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The mutual fund industry observed a remarkable 
growth of two distinct types of mutual funds during 
the last two decades, namely, Shariah-compliant 

funds (SCFs) and Socially responsible funds (SRFs). 
These alternative investment avenues were created 
for investors who are keen on investments that are 
Shariah-compliant and have better ethical standards 
than conventional funds. To fulfil these  needs, the funds’ 
investment strategies incorporate specific non-financial 
screening criteria based on ethical and religious guidelines , 
besides the typical risk-return financial screening. 

Although both types of funds employ specific financial 
screening criteria, a distinction is apparent between 
them (Forte & Miglietta, 2011). SRFs are investment 
vehicles that combine investors’ financial objectives 
of monetary gains with non-financial related social 
and ethical concerns; for instance, issues related to 
environmental protection, and issues related to societal 
impact of firms involved in tobacco 
and alcohol production, gambling and 
casinos. (Haigh & Hazelton, 2004). 
With regard to  investment style, SRFs 
usually prefer small capitalization 
firms and value stocks (Fowler & Hope, 
2007). On the other hand, SCFs are  
defined as the funds that comply with 
the Islamic (or Shariah) principles. 
For example, for profit/earnings 
to be legitimate, the investments 
need to be free from any form of 
Riba (interest), Gharar (uncertainty/
speculation), Maysir (gambling) and the 
other non-permissible elements such 
as alcohol, pork, etc. Further, SCFs 
also give consideration to the level of 
debt, liquidity amongst other financial 
ratios (DJ Islamic screening criteria, 
MSCI Islamic screening criteria etc.) in their investment 
strategy  (Forte & Miglietta, 2011). Therefore, the main 
difference between SRFs and SCFs is that SRFs can 
freely choose between debt-bearing and profit-bearing 
investments, as long as the selected stocks adhere to 
social, moral, or environmental beliefs (Abdelsalam, 
Fethi, Matallín, & Tortosa-Ausina, 2014). Further, SRF 
managers do not give consideration to the leverage in 
the firm . This becomes evident as SCFs mainly invest 
in growth stocks due to the lower leverage of these 
stocks (Hoepner, Hussain, & Rezec, 2011). In terms of 
preference to small against big firms, like SRFs, SCFs 
also prefer small capitalized firms (Hoepner, Hussain, & 
Rezec, 2011).

This article examines the comparative risk-return 
profile of SCFs and the SRFs, taking into consideration 
the investment style of these funds over six different 
regions namely, Asia Pacific, Emerging, Europe, Global, 
MENA and North America.

Equity funds were sampled from January 2002 to December 
2013. Monthly returns and other relevant information such 
as fund name, type and investment universe was sourced 
from Eurekahedge, Bloomberg and Fund prospectus for 

both types of funds. Our final survivorship free bias total 
sample consists of 964 funds that comprises 306 SCFs and 
658 SRFs with investment focus in Asia pacific, Emerging 
markets, Europe, Global, Middle East and North Africa 
(MENA) and North America .

The single factor (CAPM) and multi-factor models 
(Fama and French - 3 factor and the Carhart – 4 factor) 
were applied to measure equity fund performance, 
investment-style based performance over different 
regions and time-period based performance (pre-crisis, 
crisis, post-crisis).

The results of risk-return profiles and the investment 
style are reported in Table 1. Irrespective of the performance 
model used, both type of funds indicate similar returns 
and had significantly underperformed the market. This is 
in line with the recent literature on these funds (Capelle-
Blancard & Monjon, 2014; Nainggolan, How, & Verhoeven, 

2015). One possible reason for their 
underperformance could be due to the 
lack of diversification, affirmed by the 
fact that funds from the Global region 
had relatively superior performance 
compared to other regions. In simple 
words, managers do well when they 
have the option to select stocks from 
a larger investment universe. Second, 
both types of funds are less exposed 
to the market and hence assumed 
to be less risky. This is in line with 
our expectation and the literature 
(Ferruz, Munoz, & Vargas, 2012; Leite 
& Cortez, 2014). As for the investment 
style, the SRFs prefer to invest in 
small stocks whereas the SCFs do 
not show any preferred investment 
strategy. However, both types of funds 

prefer to invest in growth stocks. The SRFs performed  
better than the SCFs during the crisis period. 

The findings of the split sample based on different 
periods are presented in Table 2. The pre-crisis and 
the crisis results are in line with the results of the total 
sample but post-crisis results reveal that these funds 
do much better than the pre-crisis  and crisis period. 

The main implication is that investors would be better 
off investing in ethical/Islamic indices than general 
equity funds. This implies that investors investing in 
Islamic/ethical indices are not penalized (or do not bear 
an extra cost) on financial grounds . With regards to the 
performance, these screened funds invest in stocks 
that are relatively immune to financial distress arising 
out of corporate frauds, environmental disasters, and 
high leverage and hence are in some way protected 
from huge losses due to penalties and compensations. 
For instance, DJ Islamic World index delisted Enron 
and other financially distressed firms just before the 
scandal became public  (Hussein & Omran, 2005) . 
More recently, in the British Petroleum oil spill case, the 
company agreed to settle for US$18.7 billion in penalties 
to the U.S. government excluding the US$43.8 billion that 

“The main
  implication

is that investors
 would be better 

off  investing
 in ethical/

 Islamic indices
 than general
 equity funds” 
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Beta Investment style CrisisRegion

Full sample

Alpha

Table 1: Jensen Alpha, Market risk and Investment Style (OLS Estimations)

CAPM

X
-0.817*** -0.812*** 0.278*** 0.278*** 0.001 -0.055*** -1.047*** 1.052***

(-4.85) (-2.93) (11.12) (23.91) (1.07) (-33.18) (-2.99)

Y
-0.839*** -0.800*** 0.630*** 0.650*** 0.019** -0.161*** 0.073 -0.050*

(-3.67) (-4.88) (8.14) (18.91) (1.93) (-16.73) (1.23) (-1.89)

(-13.31)

Asia Pacific

X
-0.643*** -0.631*** 0.312*** 0.314*** -0.001 -0.053*** -0.679*** 0.692***

(-3.39) (-3.39) (6.58) (7.39) (-0.91) (-22.20) (-3.99)

Y
-1.006*** -0.971*** 0.533*** 0.561*** 0.144*** -0.171*** -0.089 0.087***

(-4.81) (-11.73) (6.57) (3.01) (10.29) (-3.01) (-0.91) (-6.83)

(-21.47)

Emerging

X
-0.334 -0.325 0.854*** 0.862*** -0.006 -0.083** -0.208 0.185**
(-0.11) (-1.35) (3.81) (8.63) (-0.14) (-1.97) (-0.94)

Y
-0.500*** -0.353** 0.703*** 0.761*** 0.234** -0.311*** -0.212 -0.224*

(-7.61) (-11.37) (4.99) (4.33) (1.95) (-10.03) (-0.27) (-1.89)

(2.01)

Europe

X
-1.623*** -1.615*** 0.104*** 0.110*** -0.001 -0.047 -1.767** -1.761**

(-4.31) (-4.72) (7.11) (27.71) (-1.07) (-1.33) (-2.07)

Y
-0.782*** -0.753*** 0.674*** 0.687*** 0.021* -0.100*** -0.206** -0.222**

(-3.91) (-3.93) (21.09) (18.54) (1.89) (-4.99) (-1.99) (-1.96)

(-2.12)

Global

X
0.992*** 0.987*** 0.204*** 0.209*** -0.003 -0.058*** -1.121*** 1.122
(16.01) (11.91) (11.01) (11.00) (-0.12) (-18.99) (-21.99)

Y
-0.913 -0.876 0.569*** 0.598*** 0.088*** -0.233*** 0.164** 0.152
(-1.04) (-1.10) (35.61) (22.91) (3.02) (-12.62) (11.94) (0.83)

(0.66)

MENA

X
-0.760 -0.770 0.280*** 0.282*** 0.004 0.037*** -1.473*** -1.464***
(-1.00) (-0.29) (23.09) (13.03) (0.82) (3.54) (-20.11)

Y
0.137 0.096 0.026 0.028 0.002 0.013** 0.759 -0.802*
(1.03) (1.24) (0.14) (1.27) (0.22) (2.03) (1.17) (-1.89)

(-23.88)

North America

X
-0.327*** -0.292*** 0.883*** 0.868*** 0.120*** -0.205*** 0.082 -0.136
(-39.53) (-18.02) (23.81) (31.91) (24.22) (-3.92) (1.22)

Y
-0.604*** -0.584*** 0.791*** 0.799*** 0.104*** -0.123*** 0.245*** 0.192**
(-32.11) (-4.55) (21.11) (11.02) (21.18) (-3.91) (7.73) (1.96)

(1.07)

FF - Factor CAPM FF - Factor CAPM FF - Factor CAPM FF - Factor

X and Y in the above table denote SCFs and SRFs respectively. T-ratios in parentheses: * , ** and *** denote significance at 10%, 
5% and 1% respectively. In case of full sample, regional dummies are used.

Standard errors are computed using Newey-West (1987) procedure. 

Table 1: Jensen Alpha, Market risk and Investment Style (OLS Estimations)

they provisioned  for criminal and civil fines, and the clean-
up cost. This indicates  some measure of accountability 
(or social responsibility) on the part of firms. Heal (2005) 
postulates that these firms are immune to costs (in terms 
of fines and penalties) arising out of corporate frauds or 
environmental disasters and hence tend to do better than 
the firms which are not socially responsible. But the benefits 
of being socially responsible can only be realized over the 
long term. For instance, British Petroleum was doing fairly 
well in terms of performance before the incidence of oil 

spill. Due to the imposed fines and penalties, the value that 
British Petroleum has generated so far for investors was 
almost lost. 

Assuming availability of data, future research could consider 
the performance of domestic, regional and international funds 
and the investment style after controlling for home bias, 
as the investment focus of these funds is different in 
alternate regions. 
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Crisis Post – crisisDependent
variable:
Returns

Alpha

Pre -  crisis 

CAPM

X
-2.316*** -2.263*** -0.945*** -1.173*** 0.190*** 0.189***

(-5.03) (-4.03) (-12.95) (-7.01) (17.98) (7.33)

Y
-1.466*** -1.378*** -0.628*** -1.006*** 0.050 0.003

(-4.54) (-12.91) (-6.71) (-4.91) (0.55) (0.28)

Risk (Bata)

X
0.109*** 0.109*** 0.607*** 0.560*** 0.379*** 0.383***

(4.67) (17.77) (3.43) (3.92) (4.55) (2.97)

Y
0.638*** 0.602*** 0.671*** 0.611*** 0.523*** 0.529***

(5.06) (3.66) (13.02) (4.71) (5.01) (4.22)

Investment Style

X (SMB)
0.082*** 0.094*** 0.002*
(11.03) (7.89) (1.91)

X (HML)
-0.039** -0.230*** 0.045***
(-1.97) (-5.66) (6.66)

X (MOM)
-0.032* -0.046*** 0.033***
(-1.88) (-4.31) (9.82)

Y (SMB)
0.103*** 0.084*** 0.015***

(5.55) (9.03) (11.43)

Y (HML)
-0.004 -0.273*** 0.022
(-0.28) (-6.66) (0.36)

Y (MOM)
-0.153*** -0.136*** 0.064***

(-3.62) (-4.81) (5.01)

Regional dummy Yes Yes Yes Yes Yes Yes

Time dummy Yes Yes Yes Yes Yes Yes

N 32478 32478 15279 15279 30816 30816

Adj R-Squared 0.238 0.272 0.331 0.394 0.203 0.312

Carhart CAPM Carhart CAPM Carhart

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

X and Y in the above table denote SCFs and SRFs respectively. T-ratios in parentheses: * , ** and *** denote significance at 10%, 
5% and 1% respectively. In case of full sample, regional dummies are used.

Standard errors are computed using Newey-West (1987) procedure. 

Table 2: Jensen Alpha, Market risk and Investment Style (Full sample)

“one possible reason for their 
underperformance could be due

to the lack of diversification”
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