) compared the Dow Jones Islamicxiade the FTSE Global
Islamic Index to their conventional counterparamely the Dow Jones World Index and
the FTSE All-World Index. Hussein measured thegrenaince of the four indexes over
the following periods to account for changes inketiconditions: Dec 1993 — Dec 2004,
bull period (1) from Dec 1993 — Dec 2000, beargekfrom Dec 2000- Sept 2002, bull

period (2) from Sept 2002 to Dec 2004. Husseirsgaech showed that Islamic indeces
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are not adversely affected by the application arisin screens.

Hayat (2006) researched the performance of Isl&gidty Funds (IEF) in
comparison to conventional equity funds. In thelg{b9 open ended IEF's were
researched for the period of August 2001 till AugR@06. The research concluded that
IEF’s do not significantly under or outperform ¢grms of total return) their Islamic as
well as conventional benchmarks under normal mareditions. However, Hayat found
that during the bear market of 2002, the IEF’s i$icgntly outperform their Islamic and
conventional benchmarks. IEF's were also foundateeha low-risk profile, with an
average Beta of 0.75. The aspect of diversificatias also examined since the IEF's
exhibited a better systemic risk-to-return ratio.

Hakim and Rashidian (2002) research the statisittabutes of the Dow Jones
Islamic Market Index in comparison to the Dow Jowélshire 5000 index. The Islamic
Index was found to have slightly better standandat®mn of 22% as compared to 24% of
the Wilshire 5000. The most astonishing contrasiveen the indexes was in the Sharpe
ratio: 118% for the Islamic Index as compared t4%Jor the Wilshire 5000. The
findings of the study suggest that the diversifarawalue is further enhanced since the
Islamic index was influenced by factors independearh the broad market or interest
rates.

Hassan and Girard (2005) examine the Dow Jonasnislindexes as compared the
seven counterpart indexes. The data from Janu&§ tl@ November 2005 was
researched and the study suggests similar connlasioeached by studies previously
mentioned. The Dow Jones Islamic indices outperéarfnom 1996 to 2000 and

underperformed from 2001 to 2005 their conventi@oainterparts. Also, similar reward
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to risk and diversification benefits exist for bdstamic and conventional indices.

There is very little research that explores threesting methodologies of Islamic
Investments. Ulrich Derigs and Shehab Marzban fileenUniversity of Cologne,
Germany have submitted a paper for publishing: i&e&and Analysis of Current
Shariah-Compliant Equity Screening Practices”. Bhigly examines the various
screening methodologies adopted by the providelslaric indexes. They touch on
some points that are crucial to the developmenteaipansion of the Islamic fund
management industry. Their study concludes thaStiaiah scholars are classifying
equity investments as Shariah compliant for onexrehd non-shariah compliant for
another. This difference arises from the fact thatindex providers use different
screening techniques to create their Shariah camipdtock universe. Derigs and
Marzban conclude that “Mathematical formalism mayIme able to fully account for the
subtitle and subjective interpretation of the Islasources and that the effect of bundles
of such formal constraints may be too complex tamtgcipated on every possible asset
universe.”

Nisar and Khatkhatay (2006) critically analyze thierent screening norms for
Shariah investments and conclude that in termBeofjtialitative screening carried out at
the business level, any company that has even kmportion of a business that is
non-Shariah compliant should be excluded. They suggest that the use of market
capitalization as a divisor for calculating finaaaiatios is inappropriate and leads to
unnecessary volatility in the screening processaiNand Khatkhatay hold the opinion
that a ratio that calculates the total receivahtes cash to total assets (or market

capitalization) is unnecessary in determining Stredompliance.
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It should be noted that the lack of researchimfield could be attributed to the
shortage of Shariah scholars needed to exploratba The screening norms for Islamic
investment cannot be created using quantitativaher methodologies but through an in-
depth study of the Islamic law and apply the teag$iof Shariah to the world of finance.

We now turn our focus towards research conductékd field of SRI. As with
Islamic finance, critics have pointed out that ting the stock universe by choosing to
exclude investment in certain sectors or regionh adversely affect performance of SRI
funds due to diversification limitations.

Liedekerke, De Moor and Vanwalleghem (2007) explbe performance of the
Belgian SRI funds in comparison with conventionaids. They find that Belgian funds
do not under or outperform conventional funds. Toeyclude that even though SRI
portfolios are not randomly selected from the magaetfolio, the selection allows the
portfolio to be sufficiently diversified and theoeé does not differ significantly from the
market portfolio. They also touch upon the questibwhy European SRI’s are not
seeing massive growth (the industry has however degstic growth in the past 5-10
years). The paper attributes this to the supply sitthe equation and suggests that it is
essential that institutions strongly market thesslpcts to the retail investors in order to
achieve and sustain growth.

Statman (2005) examined four SRI indexes in commparo the conventional S&P
500 index. His study finds that during the periodyM 990 to April 2004, the monthly
alpha of DS (Domini Social) 400 index exceeded tfidhe S&P 500 Index by 0.9%.
However, because the alpha is not statisticallgiBegnt, the study could not reject the

hypothesis that returns of conventional companiesgual to socially responsible
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companies.

Derwall Glunster Bauer Koedijk (2004) utilize Inms¥'s corporate efficiency
scores to create two equity portfolios differingeico-efficiency attributes. Their research
showed evidence that the portfolio ranked higheedabn corporate efficiency scores
provided substantially higher average returns coegpto its lower ranked counterpart
over the period 1995 to 2003. They also concludetttis difference in performance
cannot be explained by differences in market sertgitinvestment style or industry-
specific factors. They go further to suggest anéepe to achieve higher returns after
taking transaction costs into consideration by @yiph a best-in-class stock selection
strategy.

It is interesting to note that although most stgdiave concluded that investment
portfolios based on SRI principles do not haveificant costs in terms of returns, there
are some studies that go into depth and identifyacecircumstances under which these
portfolios deliver same returns as compared to eotional unrestrained portfolios.

Renneboog, Horst, Zhang (2007) conclude that toveslo in fact pay a price
when investing in SRI funds, as they explicitly gue social objectives instead of the
economic goal of wealth-maximization. The study tiers, “SRI funds in many
European and Asia-Pacific countries strongly uneldégom domestic benchmark
portfolios. In particular, the average risk-adjasteturns of the SRI funds in Belgium,
France, Ireland, Japan, Norway, Singapore, and &wack lower than -5% per annum.”
This research also concludes that screening aet\iave a positive impact on
portfolios. The risk-adjusted returns of a portidinat applies corporate governance

screen increases by 2.1% as compared to one teatndd use screens. However, with
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other type of screens such as environmental sgrédenalpha goes down to 1.6%.

Having examined the research of Islamic and SgdiRésponsible investments, we
turn our attention to research that draws paraltietareen these investment styles. Forte
and Miglietta (2007) explore the concept of Islamigtual funds in a socially
responsible context. They discuss a quantitativecaralitative comparison between the
two investment styles and also perform a co-intimnaanalysis. The study finds that
Islamic funds and SRI exhibit different charactéessin terms of asset allocation,
econometric profile and country and sector expoddosvever, the study suggests that it
would be beneficial to classify norm-based fund&elégious funds”.

The core idea of this dissertation diverges fraté-and Miglietta’s (2007)
conclusion and aims to derive greater paralleleéen Islamic investments and SRI
funds. The current lack of research in this areeeseas the first motivation for this
dissertation. Also, the Islamic mutual fund induygdtas been growing at a steady pace but
in order to sustain this growth the industry neteddevelop and expand asset classes,

which serves as the second motivating factor fierdissertation.

Shariah Screening:

A multi-stage screening process is involved ireottd create a Shariah compliant
equity portfolio. The screening process can bedédiinto two type types of screens:
Qualitative screen and Quantitative screen. Tladitgtive screen involves excluding the
companies that participate in business activitresipited by Shariah. The quantitative

screening involves excluding companies based @méial ratios. An important point to
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note here is that there is not a globally acceptaddard for the screens that are applied.
The reason for this is that the Quran, Hadith amth&h do not explicitly state guidelines
for such financial transactions. The Shariah seiplzased on Qiyas, ljma and ljtihad,
have created the guidelines for the screening peodenis leaves room for differences
arising from the varying interpretations that thefah scholars decide upon. These
differences can arise from Scholars following dif& schools of Islamic thought and
can also be influenced by heterogeneous cultutesinipact of the varying criteria used
for the screening process will be explored in |a&sations that will examine the practical

application of the screens.

Qualitative Screening:

The first step in the stock selection processhariah compliant equity portfolio is
the qualitative screen, often referred to as ‘ituscreen’ or ‘sin screen’. The
underlying business activity of the company museéb&uated and deemed to be
compatible with Shariah restrictions with respectxposure to certain business
activities. Any company engaged in an activity cant to Shariah law will be ineligible
for investment and must be excluded from the stotkerse. Table 1 below gives a list
of industry sectors that are typically classifisdh@n-Shariah compliant and therefore

excluded:
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Insurance All insurance companies are excluded

Banking Conventional financial activities are exigd since they are intergst
based
Alcohol Producers/Distributers/Liquor stores areleded. Special attention

is focused on businesses that derive significazdrire from this
area, such as supermarkets, hotels & restaurants

Pork Producers, distributors and meat stores arle@ad. Special
attention is focused on companies that are invoindandling
pork products, such as supermarkets, hotels & uestés

Defense Companies that derive significant incoramfdefense and
armaments are excluded
Gambling Casinos, hotels and bookmakers are extglude
Entertainment Companies involved in adult ententeant are excluded
Tobacco Companies involved in tobacco productienexccluded
Table 1

Apart from applying these sector screens, additieramination of business
activities is also necessary at this stage. Ihjgartant to evaluate the business activities
at the subsidiary level also, in order to identifisiness activities contrary to Shariah law.
A typical example of such a situation can be ancanufacturer (Shariah compliant
activity) with a finance subsidiary offering conviemal financial services such as car
loans, credit cards and insurance (non-Shariah kam@ctivity). In such a case, it must
be determined what percentage of total incomeirgyogenerated through the non-

Shariah compliant subsidiary.

Quantitative Screening:

The second screening stage is the quantitatieesciThis is a financial screen that
examines the corporate structure of the companig. @focess focuses on leverage,

liquidity, interest and non-permissible incomelod tompany. The foremost reason for
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applying this type of screen is the fact that Stfaforbids the involvement of interest
and the use of money as an asset. However, in'©dayld of complex financial
markets, it is almost impossible to find a comp#rat is not involved in interest bearing
transactions because of the presence of cash ti&egoans or credits. Shariah scholars
have therefore created acceptable thresholds éaderee of involvement in non-

acceptable practices.

Liquidity:

Liquid assets are current assets that may inaadk and cash equivalents, short-
term investments and accounts receivables. ComraitAnalysts regard a high liquidity
ratio as a positive sign that indicates a compaalyibty to meet its short-term debts.
However, from a Shariah perspective, a companyldrgenerate returns from illiquid
assets only and therefore a Shariah compliant coynglaould have a low proportion of
liquid assets. Liquidity screens for Shariah coapdie generally fall between the range

of 33% to 80% of either total assets or 12-mordilitig market capitalization.

Interest Income:

Based on Shariah law, interest is prohibited. Hewegiven the nature of financial
markets in the world today, almost all companiegeharelationship with banks to a
certain degree. In light of these circumstancesyi8h scholars have allowed interest

income as long as it makes up a small proporticiotad income. This category is tested
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based on either calculating the ratio of interesbime to total income or the ratio of
liquid assets to total assets. Typically, compattias have an interest income of less that

5% of total income are acceptable.

Leverage Screen:

Since Shariah prohibits paying interest, levelagels of a company should be
within the acceptable thresholds in order to beri@8haomplaint. This is a situation that
is favored under conventional financial analysmesilow debt levels are considered to
be a positive sign for investment. Typically, adedye levels of leverage are 33% of

total assets or 12-month trailing market capitaiora

Non-Permissible Income:

This is a comparatively less used screen. This ofnalysis must be conducted
on companies with acceptable primary businessiiei\but own non-Shariah compliant
subsidiaries. In such situations, the proportiomobme generated from non-Shariah
compliant business activities must be calculateticompared to the total income of the
company. An example of such a situation is wheroteH:ompany is being analyzed in
order to determine what percentage of sales isrggtefrom sale of alcohol and
gambling activities. Typically, such a screen regsiithat income from non-Shariah

compliant activity must be less than 5% of totalome by a company.
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Analysis of Shariah Screens:

As mentioned previously, there is no single settahdardized screening
methodology available today. Asset managers, bamgstutions & index providers have
formed their own Shariah Committees that decideSthariah compliance of investments.
Since the Quran and Hadith do not explicitly staeeacceptable thresholds for financial
analysis, the Shariah scholars determine thesedingdo interpretation in the form of
Qiyas, ljma or ljtihad. Therefore, there is somgréde of freedom that scholars might use
to generate their quantitative and quantitativeeda.

With regards to qualitative screening, therefigidy consistent set of excluded
sectors and only minor differences among the praltyi application. There is some
debate among the scholars whether the weaponsi@edtnology industry are
considered acceptable or not. Another aspect adtdab regarding the inclusion of
companies with the Shariah compliant primary bussreetivities, but also generate
income from non-Shariah compliant sources. Inelytghe more conservative approach
taken towards exclusion criteria, the smaller thestible universe becomes, impacting
attributes of a portfolio such as returns, riskd diversification.

On the other hand, a much wider variety of opisiare held with regards to
financial screens used. A major source of debdateeisise of Total Assets or Market
capitalization as the ratio divisor used to calmfaancial ratios. Advocates of using
market capitalization argue that it indicates tie tvalue of the company as determined
by market forces, and using trailing market cafzgdion smoothes out seasonality

effects. Proponents of total assets as the dieisosider it as a better judge of value. The
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argument is that since it is based on a reliabte@tting methodology, it is independent
from any external influence or speculation.

Both schools of thought hold some merit. Usingketcapitalization enables
Shariah compliance to be conducted on a continbasis, as compared to annual or
guarterly compliance checks if total assets aregoesed since financial statements are
published on an annual and quarterly basis. Usitag &ssets has another disadvantage; it
creates a chance for non-uniform comparisons sinsallowed under major accounting
rules to use different types of accounting methogials. An example of this situation is
the fact that under US GAAP, LIFO and FIFO methaasboth allowed when
calculating total assets. These two methods cadlwda different values of total assets
for the same company. This can lead to inconsigtesn@n applying these screens to
company's balance sheets. However, use of markégtaation is not without its
disadvantages. In light of the recent decline imkatwvalues of companies since the
credit crunch in 2007, the leverage ratios caleddtased on market capitalization will
be increased. This will certainly reduce the nundfeshariah compliant companies even
though their corporate structure or the naturéneirtactivities has not changed.

Another consequence of varying Shariah rulingsragrezholars has been the
difference among the thresholds that are applidohémcial ratios. With reference to the
leverage and interest income ratios, no large rdiffees are seen. A vast majority of the
screens used apply a 33% threshold for leveragaléowled interest income. These

rulings have been derived from the following Haditid Figh:
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Hadith: The Prophet PBUH advised Abu Bakr RAA rotbnate more than One-Third

of his wealth, and commented that “One Third isaech (Al Thuluth Katheer)”.

The following fighi rule is also cited in its sug:
“Whether a commodity that is part gold and parsbrqualifies as gold for purposes of
applying the rules of riba is resolved by the petage of gold in the commodity, i.e., if

greater than a third, it is ‘gold.

The use of 5% as the threshold for non-Shariahptiant income or interest
income is not based on any reference to the Quratadith (Marzban and Derigs 2008).
This has been arbitrarily founded on the basistitiald of the Shariah scholars. The
reasoning is that the investor has no control aMeusiness that involves itself in interest
bearing transactions. Since companies that haveaB@mpliant businesses almost
always have cash deposits or short-term investnteatgenerate interest income, the
scholars have reached a consensus to classifyasiigbiness as Shariah compliant as
long as the threshold of 5% is met.

There are a wide variety of opinions regardingility thresholds, ranging from
33% to 80%. Liquidity here is described as theorafiCash + Short-term Investments +
Accounts receivables to Total Assets or Market @dipation. The reasoning behind
such variance among opinions is explained by Usi{20t2) and has been summarized

below:
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* Liquidity Threshold of 33%: This is derived frometikladith and Figh that defines
a portion of less than one-third as insignificant.

* Liquidity Threshold of 45-50%: This is derived fraime basis that if the illiquid
assets are greater than the liquid assets (gtbare50%), then investment is
Shariah compliant based on the principle that “Trtagority deserves to be treated
as the whole thing”

« Liquidity Threshold of approximately 80%: This teh®ld is the most conservative
and is used by scholars from Pakistan and Indiafolm~ the Hanafi School of
thought. The argument given is that the distributdilliquid and liquid assets is
not critical if the illiquid portion of the totalsgets is an insignificant quantity and
liquid assets per share value of the company aeett&n the market price of the
company (Marzban and Derigs 2008). These two @iteake sure that the value

is derived from the illiquid assets.

Shariah verification:

Once the investment screens have been decidedhé responsibility of the fund
manager to ensure that all the stocks in the dartfiveet compliance. Stocks may
become non-Shariah compliant due to a number sbreasuch as mergers and
acquisitions or volatility in equity markets caugiiirm value to fluctuate. It is also

possible that the firm alters its corporate strresthereby violating financial screens.
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The syllabus for the Islamic Finance Qualificat{tffQ) from the Securities and
Investment Institute describes how to deal witthssituations. The IFQ states that in the
case of a stock becoming non-compliant, thereraeetscenarios that are possible:

1. Temporary non-Shariah compliance: If a companjates a financial or industry
screen, there shall be a short period of time gieesee if the company returns to
compliance. The fund manager must report thisecShariah Committee;
however, it is believed that the Committee shadivalthe stock to remain in the
portfolio.

2.Short-Term non-Shariah compliance: If a stock bezonon-Shariah compliant for
a longer period of time but then returns to commg@later, the stock shall be
reported to the Shariah Committee. There will @lsed to be calculations
regarding the portion of dividends due for the i&rariah compliant period. This
must be proportionately deducted from paymentavestors, and the fund
manager shall donate these earnings to a charagraged. The frequency of the
review of Shariah compliance is usually carried quarterly or semi-annually.

3.Permanent non-Shariah compliance: If a stockedusd to have permanently
fallen out of compliance, the Shariah Committed re@tommend disinvestment.
However, in order to protect investor interestgedaod is usually granted to
effect sale of stock to enable the fund managetdntify the best time to carry

out the transaction.
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SRI methods:

SRI funds typically employ three strategies towaldsr portfolios:
1. Screening
2.Shareholder Advocacy

3.Community Investment

SRI funds utilize positive as well as negativeesois. Negative screens exclude the
companies that are involved in practices that SIRbers detrimental to society.
Positive screens include companies that demongidditges towards the betterment of
society. Each SRI fund may adopt a selected s&trekens depending on the focus of the
fund. Some of the common screens used by SRI teescim Petty (2000) are given

below:

Alcohol: Screens for companies that manufacturdisiribute alcohol or alcoholic

products.

Tobacco: Screens for companies that farm, prooessanufacture tobacco

products

Gambling: Screens for companies that receive ree®fmom gambling operations

Weapons/Defense: Screens for companies that reeieaues from manufacture

and or sale of weaponry

Animal testing: Screens for companies that engagamimal experimentation

Products/Services: Take into account a compang@rdeof product safety,

marketing, and commitment to product quality andstoner protection
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Environment Take into account a company’s recorgamrernment-imposed fines,
waste disposal, toxic emissions, pollution, effantsvaste and emissions
reduction, recycling, utilizing environmentally kefitial fuels, products and

services

Human Rights: Screens for companies that are imebin operations that exploit

unskilled workers, or support governments thatka@vn human rights violators

Labor Relations: Take into account a company’sneteath regards to labor

matters, factory safety, employee benefits andtgsbhiring practices

Employment Equality: Take into account a compamgtord with regard to sexual

or racial discrimination

Community investment: Take into account a comparacerd on charitable

donations and investments in local organizations

Community relations: Take into account a compangtord relating to the

communities where they do business.

SRI funds are known for using shareholder advotaaypact the actions of
corporations. Shareholder advocacy is differennfszreening in that rather than
excluding a company all together based on certédieria as in negative screening,
shareholders exercise their ownership rights t@agegvith the corporation and bring
about positive change. Shareholder activism cam tiad form of voting at annual
meetings, initiating dialogue with the company ngeraent, sponsoring shareholder

resolutions or divesting (Petty 2000).
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SRI funds are also involved with community investinthat is involved with the
development of communities. This type of investmesually takes the form of

community banks, community credit unions or micteeprise lenders (Petty 2000).

Analysis of Islamic Screening and SRI screening:

Having explored the issues covered by Islamic iéeaand Socially Responsible
Investing in depth, we now turn our attention tea@lep the synergies between the
investing principles applied by these two groups.

SRI has no financial screens, as found in Islamiesting. Although a thorough
financial analysis will definitely be part of thevestment process for SRI's, there are no
financial thresholds that the companies need td a® Islamic screening. Islamic
screening has to involve financial screens becafidee Shariah law prohibiting
transactions involving interest. Also, Islamic istraents are prohibited to exercise the
use of financial derivatives such as short sellsvgaps, and options. As seen from Figure
3 below, published in the Eurosif SRI study 200&lesion, engagement and integration

are the most used strategies by SRI funds in Europe
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SRI Strategies applied in Europe
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Figure 3

In terms of exclusions, SRI and Islamic screefiiage some overlap. Both steer
clear of companies involved in alcohol, tobaccangbng, weapons & entertainment.
Islamic screens are excluded based on what thenQuahibits and SRI excludes sectors
based on social and environmental concerns. Instefra clear definition upon which
investment strategies must be based, Islamic famamgst adhere to the Quran, Sunnah
and Hadith along with secondary interpretationsergbs SRI does not adhere to a fixed
set of guidelines. A Shariah Committee, whose gdliare binding for the manager,
oversees all Shariah compliant funds. In cont@R1, funds may not always have a
formal committee but nonetheless must comply wisleteof guidelines depending on the
goals of the fund. In Islamic finance, shareholaidrocacy is encouraged but currently it
is minimally exercised. In contrast, shareholderogdcy is a major occurrence in SRI

funds, especially in the USA and Canada.

* Eurosif SRI Study 2008nMww.eurosif.org
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Miglietta and Forte (2007) explain “the generahsiof Islamic economic rules and
socially responsible funds are very similar. Infboases, the betterment of the whole
society represents the ultimate purpose; in ttaarigl world, this cannot be reached
without a strict compliance to d@hari'ah prescriptions. In the case of socially
responsible funds, the ultimate goal is a sustén@atonomic system that takes into
account social and environmental effects. The fieallt of the two approaches s$ictu
sensythe same.” In his research, Usmani (2002) sthtgsaccording to Shariah,
businesses must be ‘responsible’ and ‘committedand causes. The findings of these
scholars strengthen the argument that the praaticistamic investment and SRI are
overlapping and therefore, there is room for meajéhese two investment styles.

There are some aspects that make SRI and Islar@stments incompatible. Two
such areas are human rights and environmentalrscr8eme of the countries that are on
the watch list for Human Right violations are Muslcountries such as Syria, Iran and
Saudi Arabia. The recent turmoil in Iran regarding outcome of the presidential
elections saw deadly clashes between the publisecurity forces. This was followed
by international condemnation since the governmeatl excessive force to suppress
non-violent demonstrations. This was seen as a huights violation. A report by CNN
on July 2292009, mentions that Amnesty International has dotivat the Saudi Arabian

security forces have arrested non-violent reforgnist
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The report states that “the group [Amnesty Inteéomal] estimates about 3,000
people are being held without charges, sometimegaars and without access to
lawyers, after being swept up in a clampdown tlegfam in 2003.® These events would
certainly drive the SRI managers to exclude investisiin these countries. However,
these countries being Muslim countries may be faddry Islamic funds and there is
currently no criterion in Islamic investing that wid rule out investment in these
countries based on human rights violations. Envirental concerns are a huge priority
for SRI's and currently there are no specific glirtes on this topic for Islamic
investments. One such example is the Oil and Gasrsevhich most SRI funds avoid
due to the environmental damage these activitiegjlabout. In contrast, Oil and Gas
sectors are usually found to have a significangiveng in Islamic portfolios. Al-Harith
Sinclair, Middle East partner at law firm DLA Pipeaid: “The issues of modern
environmentalism are not touched upon by clas$stamic law. There is no developed

thinking in current Islamic thought that there is/ghing bad about oil.®

5http://edition.cnn.com/2009/WORLD/meast/07/22/seard'nestv.clampdown/index.html?iref:24hours
6http://www.efinancialnews.com/archive/kevword/%222||’|dlli¥liIIer%22/ 1/content/1054564042
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After exploring the fundamentals of Islamic invegt it can be safely concluded
that although the spirit of sustainable and resipdusiness practices are at the heart of
Shariah law, these themes have not been giverighesdt priority in modern Islamic
finance. Contemporary Islamic investment practtoesh upon these issues in an
implicit manner. Screening ‘sin stocks’ such a®hti and tobacco avoid investing in
activities that are harmful for society, howevemare active strategy is needed to
incorporate the issues of ethics, sustainability social responsibility. Neil Miller, head
of Islamic finance at law firm Norton Rose, sai@hé term ‘sustainable’ and the
vocabulary around it comes from contemporary laggu&hariah goes back 1,400 years
but when you look at Islamic economic theory arrtsprudence, the Qur'an defines man
as ‘vicegerent’ — God’s representative on Earthdesrihis definition he should make
sure he uses the resources of the planet to bemafikind while also caring for and
replenishing the planet™

The cumulative analysis of these arguments legkdet@ore idea of this
dissertation: There is a need for Islamic investnpeoducts that build upon the basic
Shariah investing principles by integrating issaksocial, environmental and
responsible business practices.

Before a new investing prototype is developet, itnportant to examine the
practical application of Islamic and SRI benchmanieated by companies such as the

Dow Jones, FTSE and Standard & Poor.

7http://www.efinancialnews.com/archive/kevword/%222||’|dlli¥liIIer%22/ 1/content/1054564042
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Islamic indexes:

There are four major Islamic benchmarks used inrtiestry today. These are the
Dow Jones Islamic Market World, the FTSE Shariabb@l Equity Index Series, the
MSCI Islamic Index Series and the S&P Shariah ledex

The first company to launch an Islamic benchmaak Wow Jones. In 1999, the
Dow Jones Islamic Market World (DJIM World) was launched. As of March 2009, the
stock universe of DJIM includes stocks from mom@th0 country-level benchmark
indexes. The FTSE Shariah Global Equity Index Serieludes large and mid cap
companies included in the FTSE Global Equity In8exies (GEIS). The MSCI Global
Islamic Indices reflect Shariah investment prinegoto provide an innovative and
relevant opportunity set for Islamic investors. TW8CI Global Islamic Indices are
constructed from the conventional MSCI country aedi and cover 69 developed,
emerging and frontier markets, including regionshsas the Gulf Cooperation Council
(GCC) countries and Arabian markets. The S&P Shdridices are based on the S&P
Indices and screen stocks for Shariah compliante@dard & Poor’s uses Ratings
Intelligence Partners that is a London/Kuwait baSkdriah consultancy to provide the

Shariah screens and filter the stocks based or guwEeens.
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Table 2 below compares the various benchmarksein $creening criteria. This

forms the first phase towards Shariah compliance.

Index Provider | Dow Jones FTSE MSCI S&P
Index Family DJ Islamic FTSE Shariah | MSCI Islamic | S&P Shariah
Indexes Global Equity | Index Series Indices
Index Series

Shari'ah screening

Companies may not
be involved in any of
the defined non-
Shari'ah compliant
activities.

Total interest and
non-compliant
activities income
should not exceed
5% of total revenue.

Investment in
companies that are
directly active in, or
derive more than 5%
of their revenues
(cumulatively) from
prohibited activities.

In certain cases,
revenue from non-
compliant activities
are permissible, if
they comply with the
following threshold:
(Non-Permissible
Income other than
Interest

Income)/Revenue
<5%
Prohibited sectors Alcohol Alcohol Brewers Distillers & Alcohol
Vintners
Conventional Conventional Finance Advertising and

financial services
(banking, insurance
etc)

Pork-related products

Entertainment
(hotels,
casinos/gambling,
cinema,
pornography, music
etc)

Tobacco

Weapons and
defense

(non-Islamic Banking,
Finance and
Insurance etc.

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,
cinema, music,
pornography and
hotels)

Tobacco
Weapons, arms and

defense
manufacturing

Banks and all sub-
industries

Diversified Financials
and all sub-industries
Insurance and all
sub-industries

Aerospace and
Defense

Casinos & Gaming
Hotels, Resorts &
Cruise Lines
Restaurants
Broadcasting Cable
& Satellite Movies
and Entertainment

Tobacco

Media (newspapers
are allowed, sub-
industries are
analyzed individually)
Financials

Gambling

Pork

Pornography
Tobacco

Trading of gold and

silver as cash on
deferred basis

Table 2

8 Hamid, N., and Sandford, Y. (2009) “Shari'ah Indic&aining Equity Exposure Using Islamic Indices”
iShares, Barclays Global Investors
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The most important variance among the index sanganethodologies is that Dow

Jones takes the most conservative stance by wetiai any companies that are involved

in the prohibited sectors. The other 3 indexesnallecome from prohibited sectors as

long as it forms less than 5% of total income.

With regards to financial screens that form theosd phase of Shariah compliance,

Table 3 below shows the differences among the ssreged by major indexes.

Index Provider | Dow Jones FTSE MSCI S&P
Financial Screen The following must Debt is less than 33% | The following must Debt/market value of
be less than 33% of total assets not exceed 33.33% equity

Total debt divided by
trailing

12-month average
market

capitalisation

The sum of a
company's cash and
interest-bearing
securities divided by
trailing

12-month average
market

capitalisation

Accounts receivables
divided by trailing 12-
month average
market capitalisation

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

Total debt over total
assets

Sum of a company's
cash and interest-
bearing securities
over total assets

Sum of a company's
accounts receivables
and cash over total
assets

(12 month average) <
33%

Accounts
receivable/market
value of equity (12
month average) <
49%

(Cash + interest
bearing
securities)/market
value of equity (12
month average) <
33%

(Non-permissible
income other than
interest
income)/Revenue <
5%

Dividend purification

Dividend purification
not applicable as
non-compliant
companies ineligible
for index inclusion.

Appropriate
purification of
dividends at 5%.

This ratio calculates
the recommended
purification amount to
be paid by the

MSCI Barra apply a
dividend adjustment
factor to all
reinvested dividends
- this is defined as
(total earnings -
(income from

Dividends * (Non
permissible
revenue/total
revenue)

investor. prohibited activities +
interest
income))/total
earnings.

Table 3

o Hamid, N., and Sandford, Y. (2009) “Shari’ah Indic&aining Equity Exposure Using Islamic Indices”
iShares, Barclays Global Investors

37




The table above shows the differences in finarsasdens and dividend
purification. FTSE and MSCI use total assets aslémminator, whereas Dow Jones
and S&P use market capitalization. As discusseabermrevious sections, this can lead to

vastly different stock universes.
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SRI indexes:

The Dow Jones Sustainable World index is a bendhownprising of the leading

companies in terms of sustainability around théegld he Dow Jones website states

“Corporate Sustainability is a business approaahdreates long-term shareholder value

by embracing opportunities and managing risks dggifrom economic, environmental

and social developments.”

The companies are included based on informatitimegad by SAM Research. The

criteria and weightings used to assess the inglusi@ompanies are given below in

Table 4:

Dimension

Criteria

Economic

Codes of Conduct /
Compliance / Corruption &
Bribery

Corporate Governance

Risk & Crisis Management

Industry Specific Criteria

Environment

Environmental Reporting

Industry specific criteria

Social

Corporate Citizenship/
Philanthropy

Labor Practice Indicators

Human Capital
Development

Social Reporting*

Talent Attraction &
Retention

Industry Specific Criteria

*Criteria assessed based on publicly availablermé&dion only
Table 4°

10 http://www.sustainability-index.com/07_htmle/assaent/criteria.html
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Another major index for Socially Responsible Inuesis provided by FTSE
known as FTSE4GOOD. To qualify for inclusion in 'RESE4GOOD index series,
companies must be constituents of either the FTIEESHare Index (UK) or the FTSE
developed Index (Global). FTSE4GOOD combines pas#dind negative screens to
create a stock universe that can be used as arbaricby asset managers for SRI. The
research and analysis of companies to be incliglethnaged by the Ethical Investment

Research Service (EIRIS).

The table below gives the positive and negativeests used by the benchmark.

Positive screen criteria Working towards environtakbsustainability
Developing positive relationships with stakehotder
Up-holding and supporting universal human rights
Ensuring good supply chain labor standards
Countering bribery

Negative Screen criteriag  Tobacco producers

Companies manufacturing whole weapons systems
Owners/operators of nuclear power stations
Companies involved in the extraction or processihg
Uranium

Table 5'
As seen by the methodologies used by the benchimdekes, Socially
Responsible Investments seek companies that acewewd issues such as integrating

long-term economic, environmental and social aspi@tb their business strategies,

along with meeting shareholder demands for sourahtiial returns.

Y ETSE “FTSE4GOOD Index Series: Inclusion CriteriafnMw.ftse.con)
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Integrating SR principles in Islamic Equity investments:

In order to expand the Islamic finance asset @asggjuities to include SRI
principles, this study has applied traditional dsiainvesting screens to companies that
have taken a proactive approach towards corporatesacial responsibility. Devising a
strategy to rank companies according to their $acid corporate responsibility is
beyond the scale and topic of this dissertatiorrétore, in order to examine the
performance and attributes of a portfolio that padslamic screens as well as SRI
criteria, the Islamic screens were applied to thestituent companies of the Dow Jones
Sustainability Index and the FTSE4GOQOD Index.

This study has applied the following set of Islastreens:

* Qualitative Screens:
o] Companies were screened based on GCIS Codes talexblose that
participate in the following business activitieerAspace & Defence,
Asset management, Bank, Brewers, Capital marketsinGs and gaming,
Consumer finance, Distillers and vintners, DiveesifFinancial Services,
Diversified banks, Insurance (Health and Life), RESpecialized finance,
Tobacco, Pork Products.
* Quantitative Screens:
o] Exclude companies with Debt/Total Assets ratio %33
o] Exclude companies with (Cash + Receivable)/TotaleAs > 45%

o] Exclude companies with Interest income/Revenue > 5%
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Data

The aim of this study is to conduct a comparaginalysis of a portfolio that
contains companies that are Shariah compliant dsas/éeing leaders in corporate and
social responsibility.

Constituent companies of the Dow Jones Sustaihabiblex and the
FTSE4GOOD Index were collected. Although both @s#hindexes contain companies
from all the major stock exchanges, this study aramconstituent companies from the
USA and the UK. The FTSE4GOOD constituents wereidedl by FTSE and the Dow

Jones Sustainability index constituents were doaatéo formwww.djindexes.com

Balance Sheet and Income Statement data for alpanimas was downloaded from
Thomson One Banker. Weekly stock prices and comBay for all the companies were
downloaded from Bloomberg.

The US and UK portion of the Dow Jones Sustairtghiidex and the
FTSE4GOOD Index was used as a benchmark portffie.3-month US Treasury Bill
was used as a proxy for the risk-free interest fette US Treasury Bill data was
downloaded from the Federal Reserve welssifdl data was collected for the period

1998-2008.

12
www.federalreserve.gov
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Methodology

The performance of the portfolio constructed bylgipg Islamic screens to SRI
Indexes was calculated using the monthly & annefairns, weighted average return,
geometric mean, Treynor’s Index (1965), SharpedRd®66). All calculations are
carried out using Microsoft Excel.

The first step towards comparing performance offplos is to calculate returns.
Three types of returns were calculated: Monthlyned, Annual returns & Weighted
Average returns of 11 years (1998-2008). The wejlalverage return is calculated
because since the Islamic screening is carriedmain annual basis, the Shariah
portfolio changes every year. The weighted averagen for the portfolio was
calculated by adjusting the returns according ¢ostlarting price of the portfolio.

The monthly and annual returns were calculatefdlbsvs:

R=(R -Ry) /P, 1)

where Ris the return of the portfolio at time t,i®the price of the portfolio at time
t and R1is the price of the portfolio at time t-1. For mbiytreturns, equation (1) was
applied on a monthly basis and for annual retugqusaton (1) was applied on an annual

basis, for the time period Jafi 1998 - December $12008. The standard deviation and

geometric mean was calculated for monthly retufh& geometric mean was calculated

using the excel function GEOMEAN and the standawdation was calculated using the

excel function STDEV.
In the next phase of portfolio evaluation, theyha and Sharpe ratios are

calculated. The Treynor ratio is calculated usiggation (2) below:
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Treynor=(R —R) /By , )
where R is the portfolio return, Rs the risk-free rate (3-month US Treasury Bill)
andp,is the portfolio beta.
The Sharpe ratio is calculated using equatiot€B)w:
Sharpe = (R~ R) /0 , (3)
where R is the portfolio return, Rs the risk-free rate (3-month US Treasury Bill)

anda, is the portfolio standard deviation.

Analysis of results

The analysis of results begins with observingrthmber of companies that are in

each portfolio. This is shown in Table 6 below:

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
FTSE4GOOD UK 85 85 85 85 85 85 85 85 85 85 85
FTSE4GOOD UK Shariah 33 39 41 43 39 38 41 40 46 45 39
DJ Sustainability UK 64 64 64 64 64 64 64 64 64 64 64
DJ Sustainability UK 24 25 29 29 29 29 30 28 29 30 23
Shariah
FTSE4GOOD US 137 137 137 137 137 137 137 137 137 137 137
FTSE4AGOOD US Shariah 69 70 68 73 71 68 65 70 72 74 67
DJ Sustainability US 49 49 49 49 49 49 49 49 49 49 49
DJ Sustainability US 32 34 35 36 35 34 34 34 36 35 29
Shariah

Table 6

In all the Shariah portfolios constructed, we fthd number of companies
increasing till 2006 and then decreasing there#ft&008. This trend can be explained
by the fact that in 2007 and 2008, the credit s1igok its full form and it is possible that

the companies’ assets reduces, thereby incredsngverage ratios and thereby
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excluding them from the portfolio. Another attribub this trend could be that in tough
economic conditions, companies’ could have chogendrease their cash holdings and
since vendors would be delaying payments, recedgabktreased. These together would
cause the cash + receivables ratio to increasethanefore excluding more companies
form the Shariah compliant portfolio.

The annual returns (%) of the four Shariah padflalong with their benchmarks,

are shown in the Graphs 1, 2, 3 & 4 below.
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As seen from the graphs of annual returns, ahefportfolios show poor returns in
2000/2001, when the dot-com bubble burst and ir82@@en the credit crisis took
maximum effect. An interesting trend seen in thegds is that in most of the years that
the benchmark portfolio has given negative perforceathe Shariah counterpart has
given a less negative return for that year.

The graphs showing monthly returns for each Shavatfolio against it's
conventional counterpart index is shown in Graph 5 & 8. These graphs show that
the Shariah portfolios are highly correlated witkit benchmark. This is expected since

the Shariah portfolios are a subset of the bendkumar

46



20

15

10

L00Z/€0/10
~ 900Z/0T/10
—900%450/10
.Lr 500Z/Z1/10
=5002/L0/10
.......1 7/70/10
— $002/60/10
~i)07/%0/10
==£00Z/11/10

—_—

==6007/90/10

-

ll_.-hm--l__|1 i

il

en 7 00/ T()

iI 002/€0/10
-

n 007/0 0
LI.I 002/50/10
< 000Z/21/10

=000/ L0710

—s—0007/20/10

— By 1)
- 0661/70/10
| 8661/11/10
- 0/

8661/10/10

] = p] =
—
I

e

-15

-20

FTSE4GOOD Shariah UK

FTSE4GOOD UK

Graph 5

47



15

l.lll.u.u . 56/ 10

‘:: Bre—" 0

S—L007/80/10
L00Z/£0/10

“ 900Z/01/10
—000&/50/10
=600Z/71/10
00Z/L0/10
=9002/20/10
H,M ¥00Z/60/10
k07 /70/10
> | £00Z/11/10
002/90/10
=002/ 10/T0
Hr__ 0Z/€0/10

1007/

Hdi

-15

-20

FTSE4GOOD Shariah US

FTSE4GOOD US

Graph 6

48



15
10

0 U sl

....
00 20/ 1()

=52002/€0/10
=—9002/01/10
SHREASH ()

_ 6N07/71/10
M02/L0/10
gm0 20/ 10
507/60/10
902/ 10/ 10
)07/ T1/10
0&L00/ 10

Z07/€0/10

. D0Z/0T/T0
¥002/50/10

=5 000Z/21/70
==0002/40/10
=—0002/20/10

o raeATy

. 666T1/70/T0
86AT/TL/10

~ 86HF790/10
_8661/10/10

=] L
1

49

=D]J sust Shariah UK

Graph 7

D] Sust UK

-10
-15
-20



15

10

... .
806&/90/T0
0/10
00Z/80/10
£00Z/€0/10
= 900Z/01/10
007/50/10
500Z/21/10
500Z/£0/10
$007/20/10
¥002/60/10
—588%/ 0/ T0
€00Z/11/10
£00z2/90/10
S00ZL1 0/10
==200Z/£0/10
00Z/0T/T0
100Z/60/10
/10

) )/ L0

A D

e L10()

== 0002/70/10

66¢ 607/ 10
== i /%0/10
= 8661/11/10
_ BBEL/50/1L0

_8661/10/10

] =] ]

-10

-15

=20

DJ sust Shariah US

D] sust US

Graph 8

50



Table 7 below illustrates the salient performaaitebutes of the portfolios:

Return % Returns %
Mean % Std Dev % (Weighted (Time
Beta (Monthly) (Monthly)  Avg 11 years) Weighted) Rf %
FTSE4GOOD UK 0.84 -0.17 4.29 0.27 0.9974 3.29
FTSE4GOOD UK Shariah 0.80 -0.12 4.07 1.25 0.9980 3.29
DJ Sustainability UK 0.83 0.12 3.92 3.41 1.0004 3.29
DJ Sustainability UK Shariah | 0.84 0.09 411 4.50 1.0001 3.29
FTSE4GOOD US 1.01 0.13 4.33 2.84 1.0003 3.29
FTSE4GOOD US Shariah 1.02 -0.08 411 1.12 0.9983 3.29
DJ Sustainability US 0.97 0.13 4.07 3.46 1.0005 3.29
DJ Sustainability US Shariah | 0.97 0.22 4.15 5.26 1.0014 3.29
Table 7

As seen in the table above, the betas of eadiedbhariah portfolios match their

counterparts very closely. In terms of the Mean Mbnreturn, the FTSE4GOOD

Shariah UK portfolio and the DJ Sustainability UsaBah portfolios are better than their

conventional counterparts, whereas the FTSE4GOORNDJ Sustainability UK are

better than their Shariah counterparts. With resfpe€ime-Weighted (Geometric Mean)

returns, all of the portfolios exhibit a very sianilprofile. The 3-month US Treasury Bill

rate of 3.29 is the average rate taken monthly theeperiod January 1998 till December

2008. The most important measure for these poodad the weighted average returns. In

this category we find that only the FTSE4GOOD U&r&th underperforms its

conventional counterpart, whereas all the othexetghariah portfolios outperform their

conventional counterpart portfolios.
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Table 8 below shows the Sharpe and Treynor measoréhe portfolios:

Sharpe  Treynor
FTSE4AGOOD UK -0.70 -3.62
FTSE4GOOD UK Shariah -0.50 -2.54
DJ Sustainability UK 0.03 0.14
DJ Sustainability UK Shariah 0.29 1.44
FTSE4AGOOD US -0.10 -0.44
FTSE4GOOD US Shariah -0.53 -2.13
DJ Sustainability US 0.04 0.17
DJ Sustainability US Shariah 0.47 2.03
Table 8

As seen in the table above, the Sharpe and Treyrasures are higher for all the
Shariah portfolios except the FTSE4GOOD US Shay@tfolio. This was expected
since the FTSE4GOOD US Shariah portfolio was tHg one with a lower weighted
average return than its conventional counterpdmsé results show that the principles of
Shariah have a positive impact on a universe aapeesponsible companies, in terms
of risk-adjusted performance. Additionally, it calso be concluded from these results
that there is no additional cost to the investorcfioosing to adhere to the principles of
Shariah as well as the principles of SRI.

This dissertation has analyzed the UK and USAiastof the sustainable indexes.
It should be noted that the aim of this dissertati@s to incorporate SRI positive screens
to current Islamic negative screens only, and ingiso has shown that there is no
additional cost to the investor in adding an addai layer of screening to Islamic
investing. It would certainly be possible to createlslamic and socially responsible
portfolio that generates higher returns. This camat¢hieved by choosing stocks globally

to increase diversification.
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Case Study:

The core idea of this dissertation is that Islamu@sting should incorporate SRI
principles as well. In this section, a review afaanmpany is conducted that is Shariah
compliant according to the business and financisens, but are not SRI compliant. The
outcome of this section shall bolstOer the argurtteattislamic equity investment

methodologies need to be further expanded to ircatp social & ethical issues.

CASE - VEDANTA RESOURCES:

Vedanta Resources is a diversified metals andngioompany. It is listed on the
London Stock Exchange and is a constituent of T®H100 index & FTSE Shariah
index (UK). The company’s corporate structure ishsthat it passes the Islamic financial
screens. As for its business screening, it is veebin metals and mining, a sector that is
allowed in Shariah investing.

In May 2007, the Council on Ethics of the Governirieéension Fund — Global of
Norway published a report detailing the unethicakfices of Vedanta resources. The
council’s research showed that Sterlite, Vedardalssidiary in India, was involved in
depositing large quantities of hazardous wastes¢cured deposit sites. These actions
had caused long-term heavy metal contaminatioibfad groundwater that will persist
even after the activities have ceased.

The report also stated that it was highly prob#iie Vedanta’s mining operations

in India have led to the expulsion of local farmansl tribes from their homes and land.
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The council found this to be a serious violatiorfusfdamental human rights. In light of
the above findings, the council of ethics divegteglinvestment in Vedanta Resources.

The questions that must be asked here with regauttie topic of this dissertation
are: How can a company that is involved in seriemaronmental and human rights
violations be Shariah compliant? Is it not agathstprinciples of Shariah to disrespect
human rights and prevent damage to the environnfgetthe investors devoid of any
further responsibilities if a company has an Islaoarporate structure and is not
involved in any prohibited business activities?

The answer to these questions all point in theesdinection that it is certainly
against the principles of Shariah to be involvegriactices that incur exploitation of any
kind. The prohibition of interest is one of the mimsportant pillars of Islamic Finance
and the basis of which is to prevent exploitatemexplained by Mufti Barkatulla in his
recent article “the religious prohibition of intstes rationale is social justice, because it
is perceived to be unjust and exploitative.”

As seen by the above example, Vedanta Resour&sigah compliant according
to the screens used today. However, it is involmdalisiness practices that are unethical
and are facilitating the degradation of the envinent. This conflict must be addressed
and resolved.

It is imperative that Islamic finance expandsitsizons to include SRI principles
into its investment guidelines. One way that SR siaccessfully achieved its goals is
through shareholder activism and engagement. Toleitean of the SRI funds has taken
the path of starting with negative screening, mgumpositive screening and onto active
engagement and shareholder activism. Islamic imgs currently at the initial stages of

applying only negative screens. This dissertatias imdertaken research in the next step
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that Islamic investing must take in its path of levion: Apply positive as well as
negative screens to Shariah investing, eventuadlglihg to active engagement with
corporations to ensure that their practices ar@abpand ethically responsible as well as

being financially beneficial.

Current industry trends:

The Islamic equity investment industry has onlsergly begun to move in the
direction that this thesis proposes, i.e. expaprcetjuity investment asset class to include
positive screens.

Evidence of this is seen from the fact that Makysdased Corston-Smith Asset
Management will be launching a new fund soon thltinwest in companies that not
only have a good business model but also haveyhigkeéd corporate governance
principles. The fund uses a questionnaire to evaline corporate governance of the
firms. An article from Reutet3states that F&C asset management will also beching
a new fund that integrates Islamic investing wiRl rinciples.

Another important move for the industry is seeibag Jones has created a new
index that incorporates both Islamic as well as @ficiples. The new index is known as
Dow Jones Islamic Market Sustainability Index asdreated in association with SAM
Group. Currently, Dow Jones is the only index provideatthas created a benchmark to

incorporate both SRI and Islamic principles.

13httD://WWW.reuters.com/article/lsIamicBankinqancﬁmneoglidUSTRE53E49M20090415
14http://www.sam-qroup.com/htmle/disi/islamic.cfm
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Further research:

There is currently very limited research into flyaergies between Islamic
Investments and SRI. To the best of the authortsw@&dge, this is one of the first pieces
of research that has examined the cost of appBbflaifional layers of screening in
Islamic Investments. There is a considerable amoblfurther research that needs to and
can be conducted in this field.

This research can be furthered by developing afsgiteria for Shariah compliant
companies to be ranked according to corporate gawee, social and ethical issues.
Research can also be conducted into designingofiogfto match various investing
styles and determining various risk profiles ta sarious types of investors. Due to time
and resource constraints, it was not possible taiminformation regarding the
constituents of the Dow Jones Islamic Market Suoataility Index for this study. It would
be very interesting to examine the performancéisflienchmark against individual

Islamic and ethical indexes.
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Conclusion:

Islamic Equity investments are ready for the rst&p in their evolution. The
current practice of negative screening in Islamiesting has been the stepping-stone for
Islamic equity investments. Now, in order to expémelequity asset class of Islamic
investments and to bring Islamic equity investmeiudser to the teachings of Shariah, it
IS necessary to include positive screens in addibahe negative screens.

This study has expanded the Shariah equity invesisTby applying the Shariah
screens to companies that are leaders in sociathnzhl practices. The leading SRI
companies have been taken from constituents ofri®kkes provided by Dow Jones and
FTSE.

The quantitative results of this study have shtvat in three of the four cases
tested (DJ US, DJ UK, FTSE UK, FTSE US), the pdigfowith Shariah as well as SRI
companies performed better than portfolios withy@iRl companies. This leads to the
conclusion that merging the principles of Shariaresting with SRI has a positive
impact on returns from equity investments. The-adjusted measures are also higher for
portfolios that have both SRI and Shariah prin@ple

Perhaps the more important result of this study @lzserved in the qualitative
review of Vedanta Resources’ business activitiesak found that Vedanta Resources
was a constituent of the FTSE Shariah index, arglimeaolved with serious human rights
and environmental violations. This case presestriaus conflict of interest in Islamic
investments. If only negative screens are appsiedh cases are bound to slip through
and Muslim investors could be involuntarily fundingethical corporate behavior that is

contrary to the teachings of Shariah.
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The cumulative findings of this dissertation léadhe conclusion that it is
necessary for Islamic investment practices to ipo@te positive screens as well as
negative screens. This will penalize corporatiasuhethical behavior that goes against
the teachings of Shariah, and reward companiedakatan active role to benefit society
through their business practices.

A very interesting question that was raised byyR@000) (Updated by Ahmed
2003) also serves as appropriate concluding renfiarkhis dissertation: “It is important

to ask: What is the cost of not taking social ci@énto account in investing decisions?”
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