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ABSTRACT

Islamic banks (IBs) must guarantee that all of their products and operations are
Shari’ah compliant, and therefore, IBs have unique agency issues which give rise to
different agency conflicts. For that, 1Bs have unique board governance structure, i.e.
Shari’ah supervisory board (SSB) besides board of directors (BoD). Given there is a
noticeable lack of empirical studies that examine the unique dual board structure and
ownership structure in IBs vis-a-vis their performance, this study aims to fill this gap
in the literature. A sample of 78 IBs is employed from the GCC countries, Southeast
Asian countries, Bangladesh and Pakistan over the period 2007-2015 while the
Generalized Method of Moments (GMM) -First Difference (2-step) was used to
analyze the panel data. The study contributes to the literature by providing empirical
evidence across jurisdictions on the impact of dual board structure on IBs
performance. Furthermore, the study provides evidence on how SSB affects IBs
performance by considering the differences across jurisdictions in SG structure
models ((Centralized SG model (CSGM) vs. decentralized SG model (DSGM)) and
SG regulatory models (Pro-active vs. Minimalist), as well as the impact of the
financial crisis of 2008. The study also examines the moderating effect of ownership
concentration on the relationship between SSB and IBs performance. Lastly, the study
examines whether IBs with larger SSBs size outperform their counterparts with
smaller boards, besides as whether there is any optimal SSB size that can enhance IBs
performance and can be recommended to the IBs across jurisdictions. The results
show that strong BoD is negatively related to performance while effective SSB is
positively related even during crisis period. It is also found that effective SSB
positively moderates the relationship between strong BoD and performance of IBs.
The results indicate that the IBs with more effective SSBs demonstrate higher levels
of performance when they are located in jurisdictions that adopt CSGM and Pro-active
models. The results also present that ownership concentration and effective SSB are
segmented in IBs in terms of performance as measured by accounting ratios and
integrated in IBs in terms of performance as measured by the market-based
measurement and Islamic performance measurement (Zakat ratio). The findings
highlight the importance of small SSB size in enhancing the performance of IBs as
compared to large board size, besides that the optimal SSB size is between three and
seven, more specifically, the optimal SSB size seems to be four or five. The findings
confirm the need for SSB scholars in IBs with higher doctoral qualification and
reputation and with less cross-membership during crisis and non-crisis periods.



Eondl Ao

s Y) Ay 2l ASHT e dBblgze EedY) Bjlall Jlasly Slosie 0S5 0 4
Jlan jseb I o5 gy s S Jslal 2o Olall sda 0B (UL,
BB 2 e st aSie JSs el Ojlall Sl i L Lal 3 o)l
L gl SLabll & Bl o 29 Tl 30Y1 el il ) 2,2
g st e aadleyl Gilall (3 2SI Sy masil) i IS 136 e
3 o Tdll Gz 7 n il e c0sST Rtol Byomd)) o e L) Al
Bl Vs LSy poMans Ll B8 s Uy omldl Osledl 2 Uy
(GMM) 2 ) agiall 3i b plasaal (L) obly Jld & 15y (2015-2007
Gplall bl e ool sl K b 2487 Joo 2 g W51 an) il s
LSyl s 23U G o ol G oY) jleeYl e 5T e 2dlay)
F3U Lo g ((DSCM) oy 5 puan (CSOM) (5 75.0)) ae 2l
Joas e (Pro-active) o by s)) del) weSpl) deadidl ole
i i)l B I ol ey wb sy ) el coplal (Minimalise)  q
OF @l el IS aadluyl Bilall (hsly syl e cp B e
bl o ) Jpll 3 Jowiy Bl Aey 26 2 Lo @) Ayl GLall
el el i ehsl Dol A o ygh TS iy 25 e S
ol 3w & el BB 2 e 2L Slall S 55 of ) L
8 e W el sl SN s OF e 3 sl s ot 3Ll
o OF o auhlll ousT B diny A3l Ojlall aed eplie Lo 2Ly o5V
59,020 il ) ool sl slasl and o an)l ol ¥ 21 de 2l 260 e
e GadB e b iy e OOage el 8 BB L g slasl ey

Aot B et e ST 8 R (o 2 clascY



APPROVAL PAGE

The thesis of Naji Mansour Naji Nomran has been approved by the following:

Razali Haron
Supervisor

Rusni Hassan
Co-Supervisor

Salina Hj. Kassim
Internal Examiner

Amir Shaharuddin
External Examiner

Ismail Ahmad
External Examiner

Noor Mohammed Osmani
Chairman



DECLARATION

| hereby declare that this thesis is the result of my own investigations, except where
otherwise stated. | also declare that it has not been previously or concurrently
submitted as a whole for any other degrees at IIUM or other institutions.

Naji Mansour Naji Nomran

SIGNALUIE ..o Date ..ccoeviiiieeee



INTERNATIONAL ISLAMIC UNIVERSITY MALAYSIA

DECLARATION OF COPYRIGHT AND AFFIRMATION OF
FAIR USE OF UNPUBLISHED RESEARCH

DUAL BOARD GOVERNANCE, OWNERSHIP STRUCTURE AND
PERFORMANCE OF ISLAMIC BANKS: A COMPARATIVE
ANALYSIS ON SELECTED COUNTRIES

| declare that the copyright holders of this thesis are jointly owned by the student and
HUM.

Copyright © 2019 Naji Mansour Naji Nomran and International Islamic University Malaysia. All rights
reserved.

No part of this unpublished research may be reproduced, stored in a retrieval system,
or transmitted, in any form or by any means, electronic, mechanical, photocopying,
recording or otherwise without prior written permission of the copyright holder
except as provided below

1. Any material contained in or derived from this unpublished research may
only be used by others in their writing with due acknowledgement.

2. 1IUM or its library will have the right to make and transmit copies (print
or electronic) for institutional and academic purposes.

3. The IHUM library will have the right to make, store in a retrieved system
and supply copies of this unpublished research if requested by other
universities and research libraries.

By signing this form, | acknowledged that | have read and understand the 1HUM
Intellectual Property Right and Commercialization policy.

Affirmed by Naji Mansour Naji Nomran

Signature Date

Vi




This thesis is dedicated to my late father, my mother, my wife, and all my family.

vii



ACKNOWLEDGEMENTS

In the name of Allah, the Most Compassionate, the Most Merciful. All praise is for
Allah subbahEnahu wa ta'EIE and blessings and salutations of peace be upon His
Messenger Muhammad salla llahu ‘alayhi wasallama and his companions and those
who follow them in upholding the cause of the right religion. | am really grateful to
Allah (S.W.T) for the health, wealth, strength and opportunity to complete my PhD
Degree without any obstacles and difficulties, particularly in conducting this work
which cannot be done without His will.

It is a great pleasure to express my profound gratitude and thanks to my
supervisor Assoc. Prof. Dr. Razali Haron for his sincere supervision. Really without
his encouragement, support, guidance, comments, feedbacks and cooperation from the
initial to the final stage, this work cannot be achieved at the moment. | am deeply
indebted to him for his extreme generosity and kindness in responding my quest for
every achievement of the process of the project until its completion.

Further, it is a great pleasure to express my thanks to my co-supervisor Prof.
Dr. Rusni Hassan for her help.

My appreciation and gratitude to my mother, my wife, and my family for their
support, sacrifices, and encouragement.

viii



TABLE OF CONTENTS

N o1 1 = Tod PSPPSR i
ADSEFACT IN ATADIC ... ii
APPIOVAI PAGE ...ttt \Y;
DECIATALION ...ttt bbb bt %
COPYIIGNT L.t bt vi
DT [ or: {0 OSSPV URPRORRPRTIR vii
ACKNOWIEAGEMENTS ... viii
LISt OF TADIES ... bbb Xiv
LSE OF FIQUIES ...ttt XVi
LiSt OF ADDIEVIALIONS ..o e XVii
CHAPTER ONE: INTRODUCTION ....ccoiiiiiiieitsiseeee e 1
IS [ 0o [ od £ o o USSR 1
1.2 Background of the StUdY..........ccceeviiiiiicii e 1
1.3 Problem Statement.........ccoviiiiiieieee e 12
1.4 Motivation 0f the STUAY ........cccoveiiiie e 26
1.5 Objectives of the STUAY ........ccccuiiiiiii e 31
1.6 ReSearch QUESTIONS .........ccviiiieiirie it ste ettt ere e sree e beesane s 33
1.7 SCOPE OF the STUAY ....c.eoveiiiiiiiieieee s 34
1.8 Contribution of the StUdY.........ccoeviiiiiie e 34
1.8.1 Contribution to KNOwWIedge ..........cccooviiiiiiiiiiieeeeeee e, 34
1.8.2 Contribution to INAUSELIY .......cociieiiiieceee e 39
1.8.3 Contribution to Policy MakKers...........cccoeviieniniiiiiieseseeee, 40
1.9 Structure of the StUAY........cocvoiiieiece e 41
CHAPTER TWO: LITERATURE REVIEW........cc oot 42
2.1 INEFOTUCTION ...ttt ae e nre s 42
2.2 COrporate GOVEIMANCE .......eeeivrieiiiieiieeesieeessteeessteeessbeesssreessseessseeesseeesnes 42
2.2.1 Corporate Governance Definition...........c.cccoevvnenineniniiniecicen, 42
2.2.2 Corporate Governance Importance for Banks............ccccceceveiveennen. 43
2.2.3 Corporate Governance Features in Islamic Banks...........c.ccccceeuene, 44
2.3 Shari’ah Governance in ISIamic Banks.........cccccoveiiiiiinnenie e 45
2.3.1 Shari'ah Governance Definition...........cccocvvveiiieiicie e, 45
2.3.2 Shari'ah Governance Mechanism in Islamic Banks....................... 46
2.3.3 Issues of the Shari'ah Supervisory Board............c.ccocoooviininniiinnnnn, 47
2.3.4 Shari'ah Governance MOGEIS .........ccccooieiiiiiiiieiic e, 50
2.3.4.1 Shari‘ah Governance Models (SSB at National and
Institutional 1eVelS) ........cocoiveiiiii e 50
2.3.4.2 Shari‘ah Governance Models based on the Degree of
Regulatory Interference........ccccveveeve i 55
2.4 Prior Literature On Shari‘ah Supervision in Islamic Banks...................... 60
2.4.1 Existing Studies on Shari’ah Supervisory Function, Issues
1[0 o 0 (=S 60
2.4.2 Existing Empirical Studies on the Impact of Dual Board
Structure on IBs’ Performance ...........ccccovvveiiiiniiiesniie e 68



2.4.3

2.4.2.1 Critical Analysis on Empirical Studies on the Impact
of Dual Board on IBs’ Performance.............ccccovuvveniinnnne,
Studies on the Moderating Impact of Ownership Structure ...........

2.4.4 Gap inthe LIterature.......cccccveeiieie e
2.5 CONCIUSION ..ottt

CHAPTER THREE: THEORETICAL FRAMEWORK AND

HYPOTHESIS..

200 A 101 (oo [FTox [ o ISR
3.2 The Conceptual FrameWOorK............ccoiveiiiieiieeie e

3.2.1

3.2.2

Underpinning TEOFIES ........ccoiviiiiiiiiieieeee e
3.2.1.1 AQENCY TNEOIY ..oveiiieiee et
3.2.1.2 Stewardship TREOIY .........cccceririiieieieiese e
3.2.1.3 Resource Dependence Theory.......ccccevevieevieeveseeseesnenn
3.2.1.4 Stakeholder Theory ...
The Research Theoretical Framework..........cccocovvvviiiiiiniciennn,

3.3 Hypothesis DevelopPMENT ..o

3.3.1

3.3.2
3.3.3

3.34

3.35

3.3.6

Dual Board Governance Structure and Banks Performance...........
3.3.1.1 Board of Directors and Bank Performance ............c..c.......
3.3.1.2 Shari’ah Supervisory Board and Bank Performance ........
3.3.1.3 Shari’ah Supervisory Board Characteristics and
Banks Performance..........ccoocvvieienene s
3.3.1.3.1 Shari’ah Supervisory Board Size and
Bank Performance ...........ccccooceviviiininicnieienn,
3.3.1.3.2 Shari’ah Supervisory Board Education
and Bank Performance ............ccocovvveiveieeinnnn,
3.3.1.3.3 Shari’ah Supervisory Board Reputation
and Bank Performance ............ccccoevveiveieneennn,
3.3.1.3.4 Shari’ah Supervisory Board Cross-
membership and Bank Performance..................
3.3.1.3.5 Shari’ah Supervisory Board Expertise and
Bank Performance ...........ccccooceviiviieniniieneienn,
3.3.1.3.6 Change in Shari’ah Supervisory Board
Composition and Bank Performance.................
3.3.1.4 Interactive Effect of SSB and BoD on Bank
PerfOrManCEe.........coveiieie e
The Financial Crisis 0f 2008............ccooeiiiieiiieiiesee e
Impact of Regulatory ENVIronment ...........ccooevvienenenesesieieeens
3.3.3.1 Moderating Impact of Shari’ah Governance
Structure MOUGEIS .....oovveieiieceee e
3.3.3.2 Moderating Impact of Regulatory Environment................
Moderating Impact of Ownership Structure...........ccccccevveivrvennenn,
3.3.4.1 Degree of Ownership Concentration...........c.cccccvevveennne,
Small, Large, and Optimal Shari’ah Supervisory Board Size........
3.3.5.1 Small vs. Large Shari’ah Supervisory Board Size ............
3.3.5.2 Optimal Shari’ah Supervisory Board Size .............cccvenee.
Firm and Country Variables as Control Variables .........................
3.3.6.1 Firm-Specific Variables............cccccoviiiiininiiiieen,
3.3.6.1.1 RIiSK-TaKiNG ......ccervriiiiiiiiie e



3.3.6.1.2 Capitalization...........ccoovvieieieiiii e, 130

3.3.6.1.3 BanK SizZe......cccvviiiiieiiienene e, 130
3.3.6.1.4 BanK AQe.....ooeiiieieeie e 131
3.3.6.2 Country-Specific Variables ...........cccccevvvieiiiicic e 131
3.3.6.2.1 Gross Domestic Product...........ccccoevververienennnnn. 131
3.3.6.2.2 INFIAtioN .....ocveviiiiiiiieee e, 131
KRR O o] o 111 o] o RSP TR 133
CHAPTER FOUR: RESEARCH METHOD........cccoiiiiieieiecese e 134
4.1 INTFOAUCTION ...t 134
4.2 Sampling and Data ColleCtion ............c.ccooviiiiiiiiiiciec e 134
4.3 Data ANAIYSIS ...cveeiieiieiie et 139
4.3.1 DiIagnOSHIC TEST...cuiiiiiiiiiiieieieiese e 140
4.3.2 Generalized Method of Moments (GMM) .........cccccoceiveveeiiiiennnn, 141
4.3.3 Hierarchical Multiple Regression ...........ccooeveieiineninenisieees 146
4.4 Measurements Of Variables.........ccocovvviiiiiiiiniieee e 148
4.4.1 Measurements of Dependent Variables..........ccccooveviniiiiiniennn 148
4.4.1.1 Return on ASSetS (ROA)......ccviieiieiiee e 149
4.4.1.2 Return on EQUity (ROE)......cccooviiiiiiieiiiieeceeeiees 149
4.4.1.3 Operational Efficiency (ROIAE).......c.ccccoveviviveiieiiee 150
4.4.1.4 Tobin’s Q (TQ)u.eieeiereiiireeeierieriereese e se e e e aeaeees 150
4.4.1.5 Zakat on EQUItY (ZOE).....ccccccvivieiieie e 150
4.4.2 Measurements of Independent Variables............cccocovvniniiiiniennn. 153
4.4.2.1 Strong Board of DIireCtors .........cccccevvevveseeseenesie e 153
4.4.2.2 Effective Shari’ah Supervisory Board............ccoovvrvennnn. 153
4.4.2.2.1 Reliability and Validity of SSB-SCORE........... 155
4.4.2.3 Shari’ah Supervisory Board Characteristics............c......... 158
4.4.2.3.1 Shari’ah Supervisory Board Size...........cc........ 158
4.4.2.3.2 Shari’ah Supervisory Board Educational
QualifiCation........cceeviicieeiiecceece e 160
4.4.2.3.3 Shari’ah Supervisory Board Reputation ........... 160
4.4.2.3.4 Shari’ah Supervisory Board Cross-
MeMDErship ..o 160
4.4.2.3.5 Shari’ah Supervisory Board Expertise.............. 161
4.4.2.3.6 Change in Shari’ah Supervisory Board
COMPOSITION ..o, 161
4.4.3 Measurements of Moderating Variables............cccocoviiiiiiieinnen, 161
4.4.3.1 The Financial Crisis 0f 2008 .........c.ccccoocvvieiivnieiie e 161
4.4.3.2 Ownership Concentration............cccoceeveeiiieiiecieecine e, 162
4.4.3.3 SG Structure Models (CSGM vs. DSGM) ........ccccevvennennn, 162
4.4.3.4 SG Regulatory Environment Models (Pro-active vs.
Minimalist MOdels) .........ccoovviiiiiiiicee e 162
4.4.4 Measurements of Control Variables ..., 162
O O] o 113 o] o SR 166
CHAPTER FIVE: RESULTS AND DISCUSSION.......cociiiieiieie e 167
5.1 INErOQUCTION ...ttt 167
5.2 DeSCrIPtiVe STALISTICS.......eiveeieeieieie e 167
5.2.1 Descriptive Statistics of Dependent Variables ...........ccccceeerennene. 167

Xi



5.2.2 Descriptive Statistics of Independent Variables.............ccccoennnn, 171

5.3 DIagNOSLIC TESL....ecviiieiiieiicieeste ettt re e ens 180
5.3.1 OULHIEIS ..ottt 180
5.3.2 NOMMAlILY TEST...ccuiiiiiieiice e 181
5.3.3 LINBAITY ...ttt 182
5.3.4 MUIICOIINEAIILY ....c.veivieircie e 183
5.3.5 AULOCOITEIAtION ..o 188
5.3.6 HeteroSCedaStiCity .......cccciveruiiieiieie e 189
5.4 Result of Regression ANAIYSIS ..o 191
5.4.1 Dual Board GOVErnance SIrUCTUIE.........ccoueruerverenieriesiesieseeeeneenens 192
5.4.2 Shari’ah Supervisory Board CharacteristiCs ..........cccocvevvrivereennenn. 196
5.4.3 Interactive Effect of SSB and BOD...........ccooceviiiiiiiniiiiicien, 201
5.4.4 The Financial Crisis 0f 2008.............cccoceiinieniieiiee e 204
5.4.4.1 Dual Board Governance Structure during the
Financial Crisis 0f 2008...........cccccvevviieiieee e, 204
5.4.4.2 SSB Characteristics during the Financial Crisis of
2008 ... 206
5.4.5 Moderating Effect of SG Structure Models (CSGM vs.
DSGM) et 208
5.4.6 Moderating Effect of SG Regulatory Environment Models
(Pro-active vs. MinIMaliSt) ..........ccooiiiiiiiniiieesc e 212
5.4.7 Interactive Effect of SSB and Ownership Concentration................ 216
5.4.8 Small vs. Large SSB SIZe ........cccociiiiiiiiicie e 220
5.4.9 Optimal SSB SIZE .....ocveiiveiiieeceee et 223
5.5 CONCIUSION ...ttt nne s 228
CHAPTER SIX: SUMMARY AND CONCLUSION........cccooiviieiece e 229
6.1 INTFOTUCTION ..ottt 229
6.2 OVerview OF the STUAY ........coeiiiiiiiee e 229
6.3 Summary of the FINAINGS .........ccoeiiiiiiie e 230
6.4 Summary of the IMmplCatioNS............cooviiiiiiiiie e 233
6.4.1 Theoretical ContribULION..........cccoviiiiiiieieee e 233
6.4.2 Practical and Policy Implications ...........ccccooviininiieniniiiccen, 235
6.5 LIMITALIONS ..ot 241
6.6 Recommendations For Further Research..........ccccocevvieiiiiiininincee, 242
6.7 CONCIUSION ..ot nre s 244
REFERENGCES. ..ottt sttt sne e e 245
APPENDIX A: THE EXISTING SHARI’AH SUPERVISION
MEASUREMENTS ..ot 269
APPENDIX B: ISLAMIC FINANCE REGULATORY ENVIRONMENT
FOR TOP 10 COUNTRIES IN ASSETS ..ot 270
APPENDIX C: COMPARATIVE OVERVIEW OF SOUND SG
PRACTICES IN MALAYSIA VS. GCC COUNTRIES............ 271

APPENDIX D: COMPARATIVE OVERVIEW OF THE ASSESSMENT
OF IFIS UPON THEIR SSBS IN MALAYSIA VS. GCC
COUNTRIES ...t 272

Xii



APPENDIX E:

APPENDIX F:

SSB SIZE AND ITS QUADRATIC VALUE AND BANK
PERFORMANCE (PANEL A), GMM RESULTS...........cccoeee..

LIST OF ISLAMIC BANKS INCLUDED IN THE
STUDY SAMPLE

Xiii



LIST OF TABLES

Table No.

2.1  SG Models Classification across Jurisdictions (CSGM or DSGM)

2.2 Regulated and Unregulated Jurisdictions

2.3  SG Models based on the Degree of Regulatory Interference across
Jurisdictions

2.4 Summary and Critical Review of the Important Related Studies on
SG Practices

2.5  Summary and Critical Analysis on Previous Literature on BoD
and SSB Effects on Performance of IBs

3.1  AAOIFI Scholars Membership at the SSBs of IFls in (2010)

3.2 Summary of the Research Questions, Variables and Hypotheses

4.1  Sample Distribution

4.2 Summary of the Objectives, Questions, Hypotheses and Analysis
Method

4.3  Constructing the SSB Score

4.4  Reliability Coefficients of SSB Score

45 Kappa’s Coefficient Values of SSB Score

4.6  Measurement of SSB Size, Small/Large, and Each Different SSB
Size

4.7  Summary of the Study Variables Measurements

5.1 Descriptive Statistics for Performance

5.2  Descriptive Statistics for Continuous Variables

5.3  Descriptive Statistics for Dichotomous Variables

5.4  Normality Test for Variables

5.5  Standard Deviation of Performance and the Residuals

5.6  Pearson Correlations

Xiv

Page No.
55

57

59

67

74

108
132
138

147
154
156

157

159
164
170
177
179
182
183
185



5.7
5.8
5.9
5.10

5.11

5.12

5.13

5.14

5.15

5.16

5.17

5.18

5.19

5.20

6.1

Results of Standard Tests on VIF
Durbin-Watson Test for Autocorrelation
Result of Heteroscedasticity Test

Dual Board Governance Structure and Bank Performance (Panel
A), GMM Results

SSB Characteristics and Bank Performance (Panel A), GMM
Results

Interaction Effect (SSB and BoD) on Bank Performance (Panel
A), GMM Results

Dual Board Governance Structure and Bank performance in
Presence of the Financial Crisis (Panel A), GMM Results

SSB Characteristics and Bank Performance in Presence of the
Financial Crisis (Panel A), GMM Results

SSB and Bank Performance for IBs under CSGM vs. DSGM
Models (Panel C & D), GMM Results

SSB and Bank Performance for IBs under Pro-active vs.
Minimalist Models (Panel E & F), GMM Results

Interaction Effect of SSB and Ownership Concentration on Bank
Performance (Panel A), GMM Results

SSB Size (Small vs. Large) and Bank Performance (Panel A),
GMM Results

SSB Size (Each SSB Size) and Bank Performance (Panel A),
GMM Results

Summary of the Research Questions and Hypotheses Testing

Summary of the Research Objectives, Findings, and Implications

XV

186
189

190

195

200

203

205

207

211

215

219

222

226
227

239



LIST OF FIGURES

Figure No.

1.1  Corporate Governance Structure for IBs

1.2 Shari’ah Supervision Models (CSGM & DSGM)

1.3  Shari'ah Governance Models based on the Degree of Regulatory
Interference

1.4  Main Stakeholders Which Influence IBs’ Performance

2.1  Top Countries with Centralized SSBs based on Islamic Finance
Assets

3.1  The Conceptual Framework

3.2 The Research Theoretical Framework

XVi

Page No.

10
13

54
89
98



AAOIFI
AGT
BoD
BoDs
CB
CBs
CG
CSGM
DSGM
IAHs
IB

IBs
ICLR
IFIs
IFSB
RDT
ROA
ROE
SEM
SG
SKT
SSB
SSBs
STD
UIA
GMM
OLS
CEO
COPER
ISPER
GCC
CSR
0] [6:

LIST OF ABBREVIATIONS

Accounting and Auditing Organization for IFIs
Agency Theory

Board of Directors

Boards of Directors

Conventional Bank

Conventional Banks

Corporate Governance

Centralized Shari’ah Governance Model
Decentralized Shari’ah Governance Model
Investment Account Holders

Islamic Bank

Islamic Banks

Islamic Commercial Law Report
Islamic Financial Institutions
Islamic Financial Services Board
Resource Dependence Theory
Return on Assets

Return on Equity

Structural Equation Modeling
Shari’ah Governance

Stakeholder Theory

Shari’ah Supervisory Board
Shari’ah Supervisory Boards
Stewardship Theory

Unrestricted Investment Account
Generalized Method of Moments
Ordinary Least Square

Chief Executive Officer
Conventional Performance

Islamic Performance

Gulf Cooperation Council

Corporate Social Responsibility
Organization of Islamic Cooperation

Xvii



CHAPTER ONE
INTRODUCTION

1.1 INTRODUCTION

The importance of corporate governance (CG) concept has attracted attention from
researchers and businesses especially after the global financial crises of 1997 and
2008. This is due to weak CG in financial institutions leads to weak performance,
which in turn would affect the financial system as a whole (Minton et al., 2010).
Recently, there is a noticeable increase in the literature that highlights the CG and
their impact on performance and risk in the banking industry, particularly in
developing countries (see, e.g., Mahmood and Islam, 2015; Liem, 2016; Alobaidi et
al., 2017). More specifically, there is an absence of empirical studies on the Islamic
banks’ (IBs) CG. Thus, this study contributes to the literature by offering an empirical
study concerning the impact of Shari’ah supervisory board (SSB), board of directors

(BoD), and ownership structure on I1Bs performance across jurisdictions.

1.2 BACKGROUND OF THE STUDY

There is no doubt that good CG has a positive impact on performance, where most of
the studies confirm that good governance would improve companies’ profitability,
productivity, competitiveness and decreases risk (Todorovic, 2013). This impact
would be reflected in improving the financial system and then the economies
especially for the developing economies (Abdurrouf, 2011). For both, the developing
and underdeveloped economies, banks play a significant role in enhancing the
economic development since they are the main source of finance and investment

(Zulkafli et al., 2010). This explains why countries are keen on the stability of their



financial institutions. There is a belief that this requires promoting stakeholders’
value, which will not be achieved only by strengthening their confidence in the
financial institutions such as banks.

The Islamic banking industry has grown rapidly since the early 2000s
(Safiullah and Shamsuddin, 2018) and become most competitive to the conventional
banking (Kamarudin et al., 2014). This growth is due to many reasons, led by the
religious aspect that encourages Muslims to use banks that comply with Shari’ah rules
particularly in a Muslim majority country (Ashraf et al., 2015; Ullah and Khanam,
2018). Further, many industry players have shifted their interests towards the Islamic
financial system as a viable alternative to the conventional one after the series of
failures of several conventional financial institutions due to the crisis of 2008 (Kassim
and Majid, 2010).

IBs differ from its conventional counterparts in their functions, structure, and
objectives (Mohammed and Muhammed, 2017a). The main difference distinguishing
the 1Bs from conventional banks (CBs) is the absolute prohibition of interest (riba)
(Ghayad, 2008), business concerning alcohol, gambling, and excessive speculation
(Zirek et al., 2016). I1Bs should guarantee that all their products and operations are
compliant with Shari’ah rules and principles (Grais and Pellegrini, 2006a).
Accordingly, IBs have unique agency issues which give rise to different agency
conflicts that might exist in IBs as compared to the CBs (Farag et al., 2017). Besides
the common agency problems that occur between managers and shareholders, 1Bs are
also likely to encounter additional agency problem, e.g., in any case managers deviate

from their duty, to ensure Shari‘ah implementation (Zainuldin et al., 2018).



Thus, the governance structure of IBs requires them to establish SSBs besides
the usual BoDs (Alnasser and Muhammed, 2012; Nomran et al., 2018). This extra
layer of governance, as represented by SSB, aims to approve and report on IBs’
compliance with moral values (Abdelsalam et al., 2016; Shibani and De Fuentes,
2017). As Al-Malkawi and Pillai (2018) state, SSB serve as the governance cockpit
for certifying IBs transactions.

In other words, IBs have “multi-layer” governance structure, i.e. SSB besides
BoD instead of “singlelayer” structure (Mollah and Zaman, 2015; Bukair and
Rahman, 2015; Abdelsalam et al., 2016; Almutairi and Quttainah, 2017; Rafay et al.,
2017; Farag et al., 2017; Shibani and De Fuentes, 2017; Safiullah and Shamsuddin,
2018). As Farag et al. (2017) argue, there is an ongoing debate in the the CG literature
about the advantages and disadvantages of single-tier boards versus the dual board
structure. The decision-making process is much faster in single-tier boards as the
frequency of meetings is higher compared with the dual board structure, while in
contrast, the separation of control and managerial tasks was regarded as one of the
major advantages of the dual board structure (Jungmann, 2006).

This discussion requires us to initially understand the meanings of important
terms such as “Corporate Governance (CG)”, “CG system” and “CG mechanism”. CG
is "the set of mechanisms that induce the self-interested controllers of a company to
make decisions that maximize the value of the company to its owners" (p.1) (Denis
and McConnell, 2003). According to Weimer and Pape (1999) and Aljifri and
Moustafa (2007), a CG system is defined as “a more-or-less country-specific
framework of legal, institutional and cultural factors shaping the patterns of influence
that shareholders (or stakeholders) exert on managerial decision-making” (p.1) (p.72).

Also, CG is the system which directs and controls companies (Gitman et al., 2010).



In contrast, CG mechanisms are defined as “the methods employed, at the firm
level, to solve corporate governance problems” (p.73) (Aljifri and Moustafa, 2007).
Literature indicates that internal CG mechanism includes BoD and ownership
structure whilst external focuses on the market and legal regime (Abdullah and
Muhammed, 2012).

Therefore, on that basis, Shari ‘ah governance (SG) is defined as "the internal
mechanism which helps to ensure that an Islamic financial institution complies with
the Shari ‘ah In its operations and activities which helps it to achieve the objectives of
magqasid al-Shari‘ah”, and hence, SG system is "the system by which the SSB is
controlled and directed for the purpose of Shari‘ah compliance” (p.176) (Grassa,
2013a). The SSB, in this case, is the most important CG mechanism that ensures
compliance with Shari‘ah rules in IBs (Besar et al., 2009). It acts as a key internal
control mechanism (Haniffa and Hudaib, 2007) that increases the stability and
therefore the profitability of IBs (Ajili and Bouri, 2018a). SSBs add great value to IBs
as a CG mechanism by overseeing managers’ behaviour and minimizing the
probability of unethical practices (Quttainah and Almutairi, 2017).

Given that such system and mechanism, as represented by SG and SSB, do not
exist in the CBs, therefore, they are the main governance features of IBs that
distinguish them from the CBs (Mollah and Zaman, 2015). Despite SG is relatively
new, it was known during early modern Muslim societies as the institution of Hisbah®.
Currently, SSB is therefore the ideal institution to play the role of Hisbah in IBs

(Hakimi et al., 2018).

! “Hishah is referred to enjoining of evidently abandoned good and forbidding what is indecent and
evil. The Hisbah system is run by Muhtasib (supervisor) whose responsibilities are to control the
unethical actions in society’s economic affairs. Thus, board members who are the trustees of
shareholders might play important roles as Muhtasib by monitoring and instructing the bank’s
management in ensuring that the business activities are parallel with Shari’ah” (Zainuldin et al., 2018).



Figure 1.1% provides a clear explanation for the CG framework of 1Bs and the
interactions between a bank’s various actors (i.e., management, BoD, SSB, and
shareholders). As the Figure 1.1 shows, both boards (BoD and SSB) are appointed by
the shareholders in order to monitor management. The reason is that the operation
mechanism of IBs are mainly based on the Islamization in all their activities and
operations (Grassa, 2013a; Grassa, 2013b), for this, IBs operate based on a profit and
loss and (risk-sharing) model instead of interest-based (riba’) as in the CBs (Mollah

and Zaman, 2015).
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Figure 1.1 Corporate Governance Structure for IBs

As BoD is a powerful internal governance mechanism affecting IBs
performance, SSB is also an important stakeholder that affects their performance
besides BoD and the ownership structure (Mohammed and Muhammed, 2017a). The

decision-making of management in the IBs is indeed constrained by an SSB that

2 Figure 1.1 adapted from: (Abdelsalam et al., 2016; Shibani and De Fuentes, 2017).



rejects any proposals in the light of the Shari’ah principles (Ghayad, 2008); therefore,
BoD is obliged to obey the SSB decision (Alnasser and Muhammed, 2012). The
nature of the SSBs decision may influence the acceptance of one product over another,
hence; the SSB certification of approval could increase or decrease the volume of
banking business especially there is no rights are given for the management to involve
in the SSB decision (Mohammed and Muhammed, 2017a). In addition, the SSB role
means that products are likely to be Shari’ah compliant and less risky, and then, it
ameliorates the negative effects of excessive risk-taking and contributes to better
performance of I1Bs (Mollah and Zaman, 2015).

Also, some shareholders or the senior management may blame the SSBs for
any operating loss, e.g., in dealing with calculation of actual expenses of the penalty
arising from late payments to be recorded as an income in the profit and loss statement
or even in Zakat accounting or in making recommendations for the profit qualification
reserve provisions, which may affect the bank’s profitability (Bakar, 2016). Although
economic calculation and the profit concerns of the IBs are allocated to the BoD, the
appreciation of the licit character of this profit is allocated to the SSB (Ghayad, 2008).
Further, effective SSB members with diverse professional backgrounds may enable
juristic Shari’ah decision-making and greater conformity to Shari’ah principles and as
such influence the level of IBs' risk (Safiullah and Shamsuddin, 2018). Thus, as a
result, the establishment of an SSB for IBs is very essential (Amin et al., 2013;
Mohammed and Muhammed, 2017a).

However, the BoD effectiveness is determined by its characteristics such as
independence, size, and composition (John and Senbet, 1998). Similarly, a multitude
of variables relating to the SSB characteristics may determine how effective the SSB

conducts its task. The variables include SSB size, cross-membership, doctoral



qualification, reputation, expertise and change in the board composition (Farook and
Lanis, 2007; Farook et al., 2011; Rahman and Bukair, 2013; Nomran et al., 2017;
Almutairi and Quttainah, 2017; Nomran et al., 2018, Hakimi et al., 2018).

According to Grais and Pellegrini (2006a), Grassa (2013a), Bukhari et al.
(2013), and Ben Bouheni and Ammi (2015), there are five issues of CG resulted from
the SSBs function. First, the independence of SSBs opinions and decisions as IBs
management appoints these boards’ members and suggests their reward which in turn
may have a negative effect on the SSBs independence. Under such conditions, IBs
management may tend to affect SSBs decisions (fatwas) by using the management
authority, thereby promoting “fatwa shopping™®. Second, the confidentiality of SSBs
members especially when some of them holding multiple board appointment in
different IBs which may be reflected negatively on their independence. The third and
fourth issues are respectively the competence of SSBs members and the consistency of
opinions (fatwas) across IBs, time, and across countries. Finally, the fifth issue is the
disclosure practices regarding SG function as IBs should provide clear information
about their SSB responsibilities, fatwas, and members (Grais and Pellegrini, 2006a;
Grassa, 2013b; Ben Bouheni and Ammi, 2015).

Currently, IBs operate across jurisdictions under various SG structure (Hasan,
2009), which refers to the structures and processes that ensure IBs compliance with
Shari’ah rules (Ahmed, 2011). Several studies classified SG models into two main
models which are the centralized and decentralized models (CSGM and DSGM) (see,
e.g., Grais and Pellegrini, 2006a; Grais and Pellegrini, 2006b; Alman, 2012; Hassan et

al., 2013; Hamza, 2013). DSGM reflects the Shari’ah supervision at the institutional

3 Fatwa shopping “refers to seeking opinion and rulings by Islamic scholars on matters where there is
ambiguity that a certain product or banking activity is in line with Shari’ah or not” (p.42) (Malik et al.,
2011).



