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Abstract 
 

Islamic funds are being marketed as strong rivals for conventional funds. This study 
investigates if Islamic equity funds outperform their conventional peers in GCC markets in the 
period 2006-2011. The performance is empirically assessed utilizing the CAPM performance 
evaluation measures against two indices (the national index of each market and the DJI for all 
markets). The suitability of the CAPM model itself to report on funds’ performance is also examined 
by replicating the tests utilizing the D-CAPM and Estrada beta along with the portfolio performance 
measures in the downside framework. Unlike many studies cited, our results provided evidence that 
Islamic funds are not necessarily less risky than conventional funds (as in Kuwait) and do not 
necessarily underperform (as in UAE). The study concludes that it is equally important for 
practitioners in emerging markets generally and in GCC specifically to report performance using 
both CAPM and D-CAPM measures. If differences exist, the D-CAPM could be the superior 
measure since the downside beta can provide a better risk measure than the traditional beta and may 
actually improve the asset pricing models in those markets.  
 
Keywords: Islamic Funds, Conventional Funds, Portfolio Performance, Downside Beta, Traditional 
Beta, CAPM, D-CAPM, Shariah Compliance, GCC Countries 
 
 
1. Introduction and Background 
 

Islamic law or Shariah is the law that governs all aspects of day-to-day Muslims’ life. The 
Islamic finance industry plays an important role in the global finance market and is expected to grow 
even more rapidly in the future. Islamic nance is developing rapidly and the features of global 
banking are being reshaped (Ebrahim et al. 2013). Cihak and Hesse (2010) argue that the number 
and reach of Islamic financial institutions worldwide has risen from one institution in one country in 
1975 to over 300 institutions in more than 75 countries. Hoepner et al. (2011) view Islamic financial 
services as an important contemporary issue for financial institutions and financial markets 
worldwide evidenced by the offerings of hundreds of Islamic equity indices by Dow Jones, FTSE, 
MSCI Barra and Standard & Poor’s. In 2007, Shariah-compliant assets were estimated to have 
grown by 37% to $729 billion, were close to US$820 billion at end-2008 and were expected to reach 
the $1 trillion in 2010. More than 700 Islamic mutual funds are currently offered, not only by 
countries such as the Gulf Cooperation Council countries and Malaysia, but also by Western 
financial institutions. Governments as the USA, France, Germany and Switzerland have developed a 
strong interest in Islamic finance and in promoting their Islamic financial services to attract 
especially petro-dollars. 
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There are several suggested reasons why Islamic finance has grown rapidly. Maggs (2011) 
argues that risk diversification benefits and profit opportunities are the main drivers and that the shift 
to the Modern Islamic banking and finance practices has originated not bottom up from the Islamic 
faithful, but top down from multinational businesses seeking a profitable market position. Hoepner et 
al. (2011) agree with Malik and Shah (2011) supporting this claim by trying to capture this 
advancement of Islamic banking and finance in the United Kingdom as a leading centre for Islamic 
finance outside of the Gulf Cooperative Council (GCC) and Malaysia.  
 

Islamic financial institutions have basically the same purpose as the conventional institutions 
except that they operate in accordance with the rules of Shariah, known as Fiqh al- Muamalat 
(Islamic rules on transactions). The objectives and operations are ideally based on Quranic principles 
(the Islam wholly book) like justice, avoidance of (Riba) taking or receiving interest at exorbitant 
rates, (Mayser) gambling and (gharar) speculation. The focus is on religiously permissible operations 
and other ethical goals, and the main concept relies on the fact that money has no intrinsic value but 
is only a measure of value and thus there should be no charge for its use. Ghayad (2008) views that 
the most common Islamic operations are profit sharing (Mudharabah, which is a contractual 
agreement between a capital provider and an entrepreneur, whereby the former party supplies the 
capital and the latter supplies the labor and skill. Any profits made will be shared between them by 
an agreed ratio, where both parties share in profits and only capital provider bears all the losses if 
occurred), joint venture (Musharakah, which is normally applied for business partnerships or joint 
ventures with profit/ loss sharing implications that are used in Islamic finance instead of interest 
bearing loans.  

 
The profits made are shared on an agreed ratio, while losses incurred will be divided based on 

the equity participation ratio. Ijarah Thumma Al Bai where there are two contracts involved in this 
concept. The first contract, Ijarah contract (leasing/renting) and the second contract, Bai” contract 
(purchase) are undertaken one after the other), Cost Plus (Murabahah, which is defined as an Islamic 
financing structure where an intermediary buys a property and retains its title to it. The sale 
agreement includes a profit margin agreed to by both parties. The purchase and selling price, other 
costs and the profit margin must be clearly stated at the time of the sale agreement. This is not an 
interest-bearing loan, which is considered Riba (or excess) but an acceptable form of credit sale 
under Shariah (Islamic religious law) in which the intermediary cannot charge additional interest on 
late payments, however the asset remains in the ownership of the bank until the loan is paid in full) 
and leasing (Ijarah). A thorough explanation of the differences between Islamic financial institutions 
and Shariah compliant products from their conventional peers is presented in Ghayad (2008), Olson 
and Zoubi (2008), Khan (2010) and Khaldi and Hamadouni (2011). 
 

It is also argued that Islamic financial institutions can make a useful contribution to economic 
growth and development particularly in a situation of recession, stagnation and low-growth-level. 
Islamic financial institutions are found to be more resilient than their conventional peers to the 
immediate effects of the recent international financial crisis and global economic downturn (see 
among others, Ilias, 2010). Studies by    Razzaq et al. (2012), Derbel (2011), Kalim and Lodhi 
(2006) and Iqbal (2001), all argue that the Islamic system and Shariah compliant investments are 
better at adjusting to shocks and are as profitable as the conventional investments. Some researchers 
have attributed this to Islamic institutions’ avoidance of speculative activities, as in Derbel (2011) 
and also to their higher solvency and lower leverage as in Hassan and Dridi (2010). On the other 
hand, studies examining open equity funds by Hayat and Kraeussl (2011), Abdullah et al. (2007) and 
Elfakhani et al. (2005) provided evidence that Islamic funds trailed their conventional peers and 
some attributed this to the restricted investment universe that limit their diversification potential.  
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Mutual funds are considered an investment vehicle of choice for many investors. For Bryant 
(2009), these financial institutions are viewed as increasingly effective means for income generation, 
capital appreciation, and diversification benefits to investors who own a pro rata share of the assets 
in the fund’s investment portfolio. Cuthbertson et al. (2010) view them as pooled investments which 
provide liquidity and enable investors to enjoy economies of scale in gaining access to well 
diversified portfolios of securities which are often differentiated by funds styles such as aggressive 
growth, growth and income, growth, equity-income and small companies. Most funds are ‘active’ in 
that they either try to pick ‘winner stocks’ or engage in market timing activities as opposed to ‘index’ 
funds, which mimic movements in broad market indexes. The rationale for managed funds is that 
they “add value” by using private information and manager skill to produce “abnormal performance” 
and this is why they are expected to charge higher fees.   
 

Islamic mutual funds were nonexistent before the 1990s when Muslim scholars reached a 
consensus regarding the permissibility of equity investing as long as it adhered to the main Islamic 
finance principles (Hayat and Kraeussl, 2011). Hoepner et al. (2011) define Islamic funds by their 
compliance with Islamic law. Unlike conventional funds, Islamic funds cannot invest in conventional 
bonds, warrants, preferred stock, certificates of deposit and some derivatives. Maysir and Gharry 
prevent Islamic funds from leverage, short selling and any derivate products. In addition, products or 
services that adversely affect dignity or promote the exploitation of one another are forbidden 
(Haram). Examples could include pork, (non-medical) alcohol, gambling, tobacco, and weapons. 
Islamic equity funds can invest in both growth and value stocks that passed the Shariah filtering 
process, to satisfy the objective of medium to long term capital appreciation. There are basic 
financial criteria firms must adhere to be classified as halal or permissible in Islam in which total 
debt divided by the trailing 12-month average market capitalization has to be less than 33 percent; 
cash plus interest-bearing securities divided by the trailing 12-month average market capitalization 
has to be less than 33 percent; and accounts receivable divided by the 12-month average market 
capitalization has to be less than 33% percent (Ali, 2005; Elfakhani et al. 2007; Khatkhatay and 
Nisar, 2007). Otherwise, income could be considered “contaminated” and must be purified, that is, 
investments in companies with a tolerable amount of interest income or with tolerable revenues from 
unacceptable business activities can be made if these impure earnings are purified by giving them 
away to designated charities (Hayat and Kraeussl, 2011; Merdad et al. 2010). 
 

The revolution in performance evaluation was primarily initiated by Markowitz’s (1952) 
mean-variance portfolio theory and the capital asset pricing theory (CAPM) developed by Sharpe 
(1964). Studies by Ross (1976), Fama and French (1993), Jagadeesh and Titman (1993), Campell et 
al. (1997), Lam (2002), among others, all criticized CAPM as a single factor model and generally 
argued that multi factor models can do a better job in explaining the variability of returns. The 
normal distribution of returns was a main assumption that was criticized by Estrada (2002, 2007) 
questioning the suitability of the CAPM model and the use of variance, as a measure of risk in 
markets with asymmetrical distribution of returns and this is the same direction our study is 
intending to examine.  
 

The GCC equity markets were first established around the mid-1970s. The first market to be 
established was the Kuwait Stock Exchange in 1977 followed by the Tadawul All Share Index 
(TASI) in Saudi Arabia in 1984, then the Dubai Financial Market (DFM) and Abu Dhabi Securities 
Market (ADSM) in 2000. The number of companies listed at the GCC level grew from 473 in 2005 
to 657 by end-2009. Kuwait recorded the largest increase in listings followed by Saudi Arabia 
(Tashin and Oral, 2011). By the end of 2009, total market capitalization amounted to $647 billion of 
which the Saudi equity market accounted for 49 percent, followed by the UAE at 17 per cent and 
Kuwait 15 per cent. Market capitalization as a share of GDP at end-2009 amounted to 74 per cent. 
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 The total capitalization of the GCC markets reached almost $800 billion in early 2012, 
corresponding to almost 60% of the region’s nominal gross domestic product of $1.4 billion in 2011. 
Mako and Sourrouille (2010) view that this growing prosperity and large savings have not yet 
translated into a large and diversified institutional investment sector in the GCC; nevertheless, 
mutual funds are considered the leading (private) institutional investors in the region with equity 
funds being the most dominant type of funds. At end-2009, MENA (Middle East and North Africa) 
countries hosted over 854 privately managed investment funds with a cumulative $67 billion of 
assets under management (AUM), including 397 funds with $33 billion AUM domiciled in the GCC.  
 

In this study, we focus on the emerging GCC market as an attractive investment destination 
especially in a period in which this market’s relative economic and political stability are valued the 
most by many investors. The period chosen includes three substantial crises, the burst of the 
speculative bubble of 2006 which resulted in major decline in valuations especially in KSA and 
Dubai, the 2008 international financial crisis that hit all the stock markets and the Arab spring of 
2011 which had a negligible effect on the GCC markets with the exception of Bahrain. We used the 
data set of Islamic and conventional mutual funds of four GCC countries: Saudi Arabia, Kuwait, 
Bahrain and United Arab Emirates (hereafter UAE) from 2006 to 2011. Qatar and Oman were 
excluded because there were no Islamic funds in the former, and no Islamic funds matched our 
sample period in the latter. As we study the emerging GCC markets with their recent history and 
characteristics that are primarily associated with the weak-form efficiency, including the 
asymmetrical distribution of returns (Freedi et al. 2012), we examine the appropriateness of using the 
D-CAPM model along with its performance evaluation measures in the downside framework as 
opposed to the traditional CAPM model and its evaluation measures. We also investigate other 
research questions such as which funds (if any) were able to beat the market and to report significant 
positive abnormal performance and is there evidence as to whether Islamic funds are actually better 
or as good (or bad) performers than conventional ones. 
 

Our tests are performed on two levels. We initially examine the equity fund performance in 
each market against two benchmarks, a main local index and the Dow Jones Islamic index (hereafter 
DJI), utilizing the traditional beta and CAPM performance evaluation measures. The evaluation is 
then replicated utilizing the downside beta and other tests of funds’ performance derived from the 
CAPM in the downside framework. Finally, the aggregate performance is explored by forming two 
fund portfolios, one representing the average Islamic mutual fund and the other is the average 
conventional fund in the GCC markets, to examine the performance of the Islamic mutual funds 
portfolio compared to its conventional peers and to the overall market. By looking at country specific 
results, the study documents evidence that Islamic funds are not necessarily lower performers than 
conventional funds. In fact the performance of Islamic funds in the UAE and Kuwait was better than 
their conventional peers in terms of providing better return per unit of total risk and systematic risk, 
and this is consistent with Derbel (2007) and Merdad et al. (2010). Our results also provide evidence 
on the suitability of the downside beta and the downside CAPM performance evaluation measures to 
report on fund performance, which is consistent with Estrada’s work (2002 and 2007). We provide 
evidence that downside beta can empirically provide a better risk measure than the traditional beta 
and may actually improve the asset pricing models in the emerging GCC markets. 
 

The main contribution of our study is the addition to literature by studying markets that are 
rarely studied despite their importance and growth potential. Generally, studies of the Middle East 
and North Africa (MENA) region are relatively thin and incomplete.  To the authors’ best 
knowledge, this is the first study that evaluates the suitability of the D-CAPM and its performance 
evaluation measures in the downside framework in the emerging GCC markets using country 
specific data and aggregate GCC market data. This study being conducted in a different setting from 
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previous studies that focused on developed markets can provide new empirical evidence for theories 
and models so far established; one of these is the appropriateness of traditional CAPM to report on 
performance. Finally, this study also contributes to the debate as to whether Shariah compliant or 
Islamic investments are as equally profitable as the conventional investments or the restrictions 
imposed on them do hinder their performance. 
 

The rest of the paper is organized as follows. Section 2 reviews previous literature. Section 3 
presents the data and the methodology used. Section 4 presents the results and discussion. Finally, 
section 5 concludes the study. 
 
 
2. Literature review 
 

Contributions made by Markowitz (1952), Treynor (1965), Sharpe (1966), Jensen (1968), and 
Fama (1972), added enormously to the area of modern portfolio theory. Pioneered by the capital 
asset pricing model, numerous studies were directed to evaluate mutual funds’ performance and to 
examine if they could actually beat their benchmark and achieve abnormal performance in a 
consistent manner. Many studies cited in the literature have criticized the suitability of the CAPM 
model and provided evidence that returns can be explained by more than one variable and thus the 
performance measurement was extended to multifactor models by Ross (1976), Fama and French 
(1993), Jagadeesh and Titman (1993), Campell (1997), Wermers (2000), and Lam (2002) (for a 
detailed list of studies and findings please refer to appendix A). 
 

Most of these studies were actually devoted to the developed markets of U.S. and U.K. 
However, with respect to emerging markets, some studies were cited in the literature such as Xu 
(2005) who compared the performance of the Securities Investment Funds in China to those of the 
U.S., utilizing the CAPM performance measures. Imisiker (2008) used CAPM performance 
measures, along with the performance attribution analysis by Fama (1972) to assess selectivity and 
market timing performance of mutual funds industry in Turkey. Low (2010) studied the relationship 
between fund performance and characteristics of the Malaysian Unit Trust Fund utilizing the CAPM 
measures. All of these studies utilizing the CAPM generally agreed that on average mutual funds 
cannot beat their index. Alternatively, Merdad et al. (2010) used a sample of monthly data of Islamic 
and conventional funds in Saudi Arabia to examine the risk return behavior by employing the CAPM 
performance evaluation measures. They divided the sample period into bearish and bullish periods 
and provided evidence that Islamic funds underperform conventional funds in bull periods but 
outperform them in bearish periods and thus offer hedging opportunities to investors during 
economic downturns. These results are consistent with similar tests of Malaysian funds presented by 
Mansor and Bhatti (2011) and Mansor et al. (2012). However these results contradict with Hayat and 
Kraeussl (2011), Abdullah et al. (2007) and Elfakhani et al. (2005), which provided evidence that 
Islamic funds underperformed conventional funds.  
 

Of the studies directed towards examining the suitability of the CAPM model itself to report 
on performance, few studies examined the suitability of the downside risk performance measures 
over the traditional CAPM measures especially in emerging markets characterized by the 
asymmetrical distribution of returns. Estrada (2002, 2007) argues that the main characteristic of the 
CAPM model is that it measures risk by beta, which follows from an equilibrium model in which 
investors display mean–variance behavior. In that framework, risk is assessed by the variance of 
returns which is a questionable measure of risk since it requires returns to be symmetric and 
normally distributed and both assumptions are highly questionable for emerging markets. Instead he 
proposed the semi-variance of returns as a more acceptable measure of risk and one that can be used 
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to generate an alternative behavioral hypothesis (mean–semi-variance behavior), an alternative 
measure of risk for diversified investors (the downside beta), and an alternative pricing model (the 
downside CAPM). By using monthly data on 27 emerging markets, he provided evidence supporting 
the use of downside risk measures over the standard risk measures, and concluded by suggesting the 
importance of the downside beta and downside risk measures to replace the traditional CAPM 
performance evaluation measures.  This is consistent with Galagedera (2007) who argues that the 
traditional CAPM has failed to explain the variation in equity prices in emerging markets since 
return distributions are found to be non-symmetric and highly volatile and that the downside beta 
might be more appropriate as it provides a better explanation of variability of returns in emerging 
markets and with Mamoghli and Daboussi (2008) who provided evidence of the insufficiency of 
traditional CAPM and traditional performance measures in the presence of asymmetrical returns’ 
distributions and stressed the importance of the incorporation of downside risk measures in the 
CAPM and in the performance measures.  
 
 
3. Methodology and Data 
 

In this section, we will describe and compare in detail the major composite equity portfolio 
performance measures that combine risk and return performance into a single value and discuss 
differ. Additionally we will use composite measures that consider the funds’ downside risk and 
compare the results. For evaluating the funds’ performance, the methodology based on the classical 
CAPM model along with its performance-based evaluation measures is applied as follows: 
 
Treynor’s coefficient (Reward-to-Volatility or RVOL) is used to measure the excess return of a 
fund, over the risk free rate, per unit of systematic risk as suggested by Treynor (1965). It is the slope 
of the line between the risk-free rate and the risk-return plot for the fund. A greater slope indicates a 
better risk-return trade-off; therefore, higher T values generally indicate better performance. 
 
Treynor Ratio Rp RF / p   ...[1] 
 
where FP RR  is the average excess return and p is the fund’s beta. 
 
Sharpe ratio (Reward-to-Variability): As suggested by Sharpe (1966), measures the average excess 
returns of a fund, over the average risk free rate, per unit of total risk of the fund. The higher the 
value of the Sharpe ratio, the better the performance of the fund. 
 
Sharpe Ratio Rp RF / p       ...[2] 
 
where FP RR  is the average excess return and p is the total volatility of the fund. 
 
Jensen’s Alpha:  Measures the Funds’ excess returns, over and above those of the benchmark. The 
alpha measure as suggested by Jensen (1968) is: 
 

FMPFP RRRRsJensen '       ...[3] 
 
where,  is the fund excess returns over and above those of the benchmark, RP is the average return 
of the fund over the measurement period, P is the sensitivity of the fund excess returns, over the risk 
free rate, to the excess returns of the benchmark and RM is the average market return over the 
measurement period.  represents how much of the rate is attributable to the manager’s ability to 
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derive above average returns adjusted for risk. A positive significant value for  indicates 
outperformance while a negative significant value indicates underperformance. 
 
The second part of the study then applies the capital asset pricing model in the downside framework. 
As presented in Estrada (2002, 2007), in the alternative mean semi- variance framework, the 
investor’s utility will depend on the downside variance of returns (semi-variance) of the investor’s 
portfolio. In this framework, Estrada downside beta (with respect to the risk free rate) is determined 
as follows: 

  

Estrada Di

[Min(RPt RFt ), 0]*[Min(RMt RFt, 0]
t 1

T

[Min(RMt RFt, 0]2

t 1

T                          ...[4] 

 
Then, three performance measures in the downside risk framework are applied. These are: 
 
The Sortino ratio:  
Similar to the Sharpe (1966) ratio, the Sortino and Price (1994) ratio is presented as follows:  

DP

FP RRSOR         ...[5] 

where RP is the portfolio’s return, RF is the risk-free rate which here represents the minimum 
acceptable return (or MAR) and DP  is the downside deviation of the portfolio returns.  
 
The index of Mishra and Rahman 
Similar to the Treynor ratio except that it replaces traditional beta with the downside beta. It was 
presented by Mishra and Rahman (2002) and is written as follows: 
 

DP

FP RRMR         ...[6] 

 
where RP is the return of portfolio, RF is the risk-free rate and DP is the downside beta.  
 
The alpha of Mamoghli and Daboussi 
A third performance measure, in the downside framework that is similar to the Jensen alpha, utilizing 
Estrada’s beta, was presented by Mamoghli and Daboussi (2008) as follows: 
 

FMDPFPDP RRRR       ...[7] 
The adjusted Jensen alpha based on the Estrada downside beta calculates the return of the portfolio in 
excess of its required rate of return calculated according to the D-CAPM of Estrada (2002). 
 

For our research data, we used the Bloomberg and Thomson Reuters databases of GCC 
markets. All equity funds that are either locally focused or GCC focused, with completed monthly 
net asset values from January 2006 to March 2011 are included in our data set. This resulted in 63 
observations of 85 equity funds from 4 GCC countries (Saudi Arabia, Kuwait, Bahrain and the 
UAE), out of which 35 funds are Islamic (18 in Saudi Arabia, 9 in Kuwait, 6 in Bahrain and 2 in the 
UAE) and 50 are conventional (12 in Saudi Arabia, 21 in Kuwait, 12 in Bahrain and 5 in the UAE). 
The risk free rate is the 3-month Treasury bill rate of each country and two indices are used for the 
market portfolio: the main local index of each market and the Dow Jones Islamic index (hereafter 
DJI).  Survivorship bias was cited in the literature by Brown et al. (1992) and Otten and Bams 
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(2004), highlighting the fact that if funds, which are unable to survive for the whole sample period, 
are eliminated from the sample, the performance measurement can be upwardly biased. This data set 
is not subjected to survivorship bias, since no open-end mutual fund dropped out of sample. 
 
 
4. Results and Discussion 
 

Table 1 reports the descriptive statistics and CAPM regression results for aggregate 
conventional and Islamic funds in each GCC market tested, using monthly returns against two 
indices, the local index of each market and the DJI index. Descriptive statistics of each fund in each 
country are detailed in the Appendix B. 
 
Insert Table 1 about here 
 

With respect to the Saudi market, the regression results using the TASI local share index 
showed that Islamic funds had lower beta and lower SD values than both the index and the aggregate 
conventional funds. Alternatively the aggregate conventional Saudi fund yielded better return per 
unit of total risk and per unit of systematic risk represented by the lower negative values of Sharpe 
ratio and Treynor ratio respectively (-0.15 and -0.016 for aggregate conventional funds as opposed to 
-0.23 and -0.04 for aggregate Islamic funds). No fund was able to beat the TASI index or to show 
abnormal performance by scoring a positive significant value for alpha. When using the DJI as the 
Saudi market proxy, the better performance of the aggregate conventional funds as opposed to their 
Islamic rival was witnessed, however the model itself was less capable of explaining the variability 
of the funds’ excess returns (evidenced by the lower values of the coefficient of determination) 
compared to the model that uses the local Saudi index as the market proxy( for aggregate 
conventional funds, the model was only capable of explaining 30% of the fund’s excess returns as 
opposed to 90% when using TASI as the market index). 
 

With respect to the Kuwaiti market, and using the Kuwaiti local index, table 1 shows that 
aggregate Islamic funds had higher negative mean returns and higher total risk than aggregate 
conventional funds, and thus scored lower return per unit of total risk measured by the higher 
negative value for Sharpe ratio. Alternatively, it showed better return per unit of systematic risk, 
represented by its lower negative value of Treynor ratio and this difference would attribute to the 
Islamic funds idiosyncratic risk that was considered in Sharpe measure but ignored in Treynor’s. 
Very close results are reported when using the DJI index as the market proxy. Despite the low values 
of the coefficient of determination of the models using the two indices, we can generally argue that 
the regression model using the local Kuwaiti index as the market proxy is more capable of explaining 
the variability of funds’ excess returns, especially of aggregate Islamic funds (almost 70 %) 
compared to DJI (almost 30%).  
 

With respect to Bahraini market, Islamic funds had lower total risk and lower systematic risk, 
scoring higher negative values for Sharpe and Treynor ratios. The regression model using the DJI 
was better able to explain the variability of the funds’ excess returns as opposed to the results using 
the Bahraini local market index. 
 

Finally, with respect to the UAE market, aggregate Islamic funds had higher mean return that 
both the aggregate conventional fund and the local market index. In fact, it is the only group of funds 
that yielded positive value for mean adjusted returns. Islamic funds had lower total risk and lower 
systematic risk, yet they had better values for Sharpe and Treynor ratios compared to their 
conventional peers. Aggregate Islamic funds can also provide better return per unit of total risk 
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compared to their local index. No fund was able to achieve abnormal performance in a consistent 
manner by scoring positive significant values for alpha. 
 

In summary, our results are consistent with literature (see for example, Abdullah et al. 2007 
and Merdad et al. 2010) in that the average mutual fund in GCC markets cannot beat their index and 
contrarily realize abnormal returns. The CAPM regression results are inconclusive in providing 
evidence on the better performance of conventional funds as opposed to Islamic funds. The study 
provides some evidence that aggregate Islamic funds’ performance is relatively better in UAE and 
Kuwait. On the other hand, aggregate conventional funds’ performance is relatively better in KSA 
and Bahrain. 
 

One of the main assumptions of the CAPM is the symmetrical distribution of portfolio’s 
returns around the mean. In the CAPM, risk is measured by the fund’s beta, which is rooted in the 
variance. Variance, on the other hand, is the most commonly used measure of risk that measures the 
dispersion of returns from the mean with no distinction between upside and downside volatility. It is 
frequently argued that the returns of emerging markets are less normal and more skewed than those 
of developed markets. Variance is criticized for not being a suitable measure of risk. Actually there 
are some studies that provided evidence that downside risk measures excel over the standard risk 
measures in explaining variability in the cross section of returns in emerging markets as in Estrada 
(2002, 2007). In this section of our study we are examining the suitability of the D-CAPM and the 
portfolio performance evaluation measures in the downside framework in our four sampled GCC 
markets. 
 

Table 2 shows the relative performance and risk measures for the aggregate Islamic equity 
funds and aggregate conventional equity funds of each market tested against two indices; the local 
index of each market and the DJI, using the Estrada downside beta and CAPM model in the 
downside framework. In order to calculate the down side risk performance measures: semi-variance, 
semi-deviation and downside beta are all calculated and used to determine the three selected 
downside risk performance measures. It is important to mention that the appropriate way to estimate 
Estrada’s beta ( D) was derived from Estrada’s (2002) work by doing a simple linear regression 
without a constant between the dependent variable 0,FPt RRMinY  and the independent variable 

0,FMt RRMinX and obtaining the downside beta as the slope of this regression. 
 

The Sortino ratio uses the downside semi-variance, which actually penalizes the fund’s 
returns that fall below the risk free rate or what we call the “undesirable volatility” and treats the 
returns that are above the risk free rate as zero. The same applies to the other two measures of the 
adjusted alpha of Mamoghli and Daboussi (2008) and the MR ratio in which both use the downside 
beta instead of the traditional beta. By checking the downside performance evaluation measures of 
the GCC funds, some differences were cited in values and rankings of funds that could be directly 
attributable to the asymmetry of returns and the risk perception of the investors who do not perceive 
the upside volatility in the same manner as they do for the downside volatility which is not captured 
by the traditional beta.  
 

Insert Table 2 about here 
 

Table 2 presents the D-CAPM regression results for the aggregate Islamic and conventional 
funds in each market. Our Results were consistent with the results presented in table 1 in terms of 
which group of funds outperformed the other in each market. What is more interesting to highlight is 
the higher significant values for beta accompanied by the higher values for the coefficient of 
determination in several markets (for example aggregate Islamic funds in KSA), showing a better 
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capability of the model in the downside framework to explain a higher percentage of the variability 
of the funds’ excess returns. We argue that our results provide evidence that the D-CAPM along with 
its performance evaluation measures in the downside framework could be more suitable to report on 
funds’ performance in the GCC markets than the traditional CAPM performance evaluation 
measures. 
 

Finally, Table 3 compares the aggregate performance using the traditional CAPM and D-
CAPM performance measures, after forming two fund portfolios, one representing the average 
Islamic mutual fund and the other is the average conventional fund in GCC markets. Only the DJI 
index is used as the market benchmark and unadjusted returns were used to exclude the effect of the 
different risk free rates prevailing in each market). On the aggregate level, the results using the 
CAPM shows a better performance for the conventional fund portfolio compared to the aggregate 
Islamic fund portfolio in terms of a higher beta value, higher Sharpe and Treynor ratios and higher 
capability of the model itself in explaining the variability of excess returns represented by the higher 
value for the coefficient of determination (31 per cent versus 21 per cent respectively). Additionally, 
Table 3 confirms the evidence presented earlier on the suitability of the D-CAPM measures to report 
on performance in the GCC markets manifested by the higher downside beta values significant at 1 
per cent level of significance for each of the two portfolios compared to their beta values under the 
traditional CAPM model and the higher ability of the D-CAPM model to explain the variability of 
excess returns as represented by the higher R2 coefficient (0.72 for conventional funds and 0.52 for 
Islamic funds).  
 

Insert Table 3 about here 
 
 
5. Conclusion, implications and future research 
 

From the modern portfolio theory by Markowitz and the development of the CAPM model by 
Sharpe, many criticisms were directed towards this model and the limitations of the asymmetry of 
returns and risk perception of investors. In this study we compared the performance of Islamic versus 
conventional mutual funds in GCC markets by utilizing the CAPM and its performance evaluation 
measures and then we replicate the tests using the D-CAPM and its performance-based evaluation 
measures in the downside framework using two benchmarks, the main local index in each market 
and the DJI index. This study finds that the average mutual fund in GCC markets cannot beat the 
index and realize positive significant performance in a consistent manner.  Islamic funds are not 
necessarily lower performers than conventional funds. In UAE, Islamic funds were better performers 
by providing better return per unit of systematic and total risk.  

 
Similarly, Aggregate Kuwaiti Islamic funds yielded higher return per unit of systematic risk 

as opposed to conventional peers and this result is consistent with Abdullah et al. (2007), Derbel 
(2007) and Merdad et al. (2010). On the other hand, aggregate Kuwaiti Islamic funds had higher 
total and systematic risk than their conventional peers which is inconsistent with (Mamoghli and 
Daboussi, 2008) who argue that conventional funds have on average, higher systematic and total risk 
than their Islamic peers, represented by their higher average beta and standard deviation values. 
Furthermore, we find that semi-variance could be a more suitable measure of risk when returns are 
asymmetrical since it incorporates skewness and is just as good as the variance when returns are 
symmetrical. This is consistent with Estrada’s work (2002 and 2007). Finally, the results indicate 
that downside beta can empirically provide a better risk measure than the traditional beta and may 
actually improve the asset pricing models in the emerging GCC markets. The results are also in 
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accordance with Galagedera (2007) and Mamoghli and Daboussi (2008) stressing the importance of 
the incorporation of downside risk measures in the CAPM and in the performance measures. 
 

This study has important implications. First: it is equally important that practitioners, in the 
GCC markets specifically report performance using both D-CAPM measures and CAPM measures 
and, if differences exist, then the D-CAPM could be the superior measure because of its higher 
ability to explain the variability of funds’ excess returns. Secondly: Islamic funds could be an 
attractive source of investing, especially during market downturns. They can offer a good hedging 
investment alternative as they are not involved in speculative activities and still can report a similar 
or even better performance than their conventional peers.  
 

Future research could go in five directions. When more data for longer periods (e.g. daily net 
asset values, daily data about specific attributes such as size and number of shares outstanding, daily 
data on Omani and Qatari funds and a complete data set for funds’ fees) becomes available, it should 
be possible firstly to evaluate the comparable performance of Islamic vs. conventional funds and 
secondly, to investigate how appropriate multifactor models in emerging markets. Thirdly, this study 
focuses on Islamic mutual funds, which mainly invest in equity however; many Islamic funds focus 
their investment strategies on Islamic bonds, real estate or commodities. Therefore, these funds’ 
performance and investment strategies appear academically unexplored to date and thus may be 
offering additional routes for future research. Fourthly, while the world experienced a financial crisis 
in 2008, the effect of changes in the macroeconomic conditions should be taken into consideration. 
Finally, comparing the financial performance of Islamic funds with socially responsible funds could 
promise a new direction for future research. 
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