COPYRIGHTINTERNATIONAL ISLAMIC UNIVERSITY MALAYSIA

EFFICIENCY AND BOARDROOM ATTRIBUTES OF
INSURERS AND TAKAFUL OPERATORS IN
MALAYSIA

BY

NURUL AFIDAH BINTI MOHAMAD YUSOF

A thesis submitted in fulfilment of the requirement for the
degree of Doctor of Philosophy in
Islamic Banking and Finance

ITUM Institute of Islamic Banking and Finance
International Islamic University Malaysia

JULY 2017



ABSTRACT

The topic of corporate governance remains an important area of studies within the
dynamic changes of business landscape. This is proven through its numerous, long
trail of discussions. In this case, corporate governance issues that constantly emerge in
various different forms need to be reviewed from time to time. In the present study,
the role of board of directors, being one of the essential mechanisms of corporate
governance, had been examined in relation to firm efficiency. The insurance and
takaful industry in Malaysia was selected as the research setting. The objective of this
study is fourfold. First, it aims to measure the efficiency of insurers and takaful
operators in Malaysia. Second, it examines the relationship between boardroom
attributes and firm efficiency. Third, it examines the relationship between Shariah
Committee (ShC) competency and firm efficiency of takaful operators. Finally, this
study explores the self-perception of ShC members of takaful operators in terms of
their independence in carrying out their duties and obligations. The agency theory and
resource dependence theory were incorporated as a conceptual framework of this
study. In total, 30 insurance companies and 11 takaful operators were taken as
samples for each of three consecutive years under study: 2012, 2013 and 2014. The
Data Envelopment Analysis (DEA) method was used to measure firm efficiency.
Analysis and comparison were made between the insurers and the takaful operators, as
well as between different lines of business (general, life/family and composite). Next,
the relationships between different variables of boardroom attributes, namely (i) board
independence (ii) board size (iii) frequency of board meetings, and firm efficiency
were examined using Ordinary Least Squares (OLS) regression method. The
relationship between board independence and firm efficiency was further examined
with two board demographic variables adopted as the moderating variables, namely
gender and nationality. Meanwhile, an additional governance variable, ShC
competency, had also been examined in the case of takaful operators. Finally, a
controversial issue regarding the independence of ShC members was explored through
interviews with six selected ShC members of takaful operators and one member of
Shariah Advisory Council (SAC) of Bank Negara Malaysia (BNM). The results
indicated that insurers were generally more efficient than takaful operators. In terms
of line of business, it was found that life insurers were relatively more efficient than
general insurers, and composite takaful operators are more efficient than family
takaful operators. Meanwhile, board independence and board size had significant
positive relationship with firm efficiency of the insurers. Additionally, for insurers,
nationality had a significant negative moderating effect on the board independence-
firm efficiency relationship. However, the boardroom attributes including ShC
competency was found to be not significantly related to firm efficiency of the takaful
operators. Finally, the interviews with Shariah Committee members revealed that it
was unanimously agreed that there was no pressure, neither from the board of
directors nor the management, upon the Shariah Committee members when making
any decisions related to Shariah matters. In summary, the Shariah Committee is
independent from the board and management in carrying out their duties and
obligations. The findings of this study are hoped to benefit the industry players,
business stakeholders, policymakers, and academics.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

This study generally covers three main areas, i.e. efficiency of the insurers and takaful
operators, board of directors as a corporate governance mechanism, and finally the
role of Shariah Committee as the Shariah supervisory body at the respective takaful
operators.

First, efficiency is generally the measurement of how the observed use of
resources are compared to its optimal use in producing outputs of a given quality
(Bhagavath, 2006). In the context of this study, the efficiency of the insurers and
takaful operators are measured by taking management expenses as well as fees and
commission expenses as the input, while gross premium/contribution and net
investment income as the output. Intuitively, it looks at how much the insurers and
takaful operators have spent for these two types of expenses in order to yield the gross
premium/contribution and net investment income.

Second, corporate governance is certainly a topic that has been heavily
discussed in both the academic and the corporate world. Despite numerous
discussions, the complexity of current business and economic developments demands
continuous review of corporate governance issues. The corporate governance issues
basically arises due to the separation of ownership and management. As highlighted
in their seminal work entitled ‘The modern corporation and private property’, Berle
and Means (1932) raised the potential complications which may arise due to the

separation of ownership from control in large organisations in the U.S. and how it



may heighten the tendency for managers to run the business in a manner which is
detrimental to sharcholders’ wealth.

Pursuant to this, several corporate governance mechanisms have been
developed in order to ensure good corporate governance and accountability. They can
generally be divided into internal and external mechanisms. The internal mechanisms
include the board of directors, management compensation, ownership structure, debt
and dividend policy, et cetera (Baysinger and Hoskisson, 1990; Hermalin and
Weisbach, 2003; Liu, 2002). On the other hand, the external mechanisms include the
threat of takeovers (Fama and Jensen, 1983a, 1983b; Jensen and Meckling, 1976),
competition in product and factor markets (Hart, 1995; Jensen and Meckling, 1976),
as well as the legal environment and investor protection (La Porta, Lopez-de-Silanes,
Shleifer and Vishny, 2000). In this study, the focus is given to the board of directors
as a corporate governance mechanism where the boardroom attributes of the insurers
and takaful operators in Malaysia are examined.

Third, particularly for the takaful operators, this study extends the focus of
corporate governance from the board of directors to also include the role of Shariah
Committee as the Shariah supervisory body in Islamic Financial Institutions (IFIs). Its
role is examined from the aspect of competency® and independence?.

In view of the foregoing discussion, this study measures the efficiency of
insurers and takaful operators in Malaysia, and subsequently seeks to examine its

relationship with the boardroom attributes of these firms. Additionally for the takaful

! Section IV of the Shariah Governance Framework 2011 highlights the topic of competency. It aims to
ensure that any person bearing responsibilities outlined in the Shariah governance framework for an IFI
shall possess the necessary competency and continuously enhance their knowledge and understanding
on the Shariah as well as keep abreast on the latest developments in Islamic finance.

2 Section 111 of the Shariah Governance Framework 2011 highlights the topic of independence. It aims
to safeguard the independence of the Shariah Committee in ensuring sound Shariah decision-making
and emphasises the role of the board of directors in recognising the independence of the Shariah
Committee.



operators, this study examines the relationship between Shariah Committee
competency and firm efficiency. This study also attempts to get more insights on how
Shariah Committee members perceive their own independence from the board of

directors and management in carrying out their duties and obligations.

1.2 PROBLEM STATEMENT

Although the highlight of the 2008 financial crisis was mainly on the banking
industry, the insurance industry has also been put under the spotlight, especially when
the world’s largest insurance company collapsed and was bailed out by the U.S.
government (Schich, 2010). This emphasises the significance of the insurance industry
in the financial services, and that it is as important as its counterpart, i.e. banking
industry. In the Malaysian context, the significance of the insurance industry to the
nation’s economy is evident. In 2014, it constituted approximately 33% of the Finance
and Insurance segment in the Services sector, which in turn is the largest contributing
sector to the GDP, i.e., 53.4% (Department of Statistics Malaysia, 2015). Furthermore,
being one of the branches of the fast-growing area of Islamic finance, it would be
interesting to study the takaful industry, where research is still in its infancy as
compared to the Islamic banking. As highlighted by Tan Sri Dr. Zeti Akhtar Aziz, the
former governor of Bank Negara Malaysia (BNM), there are strong linkages,
interdependence and synergies between all sectors in Islamic finance which warrants
the development of all such sectors, and not just the Islamic banking industry.

It is sad to note that Malaysia had failed to achieve its target for the takaful
contributions to make up at least 20% of the total insurance premiums by 2010.3 In

fact, the latest figure published by BNM for the year 2015 stated that market share

3 “BNM Issues 4 More Takaful Licences”, The Edge Financial Daily, 2 Sept 2010. <www.theedge
malaysia.com-highlights-172883-bnm-issues-4-more-takaful-licences.htm> Accessed on 13 Feb 2013.



stood at only 12.9%.* To make matters worse, the statistics indicate that the
percentage was at its peak in 2012 at only 14.3% before it dropped to 14.1%, 12.5%
and 12.9% for the three subsequent years thereafter.

In order to improve, it is best to first measure and identify the current
performance standing of the industry. In measuring performance, it is noted that
efficiency is a critical aspect for the financial services sector (Norashikin, Syed
Othman Alhabshi and Obiyathulla Bacha, 2012). However, the usage of the uni-
dimensional performance measures, e.g. financial ratios, to assess a firm’s efficiency
is found to be not adequate (Kweh and Noor Azlinna, 2015). Therefore, the use of
multi-criteria technique is suggested in order to measure the performance of the
industry. Thus, it provides an empirical question to evaluate the efficiency of the
insurers and takaful operators by using the multi-criteria performance measurement
technique such as Data Envelopement Analysis (DEA).

It is particularly interesting to study the insurance industry in Malaysia because
the country runs a dual insurance system whereby the conventional insurers and
takaful operators operate in parallel. This situation leads to intense competition
between the two businesses especially in terms of their product development and sales
revenue (Berkem, 2014; Norashikin et al., 2012). In fact, Noreen and Khan (2014)
highlighted that the intense competition had given rise to the importance of the
efficiency aspect of performance in the insurance and takaful industries. In addition,
studies such as Muhamad Abduh, Mohd Azmi and Raudhah (2012), Norashikin, Syed
Othman Alhabshi and Obiyathulla Bacha (2011) and Norma (2012) indicate that there

is a significant difference between the efficiency of insurers and takaful operators.

4 Table A2: Key Financial Indicators — Islamic Banking and Takaful Sector in the Financial Stability
and Payment Systems Report by Bank Negara Malaysia. Retrieved from <http://www.bnm.
gov.my/files/publication/fsps/en/2015/zcp07_table_A.02.pdf> Accessed on 28 April 2016.



Given the dual system, it is therefore not only important to measure the efficiency of
each of the conventional insurers and takaful operators, but it is also interesting to
make the comparison between the two.

In a research by Zagorchev and Gao (2015), it is highlighted that governance
structures of the financial institutions have a strong impact on firm performance. It
indicates how important corporate governance is in determining the stability and
progress of financial institutions. Considering the dynamic and complexity of
corporate environment today, it further reinforces the importance of the study in the
relationship between corporate governance and efficiency of the insurers and takaful
operators in order to evaluate their sustainability in the long run. As highlighted by
Abdul Kader, Adams, Hardwick and Kwon (2014), insurers could achive operational
efficiency and hence economic performance when supported by a sound corporate
governance. In particular, the relationship between the two is important for the
insurers to manage their asset-liability and ownership structure, as well as the claims
handling (Huang, Lai, McNamara and Wang, 2011; Wang, Jeng and Peng, 2007).
Abdul Kader et al. (2014) added that the corporate governance — efficiency
relationship in the takaful industry is particularly essential because for the board of
directors, their fiduciary duty is not only towards the shareholders and takaful
participants, but they are also supervised by the Shariah Committee and the relevant
industry regulators with regards to their Shariah compliance practice.

The researcher acknowledges the abundance of its literature including those
surrounding the role of the board of directors (BOD) in steering the organisation.
However, it is still lacking in the discussion of certain industries. It is important to
understand that every industry has its own specific characteristics and needs.

Therefore, we cannot expect any one-size-fits-all governance mechanism to be applied



across all industries. While there have been quite a number of literature in the
corporate governance of insurance industry, that is not the case for takaful. It is also
noteworthy that most corporate governance literature has focused on listed companies,
probably due to the easy data accessibility. Meanwhile, there is not much literature on
the corporate governance of the non-listed companies. It is important to highlight that
the corporate governance issues involving listed and non-listed companies may differ
from each other. For instance, unlike their listed counterparts whose activities are
closely monitored by the stock exchange institutions and rating agencies, the non-
listed companies have fewer market mechanisms to help uphold their governance
practice (Merchant, 2009). In the case of this study, note that the Malaysian insurers
and takaful operators are mostly not publicly listed (except for Syarikat Takaful
Malaysia). Pursuant to the preceding discussion, the Malaysian insurance and takaful
industries fit as the setting of this study because they accommodate the two gaps, i.e.
lack of corporate governance discussion in the industry (particularly takaful) and in
non-listed companies.

For the final area of this research, the role of Shariah Committee as the
additional supervisory entity alongside the board of directors to specifically oversee
the Shariah related matters is looked into. Being Islamic financial institutions (IFIs),
the most distinct characteristic of takaful operators as compared to their conventional
counterpart is the element of Shariah compliance that is attached to every technical
aspect of the takaful transactions. Being bound to strict Shariah parameters, the
researcher believes that it is important for the IFIs to pay attention to this particular
aspect of their operations. While many literature look into the relationship between
Shariah Committee and the disclosure level in annual reports, there is limited research

done on how Shariah Committee contributes to firm performance. Through a survey



by Mollah and Zaman (2015), it is found that in examining the relationship between
Shariah supervision and firm performance, there are four issues that need to
considered. They are the independence of Shariah board, the competency of Shariah
board, Shariah board transparency and disclosures, as well as the legal status of the
Shariah board’s prononouncements.

In this study, the focus is given to the role of the Shariah Committee from two
perspectives, i.e. competency and independence. Shariah Committee competency is
expected to contribute to reliable Shariah supervision and subsequently improving the
efficiency of IFIs (Rahajeng, 2013). However, to the best of the researcher’s
knowledge, the relationship between the two has yet to be tested. As for the Shariah
Committee independence, Abdul Kader et al. (2014) highlighted the concern
regarding the independence of Shariah board given the fact that they are appointed
and remunerated by the managers of the takaful operators. Similar concern regarding
the independence issue is also shared with Zulkarnain, Shamser and Mohamad
Eskandar Shah (2015). Therefore, it would be interesting to examine these two aspects

of Shariah Committee in the setting of this study.

1.3 RESEARCH OBJECTIVES AND QUESTIONS

The objectives of this study are: (1) to measure the efficiency of the insurers and
takaful operators in Malaysia; (2) to examine the relationship between boardroom
attributes and firm efficiency of the insurers and takaful operators in Malaysia; (3) to
examine the relationship between Shariah Committee competency and firm efficiency
of the takaful operators in Malaysia; and (4) to explore the self-perception of the
Shariah Committee members of takaful operators on their independence in carrying

out their duties and obligations.



