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ABSTRACT

There has lately been great interest in Islamiaf@e in Kenya. Concerns have however
risen where investors fear that by investing Istaty, they risk getting lower returns
from their investments. This study therefore sdekfrm an Islamic portfolio from the
NSE and to determine whether there exists any fgigni difference between the risk

and returns of an Islamic portfolio and a convamiqortfolio at the NSE.

The study made use of the descriptive researchgmlesirom a population of 47
companies from the NSE's Main Market segment, theéysformed an Islamic portfolio
of 20 companies. All the 47 companies were putubholslamic screens, 22 companies
did not meet at least one of the screens. 5 ottimpanies that met the screens were
dropped in order to have the conventional portfaind Islamic portfolio having an equal
number of constituent companies. Weekly risk antdrns were calculated for the two
portfolios. Sharpe, Treynor and Jensen measureg wako used to measure their
performance. Z tests were then conducted to chéelther there is significant difference

between the risk and returns of the Islamic padfahd the conventional portfolio.

Results showed that there was no significant diffee between the risk and raw returns
of the conventional portfolio and Islamic portfolibhe results for risk adjusted returns
were mixed; the Sharpe measure was in favour ofsthenic portfolio while the Treynor
ratio was in favour of the conventional portfollmyth with significant differences. The

Jensen measure was however indifferent.
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CHAPTER ONE: INTRODUCTION

1.1 Background of the Study

Business was for a long time separated from relidgiat with people aiming to live a
wholesome life, these two aspects have slowly becortegrated. A French lawyer,
Alexis de Tocqueville (1945), observed almost tvemtaries ago that religion played a
major role in America by shaping citizens who valyest and wholesome communities.

He saw religion as essential to the fabric of thtam.

Harwood (1996) and Phillips et al. (2001) obsertleat notions of ethics and social
responsibility were influencing the realm of perabmvestment. Being challenged were
the long held beliefs that investment and ethiesrautually exclusive. Statman (2000)
noted that some investors want to change the w8ddially responsible investors who
fight to change the world can use investment astionpolitical actions in their battle.
Investment actions are swords in the social respiitg battle when by themselves they

force companies to change their activities.

Other investors want no more than portfolios theg eonsistent with their beliefs.

Domini (1992) described a Quaker college that smdeout stocks of armament
manufacturers. The activities of slave traders emidnialists in the apartheid era also
influenced the way investors selected their investisi However, Teoh, Welch and
Wazzan (1999) found that the boycott of stocks ahpanies doing business in South
Africa during the apartheid era had no detectalffieceon their returns. The Quakers

realised that their investments could put a ligvhat they said they stood for. They could



not reconcile investing in slaves, for examplehvitieir belief of equality of humankind

before God (Kinder & Domini, 1997).

The Social Investment Forum (1998) reported thatp&icent of socially screened
portfolios exclude tobacco, 72 percent exclude demgh69 percent exclude weapons,
and 68 percent exclude alcohol. Statman (2000) fdsad that socially responsible
investors want to do well, not merely do good; thegnt socially responsible mutual
funds with returns that do not fall short of contienal funds. All in all investors now
seek more than just a high return. New elementg keeing up that will affect the

investment decisions of individuals and firms.

1.1.1 Islamic Screening

Dunfee (2003) defines Socially Responsible Invgs{iBRI) as any investment strategy
based upon identifiable non-financial criteria irgmrating a social or religious
dimension. A social screen is the expression oinaastor’'s social, ethical or religious
concern in a form that permits an investment manageapply it in the investment

decision making process with other screens (Ki&Bomini, 1997).

This SRI phenomenon started when religious org#aoisa solicited members not to
invest in companies that promoted activities tharavopposed to the organisation’s
principles (involved in sinful activities). At thisme the focus was more on companies
that financed pornography, alcohol, gambling ané@peas. The sinful activities have
evolved overtime to include: workplace, labour dias, environmental impact and

gender equality, social and religious issues (%&]&007).



Elfakhani, Hassan and Sidani (2005) noted thatmislafunds however, must set up
screens in order to select those companies that theequalitative and quantitative
criteria set by Sharia guidelines. Qualitative soge are used to filter out companies
based on the nature of their business (for exaffimphs producing or selling alcohol and
biotechnology firms using aborted embryos and huplaning) or securities that contain
use of Sharia prohibited elements such as involwingnterest. The fund's focus is
therefore on stocks that pay high dividends sinegelends amounting under Islamic law
to the sharing of profits from a joint businesseeptise are a legitimate product of

endeavor (Mueller, 1994).

Sadeghi (2008) added that in the quantitative patars if the contribution from sinful

activities exceeds a benchmark, the company willbeoclassified as Shariah-compliant.
For instance, the threshold for total debt to t@sset ratio is 33%, for the account
receivable to total asset ratio is 45%, and for-aperating interest income to revenue is

equal to 5%.

Two other features stand out: a special tax thabnsidered the basis of Islamic fiscal
policy, and the prohibition of interest, viewed the centerpiece of Islamic monetary
policy. Virtually all Islamic economists considenig trio- the norms, tax and zero

interest-the pillars of the Islamic system (Kur2836).

Debt and assets are considered, as to which axi@nassets are financed by debt. Thus,
the debt/capital ratio should not exceed 33% ireofdr a firm to be included in the
DJIMI. Companies are also excluded if the sum afhcand interest bearing securities

exceeds 33% of market capitalization. Firms alsono& be included in the DJIMI if



accounts receivables are greater than 45% of tHsé¢ts. Companies that pass these

criteria are included in the DJIMI investable unie (Dow Jones, 2011).

Based on a permanent exchange between some ogpléable banking experts and
renowned Islamic scholars, four basic concepts whipition have been defined
throughout the past two decades: Islamic investoesnot allowed to deal in interest-
bearing, speculative, gambling-like transactiomdyusiness branches that are considered

to be immoral under Islam (Kuran, 1986)

1.1.2 Impact of Islamic Screening on performance

Hussein (2004) argued that excluding significanurdts of business from Islamic
portfolio funds runs the risk of losing out in tesrof overall performance since liquor
companies in general have been able to withstamaetent global recession very well
and were among the world best performers. In aystodducted in Malaysia, Abdullah
et al (2007) concluded that Islamic funds perforrbetter than the conventional funds
during bearish economic trends while, conventidoalds showed better performance

than Islamic funds during bullish conditions.

On the other hand, in the recent global recessimhan several occasions before the
collapse of high-profile companies such as WorldCamd Enron, DJIMI was able to
detect signs of corporate troubles and remove tlstseks from the Islamic indices.
Almost a year before WorldCom's collapse, the DJhgiinoved WorldCom from its
indices. WorldCom was taken out because its debitadket capitalization ratio exceeded
the limit of 33 percent that DJIMI requires in orde include a company in the Islamic

indices (Hussein, 2004).



Sauer (1997) noted major concerns in Islamic sangeincluding the potential increase
in volatility, lower returns, reduced diversificati and monitoring costs that resulted
from implementing ethical screening. In particulstamic screenings tend to eliminate
larger firms from the investment universe and a®slt, remaining firms tend to be
smaller and have more volatile returns. Lower regware also possible as Islamic screens
eliminate stable blue chip and otherwise attractvestment opportunities from further
consideration. Geczy et. al (2005), who examines ghrformance of SRI portfolios
compare with portfolios from a broader fund uniegrsoncluded that SRI portfolios,
including socially responsible mutual funds, uneéefprmed by as much as 3.6% per

year.

1.1.3 The Nairobi Stock Exchange

The Nairobi Stock Exchange (NSE) was establishei®b# as a voluntary association of
stockbrokers registered under the Societies ACEEHNI®97). The number of companies
listed on the NSE has since grown so has its t@m@apitalization and index levels. The
NSE currently has two market indices; the NSE 28r8hndex which is price weighted
and an all inclusive NSE All Share Index (NASI) ahiis market capitalization weighted

(NSE, 2011).

In line with best practice, the market indices r@dewed periodically to ensure that they
reflect an accurate picture of market performa@amnpany shares are grouped into the
following segments; Agricultural, Automobiles anade&ssories, Banking, Commercial
Services, Construction and allied, Energy and Ratro, Insurance, Manufacturing and

Allied and Telecommunication and Technology. Théeoa used in reviewing the



indices involves weighting market performance messtdor a twelve-month period as
Market capitalization 40%, Shares traded 30%, Numbeéeals 20% and Turnover 10%

(NSE, 2011).

1.2 Research Problem

Regardless of whether an investor is socially reside or not, investors are interested
in earning good returns from the investments thakenAlthough some investors may
be more than willing to sacrifice returns for tlake of funding an especially good cause,
the performance of ethical funds is of as much eames that of any other fund, (Wilson,
1997). Rudd (1981) conjectured that a constrairoetiglio such as one constructed
through a socially responsible strategy will suffeorer performance as a result. The
rationale is that the socially responsible guidedimherently introduce biases such as

size that consequently impact on the co-variatioreturns

There is increased interest in ethical investingKienya. However, since Islamic
investments are relatively new in the Kenyan maklegty little information has been
published on their performance especially with rdgao Islamic investments in the
NSE. The Central Bank of Kenya (CBK) has alreadgrised two Islamic banks under
CAP 488 of the Banking Act of Kenya. Conventionahks are increasingly coming up
with Shariah compliant products (CBK, 2010). Theyecontinuous growth in Islamic
products with the inception of Takaful insurancéA;T2011). However, since Islamic
finance is relatively new in the Kenyan market vitie information has been published

on the performance of Islamic investments.



On portfolio performance, Kamanda (2001) evaluateel equity portfolios held by
Kenya insurance companies over the period Janu@88 Xo December 1999 and
observed that majority of the insurance companmsiintained poorly diversified
portfolios and the market portfolio outperformeea thsurance industry portfolio. Gitari
(1990) found that Kenyan publicly quoted compardesexhibit a positive relationship
between systematic risk and returns. He also obdeavnegative relationship between

unsystematic risk and returns.

Opponents of ethical investing argue that uns@@éebenchmarks may outperform
ethical investment since using ethical investingeda may cause additional screening
and monitoring costs, availability of a smaller estment universe, and restricted
potential for diversification (Temper, 1991). Inrpeular, ethical screening tends to
eliminate large firms from the investment univeasel as a result remaining firms tend to

be smaller and have more volatile returns.

Companies with some of the highest returns in tlf®ENnclude the East African
Breweries Limited and commercial banks which wontit be included in an Islamic
portfolio (NSE, 2010). Investors would thus be viexrabout the performance of their
portfolios where such companies are left out. Tioeee does the performance of an
Islamic based portfolio differ significantly frorhdt of a conventional portfolio? Does an
Islamic based portfolio carry more risk than a camional portfolio? It is envisaged that

this study will answer these questions while foegn the Kenyan investment market.



1.3 Research Objectives

The primary objective of this study is to determimieether applying Islamic screens to a

portfolio will affect the portfolio’s performanc&he specific objectives are:

(i) To create an Islamic portfolio from the NSE
(i) To determine whether there is significant diffeemetween the performance of

an Islamically screened investment portfolio arabaventional portfolio
1.4  Value of the Study

With more investors seeking to participate in thewgng field of Islamic investments,
this study will provide important information tovestors that can be used to provide an
additional tool on which investors can base theirestment decisions and design a

portfolio that suits their respective objectives.

The study will analyse the risk and return of palitts thus empowering portfolio
managers with information which will guide clierggsen their investment objectives,

risk and return preferences.

The area of Islamic investing is an increasinglgwgng field. As it continues to grow,
many scholars and investors will seek to understhedorinciples in Islamic investing,

providing an avenue to scholars who want to dd&rrtesearch in the area.



CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

In this section, the study identifies the varioagesns that are applicable under Islamic
investing, empirical evidence from markets wheresthscreens have been applied and

various methods of measuring the performance dfgims.

2.2 Theoretical framework

Sadeghi (2008) argued that there are several thesdrarguments that predict how the
introduction of a Shariah Index (SI) impacts thueaand the liquidity of shares included
in a portfolio. Conventional finance theories, whea the Efficient Market Hypothesis

(EMH), suggest that securities are perfect sultesitdior each other and their demand
curve is horizontal. This implies that change imded by investors in response to Sl

introduction should have no impact on the shaiesicial performance.

Scholes (1972) tested two competing hypothesissubstitution hypothesis (SH), which
is consistent with the horizontal demand curve ggion, and the price pressure
hypothesis (PPH), which is based on the assumpii@ndemand curve for securities is
downward sloping. He also provided the informatitypothesis (IH) as a resolution of
some of the differences between SH and PPH. Untleeturity prices change but fully
adjust to the expected value of information withimducement in the form of subsequent

abnormal profit for share purchasers.

Sadeghi (2008) added that index additions and ideketwere generally assumed to be

information free events, since financial authositievere allowed to use public



information when including and deleting stock ire tindices. This implied that an
information free event should not be able to infice share prices in an efficient market.
However in his study in Malaysia, he concluded t&atintroduction was a new
phenomenon in the Malaysian market and could natdmsidered a totally information
free event. The accreditation of stocks by the i@hakdvisory Committee (SAC) for the
first time conveyed certain information about tbadevity and future prospects of the
firms that weren’'t publicly available to the markieéfore. In addition, since cross
demand elasticity between Shariah complaint seesirénd shares of conventional firms
were low, it was likely that the demand curve foede securities were downward

sloping, implying that change in demand can afébetre prices.

Generally speaking, PPH considers the price chaogee a short run phenomenon,
whereas reversing occurs in the long run. HoweWethe cross elasticity of demand
between securities is low, price reversals areexpected to take place, with the new
price reflecting a new equilibrium distribution afecurity holders. Finally, since
constraints on Shariah-compliant companies in usielgt would restrict their growth
more on internally-generated equity funds, it hdkating effects on the firms’ weighted
average cost of capital (WACC). To sum up, if thelusion of stocks in Sl conveys a
favourable signal to the market, financial theorgdicts that share prices would increase
under a downward sloping demand curve assumptiadg@hi, 2008). He thus concluded
that it was not possible to clearly predict how fimancial performance and liquidity of
shares included in Sl change, as it largely depamdshow the net effects of the

influential factors are revealed through our enggirinvestigation.



Hussein (2004) argued that a company that adopksngplements an effective corporate
responsibility policy is better positioned to avaidy environmental and social crises that
could lead to reputation damage, higher produatmsts, lost production, higher security
costs, and increased insurance premiums. Good redep@sponsibility practice can offer

companies range of opportunities to help them seawompetitive advantage.

Opponents of ethical investing highlight the adeests and effects that ethical
screening may involve. They argue that the potertidden costs associated with
implementing ethical screens adversely affect itnaeat performance and therefore
should not be ignored (Sauer, 1997). Unscreenedhibpesrks may outperform ethical
investment since using ethical investing criteriayntause additional screening and
monitoring costs, availability of a smaller investmh universe, and restricted potential

for diversification (Temper, 1991).

In particular, ethical screening tends to elimgnddérge firms from the investment
universe and as a result remaining firms tend tosim@ller and have more volatile
returns. Further, diversification may be hindered the extent that ethical criteria
eliminates or favors certain industries. Langbamd &osner (1980) argued that ethical
investment may involve higher risk but should nieid significantly worse returns since

ethical investors do not invest in clearly unpafie stock.

2.3 Islamic Screens

Islamic investing has much in common with modemmi® of investing such as ethical

investing, faith investing and green investing. lEat these investment funds has much



of value to contribute and each has something mngon with the teachings of Islam

(DelLorenzo, 2001).

Robertson (1933) traced the origin of stocks toigwved Muslim traders. Common stock
represents an ownership claim on a company andkisttiters are owners of the
business. As such they are entitled to shareth@ rewards of ownership and are
entitled to the profits of the firm. Naughtand Tahir (1988) noted that stocks closely
adhere to the profit and loss sharing principld tha strong feature of modern Islamic

banking theory. It is therefore difficult to fa@bmmon stock as an Islamic instrument.

It has been agreed that buying and selling corpatatcks does not violate Islamic norms
because stocks and shares represent real assatierids comply with Shariah, whereas
payments or receipts of interest in transactiomsret allowed. Therefore, unlike fixed

income assets such as government bonds and terkn degoosits, equities are more

compatible with the Islamic doctrine of profit ansk sharing principle§Failaka, 2001).

Usmani (1999) found that the basic tenet of Islamiesting is that a Muslim should
invest his/her assets to reflect the Islamic pples that govern his/her daily life. For
example, just as drinking alcohol and eating paddpcts are prohibited in Islam, so too
is investing in wine or pork processing companisi&mic investing also prohibits stock
positions in companies whose primary business vmglbanking, alcohol, gaming,

pornography, tobacco and weaponry industries.

Islamic shariah principles exclude stocks whose @mtivities are related to any of the

following: banking or any other interest relatedivaty, alcohol, tobacco, gambling, arms



manufacturing, life insurance, pork production, kzaging and processing any activity
related to pork, and companies whose gross intbessing debt to total assets exceeds

33 % (Hussein, 2004).

Fadeel (2002) also noted another basic elementslaimic finance related to the
prohibition of risk and uncertainty; any sort of l@guity in contracting is prohibited.

Any uncertainty as to the quantity, quality, detadglity or existence of the asset to be
traded will thus be prohibited. Figlewski (1979yaed that one of the most difficult
aspects of designing Islamic stocks is the issuegahbling. This concept covers
speculation in the stock market, that is, itrgdn securities purely for short-term
gains resulting from uncertainty in the markspeculators keep the market more

watchful of what is happening and their trading ioyes liquidity.

Another unacceptable practice related to speculat® the creation of excessive
uncertainty. Entering into a contract, in thése a purchase or sale of stocks, with
another party when there is excessive riskoaated with the transaction, is not
acceptable. This may apply in a very volatile markBoth the buyer and the seller
should not transact business when the outcahethe deal is highly uncertain
(Kazmi, 1994). However, stocks are risky and miageeticipants are attracted to them
to earn high returns. Stock market regulatorsaim Islamic market would have to
consider whether it is acceptable to permit itrgdo continue in a period of high

price volatility (Naughton and Naughton, 2000).

Elgari (2002) added that the total outstanding dedhl by a company must not exceed

one-third of the capital and the same rule apptiesash and interest-bearing securities of



the assets. The threshold of 33% derives directynfthe words of the Prophet, who
stated that “judgment is based on majority, notnanority”, and “the dividing line

between a majority and minority is one third, ané third as a portion is considered to be
much”. So, from the interpretation of these two mess the scholars derive that income

from non-permissible sources should account far tean 33%.

With regard to preferred stock, Mohsin (1983) adjuthat, in an Islamic context, the
surrender of voting rights and management ppdion is not a valid reason for
receiving a fixed return from finance invested a company. Hence traditional
Western style preferred stocks are not acceptaldiehsin  considers that the
restructuring of preferred stocks to give them enequity like features is likely to be
acceptable, provided the return to investorsieg a fixed return on the original

amount invested.

2.4  Relationship between returns on screened invesénts and conventional

funds

Most socially responsible investors aim to screeh mortfolios with low returns. A
Yankelovich survey reported that 80 percent of #twes would not consider investing in
socially responsible mutual funds unless their rresuwere at least equal to those of

conventional mutual funds (Krumsiek, 1997).

Hassan (2002) examined the issues of market affigiand the time-varying risk return
relationship for the DJIMI over the 1996-2000. SavVestatistical tests, such as serial
correlation; variance ratio; and Dickey-Fuller ggstwere employed. The results

documented that DJIMI returns were normally disttéal and the DJIMI has remarkable



market efficiency. Utilizing a GARCH econometri@afmework, Hassan also tested the
volatility of the DJIMI returns. His results showeddat there was still operational
inefficiency at DJIMI that needed to be correctedrtake the risk behaviour of DJIMI

stable overtime.

Using cointegration and causality analysis, Hakimd &ashidian (2004) examined the
relationship between DJIMI, Wilshire 5000 indexdahe risk-free rate- proxied by the
three month treasury bill over the time period 12992. They found that the DJIMI is
correlated with neither Wilshire 5000 index nor theee month treasury bill. The results
also showed that the changes in the DJIMI werecaased by the Wilshire 5000 or the
three month treasury bill. They concluded thatfittering criteria adopted to eliminate
non-compliant firms leads to an Islamic index wéthunique risk-return characteristics

that are not affected by the broad equity market.

Hussein (2004) examined the hypothesis that théomeance of the FTSE Global
Islamic index is significantly different from thosé the FTSE All-World Index during
the sample period 1996-2003. A comparison of tlve aad risk adjusted performance
showed that the Islamic index performed as wellhasFTSE All-World index over the
entire period. There was evidence that the Islamdex yields statistically significant
positive abnormal returns in the bull market peritibugh it underperforms the FTSE
All-World index in the bear market period. In geamlerthe results showed that the
application of ethical screens does not have areradvimpact on the FTSE Global

Islamic index performance.



Mallin et al. (1995) argued that ethical funds hdleir own characteristics that may
make the comparison with benchmarks, such as FEBEewhat misleading. They
examined the performance of 29 ethical funds byparnng each ethical fund to a non-
ethical one having the same formation date and &imel They found that beta is lower
for the ethical funds. This implies that the nohietl trusts are riskier than the ethical
trusts. On a risk-adjusted basis, they found weglesor performance of ethical funds in
the sample. Then Gregory, Matatko and Luther (199@ued that matching based on
fund size does not control for a small cap biatheethical portfolios. Based on the two-
factor Jensen approach, firstly they confirmed rtipeior observation of the small cap
bias. Secondly, no significant difference betwdenfinancial performance of ethical and

non-ethical mutual fund was found.

Nyariji (2001) did a study to evaluate the risk uetion benefits of portfolio

diversification at the NSE. His analysis (using m&ariance model) indicates that there
is significant risk reduction at the NSE as a pmbiaf grows in size. This continues until a
portfolio size of 13 securities is held, beyondstlsize, the reduction becomes
insignificant. He concluded by saying that, therent size of the NSE does not fully
diversify specific risk and therefore the need timem the market to enhance further

diversification.

25 Portfolio Evaluation Methods

Portfolio theory deals with the selection of optinpartfolio by risk averse investors

(Weston and Copeland, 1998). An optimal portfoboone that provides the highest



possible return for any specified degree of risktloe lowest possible risk for any

specified degree of return.

An optimal portfolio is a well diversified portfai Diversification reduces risk through
combining assets with different covariance. Investare assumed to be risk averse;
hence diversification pleases investors by offeexgected return at a lower risk than
individual securities. The assumption is that commyg different types of assets in
different proportion can generate an efficient fobid that provides the maximum return

for a given level of risk (Markowitz, 1952).

Total annual returns of each share will be deteechiby the sum of capital gains/losses
(difference between closing and opening annualeshaces) and dividends (interim and
final) of the shares. The annual returns of indiaidsecurities in the portfolios will then
be aggregated using mean approach to give anrtuahseof the portfolio (Brigham and
Houston, 2009). This is shown in the formula below:

P-R+D
P

R =

Where; R is the return on stock
P, is the share price at the end of the period
Py is the share price at the beginning of the period
D, is the annual dividend per share for the period
There are various portfolio evaluation methods udiolg the Treynor and Sharpe

measures. These are discussed below:



2.5.1 Treynor Model

Treynor (1965) developed the T ratio whialicates the risk premium return per unit of
systematic risk. This is a composite measure dffg@dar risk. Treynor indicates that the

risk component includes risk produced by the génerarket fluctuations and risk

resulting from unique fluctuations in the portfolsecurities. To identify risk due to

market fluctuation, he introduced the characteritie, which defines the relationship
between the rate of return for a portfolio over dimand the rate of return for an
appropriate market portfolio. The slope of the elageristic line is the Beta. The

characteristic line measures the relative volgtitit the portfolio returns in relation to

return for the aggregate market. Deviation from ¢haracteristic line indicates unique
return for the portfolio relative to the market.elireynor measure is written as;

R, — R,

T=-F
B,

Where;
T is the Treynor’'s index
Rp is the average return for portfolio p during a s$fied time period
Ritis the average rate of return on a risk free inmest in the same time period

B, is the slope of the fund characteristic line (fodid relative volatility)

The larger the T value the better the portfolioatbthe investors regardless of their
preference. The numeratngp ~R, | is the risk premium while the denominator is a

measure of systematic risk. All risk averse investeould like maximize this value. The

beta value measures systematic risk and impliagsumes a completely diversified



portfolio. Comparing a portfolio’s T value to a dsn measure for the market portfolio
indicates whether the portfolio would plot above 8ML. If a portfolio plots above the
SML, then, it has a superior risk adjusted perforcea

2.5.2 Sharpe Model

The Sharpe (1966) developed a measure which deigeturn and risk in terms of the
Capital Market Line (CML). It measures the retufragportfolio, in excess of the risk-
free rate, relative to its total risk, as showrobel

:Rp_er

Iy

S

Where:

S is the Sharpe Index
R, is the average return on portfolio p
Ry is the risk free rate of return

o, is the standard deviation of the return of portfqdi
The index, Smeasures the slope of the line emanating fromiskeree rate outward to
the portfolio in question. The Sharp index sumnesithe risk and return characteristics
of a portfolio through a single index and a risiusted basis. The larger thetlse better

the portfolio has performed.

2.5.3 Jensen Model
Jensen (1968) came up with a model that requiresrégression of the monthly

differences between portfolio returns and the treabill rate for the particular portfolio.



This gives the return earned on the portfolio icems of the risk free rate. The equation

is thus,

(rt _rf): a tp (rm _rf)

The alpha coefficient represents a measure of dmeid performance owing to superior
portfolio management

R,=R; + B, (R, —R;)

This is the expected return from the portfolio,egivthe risk free rate, the portfolio beta,
and the return on the market portfolio. To getttital returns, the alpha value is added to
this return.

2.6 Summary

Portfolio measures have been identified to meathigrénpact of the Islamic screens on a
conventional portfolio, however, in spite of thdfelient techniques used by different
authors, research on the performance of Islamidfgdms compared to those of
conventional portfolios has shown mixed resultsord/studies thus need to be done in

this area.

Clearly the Islamic finance is a growing featurehe finance world not just in portfolio
theory but in behavioural finance and capital dtreee Islamic finance in general aims at
promoting specified sectors/industries that pro\added value to the real economy. On
the other hand, Muslim investors expect their foiah portfolio to provide stable
earnings and capital growth opportunities in acegphvestments. Companies will thus
need to come up with ways to ensure they can leopdslamic portfolios and till give

investors their expected returns.



CHAPTER 3: RESEARCH METHODOLOGY

3.1 Introduction

This section identifies the research design fordhely, the sample size, data collected

and the data analysis techniques that were used.

3.2 Research Design

The study was based on descriptive research. ipager research determines and
reports the way things are or answers questionsetnimg the current status of subjects
in a study (Mugenda and Mugenda, 2003). The stodgl# to evaluate the performance
of an Islamically screened portfolio at the NSEe Budy describes the basic features of
the data and provides summaries about the riskretindns of the Islamic portfolio and
conventional portfolio. The study also made usdescriptive statistics such as standard

deviation.

3.3 Population of the Study

The population of the study was all the 47 compahgted on the Main Market segment

of the NSE as at $1December 2010.

3.4 Sample

The study used the companies in the Main Markemseg of the NSE which were 47 as
at 3F' December 2010. These companies were IslamicatBesed (See Table 4.1) in
order to come up with an Islamic portfolio. Theesars used were those that the indices

in Appendix B all have in common. Any company tat not meet a given screen was



left out of the portfolio. 22 companies were leitt ®f the Islamic portfolio leaving 25
companies to form the Islamic portfolio. Five comigs were dropped from the Islamic
portfolio inorder to have the conventional and nsla portfolios carry the same number
of companies. The five included KenolKobil which sveft out as the company had a
stocks split during the period. Four other compaiaving the lowest return were also
left out. The NSE 20 Share Index acted as a benthfoathe Islamic portfolio. The list

of companies in the NSE 20 Share Index is givelygpendix A.

35 Data Collection

The study made use of secondary data from the N##a that was collected for
screening purposes includes; the nature of opasafior each company, the total long
term debt and total assets of each company tolaéécthe long term debt to total assets
ratio. The data that was collected to measure padnce of the portfolio includes; the
share prices at the beginning of every weegl Re share prices at the end of every week
(Py) and the amount of dividend issued;XDIrhe data entry form is shown in Appendix
C. The study made use of data frothJanuary 2010 to $1December 2010. This data

was collected from the NSE.

3.6 Data Analysis

The returns on the Islamic portfolio were calcullagyery week for the whole year by
getting the sum of capital gains and dividendsiveckin the various periods given their
proportions. The outstanding shares at the beginoirthe year were multiplied by the
prices of the individual stocks so as to arrivahat total market value of each type of

equity held. The total of each stock was divideditoy overall total market value of all



the stocks in the portfolio to arrive at the relatmarket weight per company stock held.
The relative weight per stock is multiplied withetkotal yield for the given stock each
week. The aggregate per week will give us the pbaotireturn for the week. Risk will be

measured using standard deviation and beta. Bdtabeiderived by regressing the
Islamic portfolio returns against the returns frdme market portfolio over the period of

study.

The performance of the Islamic screened portfatid the NSE Index was assessed using
the Sharpe, Treynor and Jensen portfolio performaneasures (as discussed in Chapter
2). These are relative measures hence are partycukeful in comparing portfolios that

have different risk-return characteristics.

The data was then analysed using z tests to testheshthere is significant difference
between the risk and returns of the conventionaf@m (NSE 20 share index) and that

of the Islamic portfolio. MS Excel 2007 was usedlata analysis



CHAPTER 4: DATA ANALYSIS, RESULTS AND DISCUSSION

41 Introduction

The study set out to construct a Shariah complemtfolio. Companies listed on the
NSE Main Market Segment were put through exclusipisareens in order to come up
with the portfolio. The study further set out tdefenine and evaluate the performance of
the Islamic portfolio to that of a conventional ffolio. This chapter explains how the

data was analysed, analysis techniques used arubdisns of the results.
4.2  Findings
4.2.1 Portfolio construction

In the construction of the Shariah compliant pdidfoseven screens were used; No
alcohol, no pork, no tobacco, no adult entertairtimea conventional financial services,
no preference shares and a long term debt to assetof not more than 33%. Any
company that did not meet a given screen was lgfobthe portfolio. Table 4.1 shows
the portfolio screening criteria where N standsNat Qualified, Q for Qualified and S

for Suspended.



Table 4.1

Portfolio Screening Criteria

5 .g § S 12 S _5 8 g

S| ol 2| e588| SS| el| &%

COMPANY 2| 2|82| 25 5| 22| 7| &°
Z £ 2 °o| < o
1. Kakuzi v \ \ \ - \ \ Q
2. Rea Vipingo \ \ v \ 1.99 \ v Q
3. Sasini Ltd. v \ \ \ 4.64 \ \ Q
4. AccessKenya Group Ltd v v v \ 20.9 \ \ Q
5. Car & General Ltd. \ \ \ V 6.3 V \ Q
6. CMC Holdings Ltd \ \ \ \ 0.97 \ \ Q
7. Hutchings Biemer \ \ \ \ S \ \ N
8. Kenya Airways \ \ \ \ 32.3 \ \ Q
9. Marshalls E. A. \ \ \ \ 5.9 V \ Q
10. Nation Media Group \ \ \ \ - \ v Q
11. Safaricom \ \ \ v | 10.63 V \ Q
12. Scangroup \ \ \ \ 2.3 \ v Q
13. Standard Group v v \ \ 13.7 \ \ Q
14. TPS Eastern Africa \ v \ \ 7 \ \ Q
15. Uchumi v oA V N S v V N
16. Athi River Mining \ \ \ \ | 40.84 \ \ N
17. B.O. C. Kenya \ \ \ V 4.3 V \ Q
18. Bamburi Cement \ \ \ \ 3.2 \ \ Q
19. British American Tobacco \ \ \ X N
20. Carbacid Investments \ \ \ \ 11.7 \ v Q
21. Crown Berger \ \ \ \ 3.7 \ \ Q
22. E. A. Cables v v v \ 8.9 \ v Q
23. E. A. Portland Cement v v v \ | 25.26 \ v Q
24. East African Breweries X N
25. Eveready East Africa \ \ \ V 6 \ \ Q
26. KenGen V V V v | 4365 W V N
27. KenolKobil \ \ \ \ 0.17 V \ Q
28. Kenya Power and Lighting Co. \ \ \ \ \ X N
29. Mumias Sugar \ \ \ v | 12.68 \ \ Q
30. Sameer Africa \ \ \ V 4.3 V \ Q
31. Total Kenya \ \ \ v | 10.75 \ \ Q
32. Unga Group v v v \ - \ \ Q

Source: Computations from NSE data




The companies in the Finance and Investment s€tfocompanies) were all left out as
none is a fully fledged Islamic finance provideheBe include commercial banks and
insurance companies. Uchumi supermarkets and HigstBiemer were also left out of
the Islamic portfolio as they had been suspendetienstudy period. KenGen and Athi
River Mining had a long term debt to total assat®rgreater than 33% and were left out

of the Islamic portfolio.

The NSE index comprises 20 companies thus fromidlaenic portfolio, 5 companies
were dropped in order to match the 20 from the Nigiex. Table 4.2 shows the 20

companies in the Islamic portfolio.



Table 4.2 The Islamic portfolio

Kakuzi

Rea Vipingo Plantations Ltd

Sasini Ltd

AccessKenya

CMC Holdings

Kenya Airways Ltd

Nation Media Group

Safaricom

© © N o g A W DN E

Scangroup Ltd

10.TPS Eastern Africa (Serena) Ltd

11.B.0.C Kenya Ltd

12.Bamburi Cement Ltd

13. Carbacid Investments

14.Crown Berger Ltd

15.E.A.Cables Ltd

16.E.A.Portland Cement

17.Eveready East Africa

18.Mumias Sugar Co. Ltd

19. Sameer Africa Ltd

20.Total Kenya Ltd.

Source: Islamic screening from NSE data

KenolKobil was dropped as it had a share splithe study period. Car & General,
Marshall East Africa, Standard Group and Unga Groag the lowest returns and were

dropped from the final Islamic portfolio.
4.2.2 Risk and Returns

Weekly returns and risk for the year 2010 were dated. Table 4.3 shows the weekly

risk and returns for the conventional portfolio.



Table 4.3- Weekly risk and returns for the conventonal portfolio

WEEKLY | STANDARD WEEKLY
WEEK | RETURNS | DEVIATION RETURNS | STANDARD
(%) WEEK (%) DEVIATION

1 1.514937 0.57 27 -0.35848 0.0168
2 4.227085 0.465 28 1.145966 0.291
3 2.336836 0.358 29 -0.06001 0.143
4 -1.16897 0.345 30 2.602167 0.142
5 0.562405 0.298 31 3.994189 0.471
6 0.325195 0.102 32 -3.66646 0.278
7 -1.29094 0.294 33 1.425495 0.168
8 1.879033 0.163 34 -1.72274 0.144
9 2.36838 0.089 35 -0.86011 0.334
10 7.267219 0.388 36 1.321433 0.161
11 -2.62761 0.075 37 1.021568 0.171
12 1.627479 0.123 38 -0.02815 0.165
13 0.751911 0.146 39 1.009841 0.131
14 0.134911 0.271 40 -0.07786 0.173
15 0.91973 0.22 41 0.316392 0.122
16 3.185645 0.155 42 1.055028 0.051
17 -1.05345 0.223 43 -0.14251 0.102
18 1.433422 0.185 44 -0.49367 0.141
19 1.215146 0.147 45 -1.55784 0.127
20 0.68345 0.321 46 0.132261 0.119
21 -2.28143 0.207 47 -2.31038 0.381
22 0.006837 0.179 48 -1.13809 0.248
23 0.547837 0.148 49 0.150568 0.161
24 0.316364 0.233 50 -1.32634 0.21

25 0.279838 0.223 51 -0.07378 2.479
26 0.134991 0.101 52 1.677031 0.291

Source: Computations from NSE data

The table shows mixed results in that the retunasrask change every other week. There
were positive returns in 63.5% (33 out of 52) of theeks. Week 10 showed the highest
return. The weekly returns range from a low 06736 to a high of 7.28%. The lowest
risk was recorded in week 5 with a standard dewmatf 0.298. Table 4.4 shows the

weekly risk and return for the Islamic portfolio.



Table 4.4 Weekly risk and returns for the Islamicportfolio

WEEKLY | STANDARD WEEKLY | STANDARD
WEEK | RETURNS | DEVIATION | WEEK | RETURNS | DEVIATION
(%) (%)

1 5.963 1.207 27 0.885 0.12

2 7.029 1.203 28 1.067 0.213
3 -4.151 1.137 29 1771 0.427
4 -3.357 0.659 30 3.163 0.542
> 5.36 1.054 31 0.53 0.151
6 -1.662 0.342 32 -3.189 0.623
7 -0.108 0.111 33 -1.95 0.553
8 1.373 0.13 34 -3.565 0.828
9 1.219 0.176 35 -1.745 0.384
10 3.14 0.218 36 2.463 0.549
11 1.871 0.243 37 4.303 1.082
12 1.987 0.348 38 -1.982 0.535
13 0.557 0.099 39 2.584 0.426
14 0.829 0.213 40 3.504 0.814
15 0.916 0.528 41 0.732 0.166
16 2.252 0.341 42 -0.349 0.091
17 0.528 0.119 43 -1.374 0.243
18 1.376 0.232 44 -1.431 0.253
19 0.186 0.23 45 0.542 0.281
20 -0.415 0.137 46 -4.042 0.644
21 -1.011 0.118 47 0.126 0.103
22 0.322 0.128 48 -0.618 0.082
23 -0.145 0.065 49 2.463 0.549
24 1.585 0.453 50 -0.754 0.082
25 0.848 0.222 o1 1.983 0.529
26 0.747 0.114 52 1.181 0.142

Source: Computations from NSE data

There were positive returns 63.5% (33 out of 52kspef the year. The highest return
was 7.029% in week 2. That was also the period thighsecond highest risk in the year

of 1.203. Both the risk and return were fluctuatthgoughout the period showing that



each week had its own different risk charactesstiom another week. The figure below

is generated from the data presented in tablerti3tat

Figure 4.1  Weekly Returns for the Islamic portfolioand Conventional portfolio
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The figure shows that somewhat the returns fortéhe portfolios move in the same
direction though in different magnitudes. Howevbkere are mixed results where in
certain weeks the Islamic portfolio has a highdume compared to the conventional
portfolio and the conventional having a higher metin other weeks. The conventional
portfolio recorded the highest return of 7.27% dhd Islamic portfolio reported the

lowest return of -4.151%.



Figure 4.2 Weekly Risk for the Islamic portfolio axd Conventional portfolio
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From the figure it is clear that the Islamic politiocarries more risk compared to the
conventional portfolio. However in the second lasek of the year, the risk of the
conventional portfolio shot up being way higherrtithat of the Islamic portfolio. The
Islamic portfolio is riskier than the conventionabrtfolio 65.38% of the time while
34.62% of the time the conventional portfolio waskier than the Islamic portfolio. The
Islamic portfolio had lower risk in certain time$ the year. This could signify certain
activities that the conventional portfolio is rattivellnerable to were taking place in those
periods specifically between weeks 8 to 14, 195@ad at the end of the year weeks 47
to week 52. The Islamic portfolio also shows greagegiations in its risk compared to the

conventional portfolio. The standard deviation tbe conventional portfolio ranged



between 0.0168 and 0.57 while that of the Islanudfplio ranged between 0.065 and

1.207.

Using regression, the beta of the Islamic porfadi 0.587 while that of the market is 1.

Table 4.5 shows the risk measures for the portfalibe year.

Table 4.5 Risk measures

RISK MEASURE CONVENTIONAL ISLAMIC PORTFOLIO
PORTFOLIO

Standard Deviation 1.841544 2.379195

Beta 1 0.587

Source: Computations from NSE data

The standard deviation of the Islamic portfolichigher thus the portfolio carries more
risk compared to the conventional portfolio. Thiansic portfolio has a beta less than one

meaning that the portfolio is less volatile thae tharket.

4.2.3 Portfolio performance measures

Portfolio performance measures were employed; Bpaity the Sharpe, Treynor and

Jensen indices. Table 4.6 shows the results oéllloge measures for the conventional

portfolio.



Table 4.6 Portfolio Performance measures for the @hventional Portfolio
WEEK | SHARPE | TREYNOR | WEEK | SHARPE | TREYNOR
RATIO RATIO RATIO RATIO

1 -8.94222 -6.042 27 "124.493 1.7162
2 5.12885 6.147 28 2.0173 1.442
3 11.6345 -6.144 29 -10.6434 1319
4 22.2347 6.157 30 8.029345 132
5 -19.0054 5.928 31 5.376197 -0.991
6 12.1648 1.464 32 18.4477 1.184
7 25.476 75.905 33 253872 ~1.684
8 26.5029 76.036 34 24.8246 ~1.708
9 -42.3665 -6.05 35 -9.16799 -1.868
10 2.907781 5751 26 £ 26936 >.041
11 -115.728 -5.977 37 -5.99668 -1.876
12 -35.9717 -5.929 38 -12.5767 -1.882
13 ~34.165 5594 39 | -7.7264 -1.891
14 -20.683 -5.469 40 -12.1379 -1.849
15 -20.5921 523 1 13.9804 19
16 -14.6087 -5.295 42 -20.9798 -2.074
17 -26.6209 -4.66 43 -22.1423 -2.014
18 -18.6464 -4.698 44 -18.5083 -1.975
19 -22.033 -4.307 45 -29.4318 -2.053
20 -11.7463 -4.133 46 -17.2079 2.061
21 -30.205 -3.764 47 -11.9485 -1.861
22 ~22.1462 8792 | 48 | -13.6204 -1.994
23 -23.1295 -3.823 49 -12.9716 -2.078
24 8.25166 2006 | 50 | -16.9778 -2.029
25 ~10.494 2397 51 | -0.9628 0.166
26 -24.604 -2.519 52 -2.18546 -2.022

Source: Computations from NSE data

There were positive Sharpe ratios only in weeks300and 31 while the positive Treynor
ratios were reported on week 51 only. The Treyatiog were relatively stable ranging
between -6.157 and 0.166. The Sharpe ratios wemgever very widely varied

throughout the period. Table 4.7 shows the perfomeameasures for the Islamic

portfolio.



Table 4.7 Portfolio Performance measures for the Gosentional Portfolio

WEEK | SHARPE | TREYNOR | WEEK | SHARPE | TREYNOR
RATIO RATIO RATIO RATIO

1 -0.5377 -1.10562 27 -7.06667 -1.44463
2 0.346633 0.710392 | 28 -3.12676 -1.13458
3 -9.36939 -18.1482 29 -7.57143 -5.50767
4 -14.9605 -16.7956 30 3.138376 2.897785
5 -0.82163 -1.4753 31 -6.17219 -1.58773
6 -9.4386 -5.49915 32 -7.46549 -7.92334
7 -56.8198 -10.7445 33 -6.87523 -6.477
8 -37.1231 -8.22147 34 -6.54227 -9.22828
9 -27.9545 -8.3816 35 -10.2786 -6.72402
10 -13.7569 -5.10903 36 0.47541 0.444634
11 -17.2058 -7.12266 37 2.085028 3.843271
12 -11.681 -6.92504 38 -7.53084 -6.86371
13 -52.3535 -8.82964 | 39 1.319249 0.957411
14 -23.0563 -8.36627 | 40 1.820639 2.524702
15 -8.58712 -7.72402 41 -7.77108 -2.19761
16 -9.3783 -5.44804 42 -27.1868 -4.21465
17 -36.5966 -7.41908 | 43 -14.3621 -5.94549
18 -15.1164 -5.97445 44 -14.0198 -6.04259
19 -18.5565 -7.27087 45 -5.82918 -2.79046
20 -35.5401 -8.29472 46 -9.66149 -10.5997
21 -42.2203 -8.48722 47 -20.5437 -3.60477
22 -28.5078 -6.21635 | 48 -34.878 -4.87223
23 -63.3231 -7.01193 49 0.408015 0.381601
24 -1.44371 111414 | 90 -36.5 -5.09881
25 -7.98198 -3.01874 51 -0.62382 -0.56218
26 -16.4298 -3.1908 52 -7.97183 -1.92845

Source: Computations from NSE data

The Islamic portfolio had positive Sharpe ratiosveeeks 2, 30, 36, 37, 39, 40 and 49
with positive Treynor ratios reported in weeks @, 36, 37, 39, 40 and 49 in the year.

The Treynor ratios were widely varied comparedhiose of the Conventional portfolio.



They ranged between-18.148 and 3.843. The Shatips veere also widely varied from

week to week. Figure 4.3 shows the Sharpe ratioghétwo portfolios.

Figure 4.3  Sharpe ratios for the Islamic portfolioand Conventional portfolio
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Mixed results are visible. There are periods where conventional portfolio has
outperfomed the Islamic portfolio and others where Islamic portfolio outperfomed
the conventional portfolio. The conventional poifaecorded the worst perfomance in
the period in week 27. The conventional portfolisoahad the best perfomance in the
period in week 30. There are however great vanatim the perfomance of the two

portfolios in different weeks.

A higher Sharpe ratio implies better risk adjustgeiformance. However, negative

Sharpe ratios indicate that a risk-less asset wpettbrm better than the security being



analyzed. In average the conventional portfolio &adswer Sharpe ratio than the Islamic
portfolio meaning it has a lower reward to vol#yilirade off. The Islamic portfolio
indicates a superior risk adjusted perfomance tharconventional portfolio. Figure 4.4

shows the Treynor ratios for the two portfolios

Figure 4.4  Treynor ratios for the Islamic portfolio and Conventional portfolio
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Using the Treynor ratios the Islamic portfolios ogpd the worst perfomance in the
period early in the year but however also had & perfomance slightly past the mid
year. The Islamic portfolio also had larger vadas in its perfomance comparded to the

conventional portfolio.



The Treynor ratio represents the portfolio’s exeeign per unit of systematic risk
(beta), and the higher it is the better is theqgrentince. The weeks that had positive
Treynor ratios thus had portfolio returns highearthhe returns on a risk free asset. The
weeks having negative returns had their returngtdhan those of a risk free asset. In
average, the conventional portfolio had a higheymor ratio thus outperforming the

Islamic portfolio.

The results for the Jensen's alpha were zero thmudhe study period in both the
Islamic portfolio and the conventional portfolichi¥ indicates that there were no
abnormal returns in both the Islamic portfolio amhventional portfolio during the

study period.

4.2.4 Determining whether there is significant diérence between the risk and

return of an Islamic portfolio and a conventional portfolio

Z tests were carried out to determine whether thegesignificant difference between the

risk and returns of the conventional portfolio @hdt of the Islamic portfolio.
Given our H: There is no difference between the risk and nstarf the two portfolios
Hi: There is a difference between the risk and retofrthe two portfolios.

For weekly returns, at 5% significance level, tesult was a z value of 0.168299. The
computed value lies within the confidence intervl1.96 > z > 1.96. There is thus no
significant difference between the returns of thlarhic portfolio and the returns of the

conventional portfolio.



For weekly risk, at 5% significance level, the fleswas a z value of -1.655925. This lies
between the confidence interval of -1.96 > z > 1.9Bhere is thus no significant

difference between the risks of the two portfolios.

However for the risk adjusted returns, there wamiBcant difference between the
returns for the conventional and Islamic portfolidhese were mixed results as the
Sharpe measure had the Islamic portfolio performioggter than the conventional
portfolio. While the Treynor measure showed thag¢ ttonventional portfolio had

outperformed the Islamic portfolio.

4.4 Summary

The creation of an Islamic portfolio at the stosklgange was possible; the NSE having
25 companies in its Main Market segment that metrédevant criteria to be included in

the Islamic portfolio. Both portfolios had a mix pbsitive and negative returns over the
study period. The returns for the two portfolioswaan the same direction showing that
there may be a correlation between the two poasolihe Islamic portfolio has also been

seen to be riskier than the conventional portfolio.

There are mixed results in the portfolio performanthe Islamic portfolio outperformed
the conventional portfolio in relation to total kibut in relation to systematic risk the

conventional portfolio outperformed the Islamic thalio.



CHAPTER 5: SUMMARY, CONCLUSION AND

RECOMMENDATIONS

51 Introduction

Objectives were set and data analysed. This chdeed on the results from the data
analysis conducted gives the conclusion, recomnigmda limitations the study had and

ideas on more studies to be done relating to tisqular paper.

5.2 Summary

Companies listed at the NSE were put through Islanieens to form an Islamic
portfolio. 25 companies met all the screens. Howewematch the 20 companies
comprising the NSE 20 Share Index, 5 companies dregped from the Islamic

portfolio.

Weekly risk and returns were calculated. The stahdaviation and beta were the
chosen risk measures. In terms of weekly raw refuhe Islamic portfolio was seen to
outperform the conventional portfolio. The Islammrtfolio has a higher standard
deviation than the conventional portfolio showihgttthe Islamic portfolio is riskier than
the conventional portfolio. However the beta vadfighe Islamic portfolio was lower
than that of the conventional portfolio signifyitigat the Islamic portfolio is less volatile

than the market.

Treynor, Sharpe and Jensen portfolio performancesares were calculated. The Islamic

portfolio had a higher average Sharpe ratio tharctimventional portfolio hence it



outperformed the conventional portfolio when conapiain terms of returns and total

risk. The conventional portfolio however had a leghverage Treynor ratio compared to
the Islamic portfolio thus outperforming the Islanpiortfolio when it comes to the
returns and systematic risk measure. The Jensaasralere zero for both the
conventional portfolio and Islamic portfolio meagitinat neither portfolio made

abnormal returns during the study period.

Z tests were used to determine whether there \gadisant difference between the risk
and returns of the two portfolios. There was sedpetno significant difference between
the risk and raw returns of the two portfolios. Haer there were significant differences
between the Sharpe and Treynor measures of thpdvtimlios meaning that there was
significant difference when it came to risk adjasteturns. The Jensen measure stood to

be indifferent.

53 Conclusion

The study aimed at constructing a Shariah compjamtfolio. A further aim was to
establish whether there is significant differenedween the performance of an Islamic
portfolio and that of a conventional portfolio. Cpamies listed at the NSE were screened
using Shariah based screens to come up with amitsleompliant portfolio. The returns
of the Islamic portfolio were compared to thoseaotonventional portfolio to check

whether there is significant difference betweentthe portfolios.

The study has shown that there are listed comp#mi¢sneet Shariah principles and thus

the creation of a Shariah compliant portfolio isywmuch possible at the NSE. The study



has also shown that there is no significant difieeebetween the risk and raw returns of
an Islamic portfolio and that of a conventionaltfmio. These results are consistent with
Statman (2000) who found that the raw return of8¢ were slightly higher than that of
the S & P 500. However, he did not analyse sigaificdifference between the two
portfolios. It is also consistent with Mallin etl £995) examined the performance of 29
ethical funds comparing each ethical fund to a ettrical one having the same formation

date and fund size. They found that the beta igtdar ethical funds.

In terms of risk adjusted returns, there were misesiilts where using the Sharpe ratio
that makes use of total risk, the Islamic portfaigperformed the conventional portfolio.
Using the Treynor ratio which makes use of systemrék, the conventional portfolio
outperformed the Islamic portfolio. These resultsild indicate that the conventional
portfolio is not adequately diversified hence itslarperformance when it comes to total

risk and its outperforming the Islamic portfolioder systematic risk.

54 Recommendations

There are distinct variations in the performancthbo terms of risk and returns which
symbolize that the portfolios react differentlya®rtain scenarios. Further analysis should
be done to investigate the causes and reasonfidovdriations and whether the two

portfolios are correlated and by how much.

Creation of a new conventional portfolio to comparigh the Islamic portfolio would
give a better indication of the differences in tisk adjusted results. This is because the
conventional portfolio used seems to be inadequadelersified. Both new Islamic

portfolios and conventional portfolios should belvwaversified and compared for better



results. During the period the market was alsd sttovering from the effects of the

global economic crisis. This may have played a ipaatriving at the mixed results.

For Islamic portfolios, there is a need for frequperiodic analysis of the companies in
the market. This is to ensure that those compaminese stocks form part of the Islamic
portfolio still meet the Islamic screens. Thosd th@not meet at least one of the screens
should be removed from the portfolio and new congsmnmeeting the screens

incorporated into the portfolios.

The formation of an Islamic Index at the NSE woeldsure constant results on the
performance of the portfolios are available to fundnagers and investors thus making
the analysis of portfolio performance easier. Rudesorced by the Capital Markets
Authority would also ensure that the guidelinesl&damic investing are strictly adhered

to by the market players.

Investors can get returns as good as those eametheb conventional portfolios.
However, investors need to carefully pick whichcgk®will be pat of their portfolios.
The stocks comprising the portfolios should be ¢hearning high returns in the market.
Thus investors taking part in Islamic investing cinwell and still do good at the same

time.
5.5 Limitations of the Study

The study focused on the weekly returns for a pedabone year. Longer durations of

over three years would be ideal.



The portfolio betas have been calculated usingatiezage weekly returns over a period
of one year. Normally, betas are constantly chapgand it is usually considered

appropriate to generate betas over a period ofyfaes.

There were certain factors for example recoverynftbe post election violence and the
global economic crisis which may have influencee téturn and risk at certain time in

the year. These possible influences were not takerconsideration.

5.6  Suggestions for Further Studies

A study should be carried out on how to come uphvait efficient Shariah compliant
portfolio and the returns of this portfolio compate the market portfolio. This will give
a better measure without having the returns opthfolio being weighed down by poor

performing stocks.

A study should be done on the long run performasic8hariah compliant portfolios.
This study should cover a period of at least 3 y€8nis will give a better measure of the

performance of the portfolios.

A similar study should be conducted on Shariah gl@nt portfolios. This should

involve other investments other than stocks fomgpla mutual funds.
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APPENDIX A

The Following are the 20 companies that constitutdhe NSE 20 Share Index (1
January 2010 — 31 December 2010)

Rea Vipingo

Sasini

CMC Holdings

Kenya Airways

Safaricom

Nation Media Group

Barclays Bank of Kenya

Equity Bank

© © N o g A~ NP

Kenya Commercial Bank
10. Standard Chartered Bank
11.Co-operative Bank of Kenya
12.Bamburi Cement

13. British American Tobacco
14.KenGen

15. East African Breweries

16. East African Cables
17.Kenya Power and Lighting Company
18. Athi River Mining

19. Mumias Sugar

20. Express Kenya



APPENDIX B

List of Islamic screens used by various Markets

1. Dow Jones Islamic Indices
0] No alcohol
(i) No pork-related products
(i)  No conventional financial services
(iv)  No entertainment
(V) No tobacco
(vi)  No weapons and defense
(vii)  No highly indebted companies
(viii)  No companies with high interest-based returns
2. FTSE Shariah Global Index series
(i)  No alcohol
(i) No tobacco
(i)  No gaming and gambling
(iv) No weapons and defense
(v)  No pork
(vi)  No conventional banking and insurance
(vii) No pornography
(viii) No highly indebted companies
(ix)  No companies involved in interest-bearing stagents
(x)  No FX transactions and derivatives
3. Standard & Poor’s Shariah Indices
0] No pork
(i) No alcohol
(i)  No gambling
(iv)  No financials




(V) No advertising and media(newspaper allowed)

(vi)  No pornography

(vii)  No tobacco

(viii)  No gold and silver trading

(ix)  No highly indebted companies

4. MSCI Global Islamic Indices

0] No alcohol

(i) No tobacco

(i)  No pork related products

(iv)  No financial services

(V) No gambling

(vi)  No music

(vii) No hotels

(viii) No cinema

(ix)  No adult entertainment

(x)  No highly indebted companies

Source:Dow Jones, FTSE, Standard & Poor’s, MSCI, CredisS




APPENDIX C

Data Entry Form

Company 1

Week P

1
2
3

52

Company 2

Week P

1
2
3

52




