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| 1. Introduction

Islamic finance encompasses financial activities such as Islamic banking, Islamic insurance (Takaful), and Sharia-
compliant credit, all adhering strictly to Islamic law (Sharia law)1. The term also includes Sharia-compliant investments
and broader capital and equity markets. While these practices have historical roots, formal institutional Islamic finance
only emerged in the twentieth century. S&P Global Ratings predicts that the global Islamic finance industry will grow from
10% to 12% during 2021-2022. This growth can be attributed to the rapid expansion of Sukuk issuances, particularly
those exceeding maturities, which have contributed to the increase in Islamic banking assets in certain Gulf Cooperation
Council (GCC) countries, Malaysia, and Turkey. Remarkably, Islamic finance experienced significant expansion in 2020,
with total assets increasing by 10.6%, despite the severe economic impact of the COVID-19 pandemic and the decline in
oil prices.

The Islamic finance industry consists of over 1400 institutions spread across 80 countries and territories. Its fundamental
principle is profit-and-loss sharing, ensuring that returns are tied to proper risk sharing. Unlike conventional financial
systems, which rely on interest rates and the time value of money, Islamic finance operates on an asset-based system
that prioritizes profit generation. Notably, Islamic financial instruments undergo Shariah (Islamic law) screening2, setting
them apart from conventional counterparts. The FTSE Shariah screening process can differentiate Islamic financial firms
or Shariah firms from conventional ones.

As mentioned earlier, Islamic financial assets encompass various instruments, with banks and equities being particularly
dynamic elements. However, the Islamic equity market holds special significance within the realm of Islamic finance. To
ensure compliance with Shariah law, Islamic equity investments are subject to Shariah-compliant screening procedures.
The primary screening method is qualitative in nature, focusing on adherence to Islamic investment principles. This
involves excluding stocks of companies involved in activities such as alcohol, tobacco, pork, gambling, interest-based
finance, and non-Shariah-compatible entertainment. By doing so, it determines whether a specific firm is considered halal
(i.e., permissible) or haram (i.e., prohibited) for investment (Derigs and Marzban 2008). The second screening method is

quantitative, utilizing financial ratios to identify and eliminate companies that generate a significant portion of their
revenues from non-Shariah-compliant activities, such as interest-based borrowing and lending or holding a large
proportion of assets in liquid form. As a result, this process filters firms under heavy debt, leading to a smaller but more
stable universe of Sharia-compliant investment opportunities (Hussein and Omran 2005).

Previous research on Islamic equity markets often centered around comparative analyses between Islamic and
conventional equities, driven by the decoupling hypothesis (Dharani et al. 2019; Jawadi et al. 2020; Umar 2017; Umar and

Gubareva 2020). This hypothesis suggests that Islamic equity investments may demonstrate distinct behaviors and
characteristics compared to conventional investments, further underscoring the unique nature of the Islamic equity
market.

Islamic finance operates on a central principle of profit-and-loss sharing, which means that any returns earned must be
tied to actual risk sharing. This sets it apart from conventional financial systems that primarily rely on interest rates and the
time value of money. In Islamic finance, the focus is on an asset-based system that emphasizes profit sharing instead of



interest income, thus promoting investments in the real economy. The growth of the Islamic finance industry received a
significant boost because of the relatively moderate impact of the 2008 Global Financial Crisis (GFC) on Islamic finance
assets (Kayed and Hassan 2011). This was attributed to factors like the cautious use of risky asset classes and the
prohibition of speculative practices within the industry. As a result, Islamic financial assets performed better during the
2008 GFC compared to their conventional counterparts (Ho et al. 2014; Shahzad et al. 2017).

After the 2008 Global Financial Crisis, the COVID-19 pandemic was the biggest crisis that affected the whole economic
system of the world, and the aftershocks were more severe than the Global Financial Crisis3. The COVID-19 pandemic,
first noted in early 2020, has led to turbulence in global financial markets. American stock markets experienced circuit
breakers twice in one week, and markets in other major countries and territories were affected as well. Many studies
concluded that stock market turbulence due to the COVID-19 pandemic was the same or more severe than during the
2008 financial crisis. In late February and early March 2020, financial markets experienced a period of risk aversion
characterized by a significant surge in volatility. During this time, stock markets witnessed a rapid decline, with their
market value plummeting by approximately 30% within a few weeks. The sell-off was even more rapid than what was
observed during the global financial crisis of 2008. The COVID-19 pandemic had a strong negative impact on stock
markets, prompting a need for assessment by both investors and academia. However, after the announcement of bailout
programs, some level of market recovery was observed (Rahman et al. 2020).

Amid the recent pandemic crisis, investors and policymakers are actively seeking safe havens to find refuge and
protection in the financial markets. Safe havens are assets that exhibit little to no correlation, or even a negative
correlation, with other assets or portfolios during specific periods, especially in times of crisis (Baur and McDermott 2010;
Baur and Lucey 2010). To mitigate the risk of losses during times of high uncertainty, equity investors often turn to

traditional safe-haven assets like gold (Baur and McDermott 2010; Baur and Lucey 2010) and cryptocurrencies (Feng_et

al. 2018). However, empirical evidence shows that even these well-known safe havens, such as gold and
cryptocurrencies, did not entirely shield investors from the impacts of the COVID-19 pandemic (Conlon and McGee 2020;

Conlon et al. 2020). Despite their reputation, they faced challenges during this crisis. Interestingly, research during the

Global Financial Crisis (GFC) indicated that Islamic stocks performed favorably as a safe haven compared to conventional
stocks (Hkiri et al. 2017; Aloui et al. 2018), highlighting the potential resilience of Islamic stocks for investors during
periods of market turmoil.

2. Co-Movement and Performance Comparison of Conventional and
Islamic Stock Indices during the Pre- and Post-COVID-19 Pandemic Era

Several authors have conducted studies aimed at assessing the performance of Islamic and conventional stocks, leading

Abdullah et al. (2007), Azad et al. (2018), and Ebrahim et al. (2016) have put forth arguments suggesting that Islamic
stocks have shown better performance than their conventional counterparts during various timeframes. Additionally,

researchers have explored the concept of decoupling and co-movements between Islamic and financial indices. As an
example, Hkiri et al. (2017) examined the hypothesis of decoupling Islamic and conventional stock indices during different
crisis periods experienced in diverse regions, including Asia, Russia, Argentina, Brazil, and the United States. Their
findings demonstrate the existence of a contagion effect, indicating that Islamic indices tend to decouple from their
conventional counterparts during periods of financial turmoil. On the other hand, some studies argue that Islamic equity
funds do not underperform in comparison to that of their conventional counterparts (Kraeussl and Hayat 2011), while

Albaity and Ahmad (2008) argue that Islamic equity indices have no significant edge in return over conventional ones.

Some studies argue that because of crises, the volatility in the market increases, and there exist chances for integration
and decoupling between Islamic and conventional stock indices. But there are different views on this. In 2016, Majdoub et
al. found strong cointegration between Islamic and conventional stock markets in France, Indonesia, the UK, and the US
but not in the UK. They also observed significant correlations in developed countries. In 2018, Cevik and Bugan revealed
a nonlinear relationship between these markets, with conventional markets impacting Islamic ones during bear and bull
market periods. In summary, Majdoub et al. (2016) identified long-term relationships in specific countries, while Cevik and

Bugan (2018) emphasized the nonlinear and market-dependent nature of the Islamic—conventional stock market
relationship. However, the study found that conventional stock markets affect Islamic stock markets during bearish and
bullish market. Jebran et al. (2017) and Majdoub et al. (2016) argued that the two markets (conventional and Islamic) are

co-integrated, and that Islamic indices receive spillover effects from conventional indices. More recent studies, on the
other hand, including by Abu-Alkheil et al. (2017), Hkiri et al. (2017), and Saadaoui et al. (2017), found evidence of the
decoupling of Islamic stocks from their conventional counterparts, especially during periods of market instability. Hoque et

al. (2016), on the other hand, argue that as the Islamic index is a part or subset of the main index, therefore, the news,



which has a positive or negative impact on the market, will have the same impact on both Islamic and conventional
indices.

Several recent studies have used the wavelet coherence approach, which is novel in the field of economics. For example,
Dewandaru et al. (2014) identified multiscale relationships between Islamic and conventional stock markets, which
intensify during crises. Rivzi et al. (2015), using the same approach, found evidence of a fundamental contagion effect in
Asia and a pure contagion effect between Asia and the US in early 2000.

The recent literature delves into how the COVID-19 pandemic impacts both Islamic and conventional stock indices. Baker
et al. (2020) assert that its effect surpasses that of previous outbreaks like the Spanish flu. However, there are conflicting
findings. For instance, Sharif et al. (2020) discover a potent impact when combined with oil volatility shocks. Yan et al.
(2020) investigate various industries’ responses to the outbreak, observing short-term panic selloffs but anticipating long-
term market corrections. Liu et al. (2020) contend that the Asian stock market swiftly reacted to the pandemic, with a
partial recovery in the later stage of the outbreak. Sansa (2020) focuses on the impact of COVID-19 on Chinese and US
markets during March 2020, revealing a significant positive association between confirmed COVID-19 cases and both
countries’ markets. Furthermore, Ngwakwe (2020) examines the COVID-19 impact on Chinese, European, and US
markets using a paired t-test of mean stock prices during the pandemic period (=50, +50 days). The results indicated an
increase in mean stock values for the Chinese stock index, surpassing normal levels. In contrast, the Dow Jones
Industrial experienced a significant decrease during the pandemic period. However, no differences in mean stock values
before and during the pandemic were observed for the S&P 500 and Euronext 100 indices.

Overall, the recent literature highlights the complex and multifaceted influence of the COVID-19 pandemic on global stock
markets, with varying short-term and long-term effects observed across different regions and industries.

Yarovaya et al. (2021) studied the resilience property of Islamic equity funds during the COVID-19 pandemic. The study
found that Islamic funds outperformed their conventional counterparts during the peak months of the COVID-19 pandemic
and, thus, proved to be more resilient to COVID-19 shocks. While analyzing the relationship between COVID-19 and
stock prices, Ramelli and Wagner (2020) suggest that high levels of corporate debt and liquidity problems are the main
drivers of volatility in the stock market. Islamic stocks have lower leverage because of Shariah screening requirements,
they are still expected to be more immune to market risks during turbulent periods compared to their conventional
counterparts. Interestingly, Pagano et al. (2020) found that more resilient companies greatly outperformed less resilient

companies. They define pandemic resilience as robust social distancing that relies on technologies and/or organizational
structures. The cumulative return for resilient firms’ differential from 2014 to 2019 was of the same magnitude as during
the pandemic. Hasan et al. (2021) examined the performance of the Dow Jones and FTSE indices (conventional and

Islamic) during the first 10 months of COVID-19 and found there was high co-movement and decoupling between the two
types of indices, and they also claim that Islamic stocks did not provide any shelter to investors against risk during the
financial crisis. Saleem et al. (2023) examined the hedging risk characteristics of gold and Sharia complaints during the

COVID-19 pandemic and found that gold and Sharia-compliant stocks can hedge risk during periods of market recession.

Yarovaya et al. (2021) studied Islamic equity funds’ resilience during the COVID-19 pandemic and found that they

outperformed conventional funds during the peak months, indicating greater resilience. Ramelli and Wagner (2020)
attributed stock market volatility during the pandemic to high corporate debt and liquidity issues. Islamic stocks, with lower
leverage due to Shariah requirements, were found to be more immune to market risks during turbulent times. Pagano et

al. (2020) discovered that companies demonstrating pandemic resilience also performed better overall. Resilience was
defined as implementing robust social distancing measures using technology and organizational structures. The
cumulative return for resilient firms in the years leading up to the pandemic was comparable to their performance during
the pandemic. Hasan et al. (2021) analyzed the performance of the Dow Jones and FTSE indices (both conventional and

Islamic) during the first 10 months of the pandemic. They found a high degree of co-movement and decoupling between
the two types of indices. However, they argued that Islamic stocks did not provide significant protection to investors during
the financial crisis. Saleem et al. (2023) investigated the hedging risk characteristics of gold and Sharia-compliant stocks

during the pandemic and found evidence that both could effectively hedge risk during market recession. Hasan et al.
(2023) examined the different asset classes during crisis periods and found that gold and Islamic stock can better hedge
various uncertainty factors than Bitcoin and crude oil, depending on the market conditions.
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