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Abstract We examine whether the difference in governance structures influences the risk
taking and performance of Islamic banks compared to conventional banks. Using a sample of
52 Islamic banks and 104 conventional banks in 14 countries for the period from 2005 to 2013,
we conclude that the governance structure in Islamic banks plays a crucial role in risk taking as
well as financial performance that is distinct from conventional banks. Particularly, we show
that the governance structure in Islamic banks allows them to take higher risks and achieve
better performance because of product complexities and transaction mechanisms. However,
Islamic banks maintain a higher capitalization compared to conventional banks. These results
support the research on Islamic investment and risk taking. Our results add a new dimension to
the governance research that could be a valuable source of knowledge for policy makers and
regulators in the financial services sector.
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1 Introduction

In the field of banking and finance, the world has experienced in the last few decades the
evolution of the Islamic mode of banking and its rapid growth in Muslim countries. In
particular, Muslim countries contain more than a quarter of the world’s population.' In
addition, Islamic finance has seen substantial expansion in non-Muslim countries in terms of
global financial assets and market share. The financial assets of the Islamic financial sector
totalled US$1.7 trillion in 2013 and grew 50 % faster than the overall banking sector with an
average annual growth of 17.6 % from 2008 to 2012 (Ernst and Young 2012). Further, Islamic
bank assets are expected to reach US$3.4 trillion by 2018 (Ernst and Young 2013) and US$6.5
trillion by 2020 (IFSB 2010; Cihak and Hesse 2010). Despite the progress made by Islamic
banks, the Islamic banking industry should not be viewed in isolation. The specific codes of
behavior in the Muslim religion (see, e.g., Abedifar et al. 2013) and the distinctive character of
Islamic banking have led to increasingly unique differences between Islamic and conventional
banks.

The difference between Islamic and conventional banking is that Islamic banking discards
the conventional interest-based financial system and follows the principles of Islamic law
promoting property rights, profit-risk sharing, and the sanctity of contracts (Zaher and Hassan
2001; Igbal and Llewellyn 2002). The prohibition of interest or usury (riba) in Islam does not
mean that credit is prohibited, capital is not rewarded, or that risk is not priced. By developing
a Shari’ah-compliant alternative, Islamic banks offer a distinct business model from the
conventional banks. ? Unlike their conventional counterparts, Islamic banks have developed
specific forms of financial contracts to replace the interest rate mechanisms in financial
transactions.

Furthermore, due to Shari’ah supervision on risk taking, Islamic banks are not equally
exposed to external shocks.® Hence, these banks are less susceptible to insolvency because of
the nature of Islamic financial contracts that have a wider range of arrangements for risk and
liability sharing between the bank and their clients compared with conventional banks. These
differences provide for social, ethical, and moral financial solutions to economic problems in
transactions through conformity with Shari’ah principles. Moreover, while conventional banks
provide financial intermediation services on the basis of a rate of interest on assets and
liabilities, Islamic banks can act as both an intermediary of funds and as an entrepreneur and
financier of real business activities in their own right.

What distinguishes Islamic banks from their conventional counterparts is not only the
replacement of interest but also the significant monitoring role that Shari’ah law plays in the
governance structure as opposed to conventional banks (Mollah and Zaman 2015). In Islamic

! In 2014, Muslim population was 2038.04 million, which was 28.26 % of the total world population of 7151.51
million. Muslim countries in Asia and Africa had 27.56 % Muslim population (i.e., 1971.08 million), while non-
Muslim counties in North America, Europe, Oceania, and South America had 0.7 % (i.e. 66.96 million) (see
http://muslimpopulation.com/World).

2 Islamic banking offers a two-tiered business model: mark-up financing (murabaha) and profit-sharing financ-
ing (mudaraba and musharaka). Overtime, the former became the dominant mode of financing in Islamic banks
given that there are some inherent problems in applying the latter in practice, such as moral hazard.

* Islamic banks are neither exposed to toxic securities nor offered products like CDOs or MBS due to the
prohibition by the Shari’ah (Ahmed 2009). The derivative products like CDS are prohibited under Islamic law
due to the existence of risky or hazardous sale. In fact, Islamic law prohibits any transactions involving
unnecessary uncertainty (gharar) and gambling (maysir), which includes short selling, arbitrage, betting and
speculation (Aziz et al. 2009).
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banks, while the customary board of directors performs the executive role, they also enforce
the authority of the Shari’ah board to perform either supervisory or advisory roles, or both.
Chowdhury and Hoque (2006) consider the Shari’ah board as a supra authority that is an
integral part of Islamic banks’ governance.* Further, in a study covering Islamic banks in 25
countries, Mollah and Zaman (2015) find a positive impact of the Shari’ah board’s supervisory
role on the performance of Islamic banks.

The key question of this paper is: how strong is the governance structure of Islamic banks?
We argue that the natures, qualities, and commitments of the regular board of directors in
Islamic banks and in conventional banks are different. This is because the former is charged
with adhering to Islamic doctrine, which demands that specific codes of behavior be followed
and reflected in financial arrangements and transactions. Thus, the governance structure in
Islamic banking is unique because of the Shari’ah board’s supervision.

Accordingly, there is an open empirical research question as to whether the different
governance structure explains the risk taking and performance in Islamic banks. Therefore,
given the distinctions between Islamic banks and conventional banks, this study examines
whether their governance structure influences risk taking and performance differently. By
using a sample of 52 Islamic banks and 104 conventional banks in 14 countries over the period
from 2005 to 2013, we conclude that the governance structure in Islamic banks plays a crucial
role in increased risk taking as well as enhanced financial performance, which is different from
conventional banks.

This study contributes to the literature on banking in several ways. First, this is the first
cross-country study that examines the influence of the governance structure on the risk taking
and financial performance of Islamic banks. By simultaneously analyzing both Islamic banks
and conventional banks, we complement the works of Cihak and Hesse (2010), Hasan and
Dridi (2010), Abedifar et al. (2013), Beck et al. (2013), and Mollah and Zaman (2015). These
studies provide comparative analyses on financial stability, risk management, performance,
and efficiency between these two types of banks.

Second, this study constructs a unique database by using 12 hand-collected governance
items, which has not been done in previous banking governance research. This data set
captures a wider spectrum of measures of board and CEO structures, board competence, and
board diversity for both Islamic banks and conventional banks. Therefore, this study provides
a new governance dimension to the banking literature.

Finally, in examining the effect of governance on risk taking and performance, this study
also extends pooled sample estimations by splitting the sample into big and small banks, Gulf
Cooperation Council (GCC) and non-GCC banks, Muslim majority population and non-
Muslim majority population banks, and high Islamicity and low Islamicity banks.’ In a
cross-country environment, these extended analyses capture some interesting findings. In
particular, the governance-performance relations for small Islamic banks, Islamic banks in
GCC countries, and the low Islamicity and non-Muslim majority regions. These results
provide additional valuable insights into the nature and role of Islamic banks’ governance
structure in performance and risk taking.

4 Although the governance structure of conventional banks in some countries like Germany or Austria includes a
supervisory board, the monitoring mechanism of the Shari’ah Supervisory Board (SSB) is much more effective
(Mollah and Zaman 2015).

°> We take the definition of Islamicity from Rehman and Askari (2010).
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The paper is organized as follows: Section 2 presents the theory and hypotheses of the
study. The data and method are described in section 3. Section 4 presents the empirical results,
and section 5 concludes the study.

2 Theoretical motivation and hypotheses development

The corporate governance and bank risk-taking literature emphasizes shareholder and manager
incentives. Similar to other corporations, bank shareholders have a preference for excessive
risk taking due to the moral hazard problem, limited liability, and convex pay-off systems
(Galai and Masulis 1976; Jensen and Meckling 1976; John et al. 1991). However, due to the
higher level of information asymmetry in banks, dispersed and unsophisticated debt holders
cannot prevent the shareholders from excessive risk taking by initiating complete debt
contracts on an ex-ante basis (Dewatripon and Tirole 1994). Therefore, bank shareholders
have strong incentives to undertake excessive risky investments to maximize their benefits at
the expense of deposit insurers and taxpayers. In addition, John et al. (1991) conclude that risk-
adjusted deposit insurance premiums and risk-adjusted capital requirements fail to mitigate the
moral hazard problem and fully control banks’ risk-taking incentives. In such a context, the
bank managers’ opportunistic behavior depends on the governance structure. Akhigbe and
Martin (2008) and Pathan (2009) highlight the disclosure, governance, and risk-taking prac-
tices of U.S. banks surrounding the Sarbanes-Oxley Act of 2002.

The studies by Sierra et al. (2006), Andres and Vallelado (2008), Adams and Mehran
(2012), Aebi et al. (2012), Francis et al. (2012), Wintoki et al. (2012), and Pathan and Faff
(2013) investigate the governance mechanism and its effect on firms’ performance and value.
Sierra et al. (2006) suggest that a strong board can improve a bank’s performance. Adams and
Mehran (2012) produce similar results for the board’s size, but they fail to identify any relation
between performance and independent directors. Andres and Vallelado (2008), on the other
hand, show a positive but concave effect for both banks’ boards and independent directors on
performance. Furthermore, Wintoki et al. (2012) report no relation between a board’s size or
independence and the firm’s performance, but Francis et al. (2012) show that better governed
firms perform well during financial crises. Despite the well-known governance literature in the
context of the banking industry, there is a relative lack of research on the relation between
governance and risk taking in Islamic banks.

The literature often separates the examination of issues pertaining to Islamic and conven-
tional banks into the differences between their respective business models (Beck et al. 2013).
Islamic banks differ from conventional banks through the imposition of certain religious
principles on the products offered, which are free from the establishment of interest (riba)
(see, e.g., Obaidullah 2005) and excessive uncertainty (gharar) (Abedifar et al. 2013).
Accordingly, Islamic banks have developed different operational mechanisms such as profit-
loss sharing (Mudaraba) and nonprofit-loss sharing (Murabaha and Ijara) (Khan and Ahmed
2001) as alternatives to time deposits, debt financing, and lease financing in conventional
banks. The Shari’ah board, which ensures banking operations and products are compliant with
Islamic principles, is an important part of Islamic banks’ governance.

The prohibition of receipts and payments of interest is the center of the Islamic financial
system and is supported by other principles of Islamic doctrine that advocate for risk sharing,
property rights, and the sanctity of contracts (Zaher and Hassan 2001). While conventional
banks typically apply the concept of interest as a return on capital, Islamic banks rely on more
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sales-type products and services. These products and services are based on profit-loss sharing,
mark-up financing and leasing, and relationship-type banking. The interest-free financial
system has attracted considerable attention from corporations, policy makers, and other
stakeholders. Beck et al. (2013) find few significant differences between the business models
of Islamic banks. They find evidence that Islamic banks are less cost effective but have a
higher intermediation ratio, higher asset quality, and better capitalization. Cihak and Hesse
(2010) find that the risk management of Islamic banks, compared to conventional banks,
depends on the size of the banks. Abedifar et al. (2013) extend this finding by examining the
relation between investor religiosity and a bank’s size.

The religious convictions of the depositors and the operational mechanisms for profit-loss
sharing can help Islamic banks maintain pro-cyclical protection and reduce the risk of
withdrawal because of loyalty to the banks in times of adverse conditions. However, Islamic
banking practices can also increase investors’ risk aversion due to the banks’ relatively limited
access to wholesale funding (Abedifar et al. 2013). Thus, there is no universal argument
defining the risk and return behavior of Islamic banks compared with those of conventional
banks.

Some features can make Islamic banks less vulnerable to risk than conventional banks. For
example, Islamic banks are better able to pass negative shocks on the asset side (e.g., loss
sharing) through to the investment depositors (a profit sharing arrangement). The risk-sharing
arrangements on the deposit side provide another layer of protection for the Islamic bank
beyond its book capital (Abedifar et al. 2013). In addition, Islamic requirements that limit
negligence or misconduct (operational risk) and difficulty in accessing liquidity put
pressures on Islamic banks to be more conservative. This pressure results in less
moral hazard and risk taking (Cihak and Hesse 2010). Furthermore, because investors
(depositors) share in the risks and typically do not have deposit insurance, they have
better incentives to exercise tight oversight of a bank’s management. Finally, Islamic
banks have traditionally held a comparatively larger proportion of their assets in
reserve accounts with central banks or in correspondent accounts than commercial
banks (Cihak and Hesse 2010).

The complexities associated with the administration of Shari’ah compliance represent an
additional risk faced by Islamic banks. In addition, the profit-loss sharing mode of financing
does not require any collateral or guarantees, which can increase credit risk for Islamic
financial institutions. On the other hand, lower leverage and higher solvency through reserved
liquid assets can allow Islamic banks to meet stronger demand for credit and maintain a stable
external rating (Hasan and Dridi 2010). So, even if Islamic investments are more risky than
conventional investments due to the complexities of the products and the transaction mecha-
nisms involved (Abedifar et al. 2013; Olson and Zoubi 2008), the question arises as to whether
the higher risks are compensated for by higher returns. Thus, the research is not sufficient to
address whether the risk-taking behavior of Islamic banks depends on their governance. This
study brings new evidence to the Islamic banking literature.

Islamic banks exhibit diverse operations and relations among depositors, banks, and
investors. The large number of depositors and investors in Islamic banks are particularly
concerned that their funds are invested in a Shari’ah-compliant manner (Chapra and Ahmed
2002). In general, the agency problems in conventional banks arise when managers deviate
from their obligation to maximize shareholders’ wealth. In the case of Islamic banks, there is
an additional potential source of agency problems pertaining to whether all transactions and
products properly conform to Shari’ah requirements, in particular profit-sharing contracts
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(mudarabah). The operations of Islamic banks suggest that the Islamic principles underlying
the contracts result in unique agency relations (Safieddine 2009).

Additionally, profit-loss sharing mechanisms use equity financing and risk sharing, as
compared to conventional banks that use debt financing (Beck et al. 2013) and risk transfer-
ence (Hasan and Dridi 2010). Relationship banking in Islamic banks can also act to reduce
adverse selection and moral hazard problems through monitoring by depositors. Although
these problems are expected to occur more often in the profit-sharing paradigm, an argument
can be made that there is a higher level of trust between Islamic banks and their clients and,
hence, the moral hazard risks are less. In conventional banks, relationship banking is confined
to private banking services for prime clients, but in Islamic banking a close relationship
between the bank and the client comes from shared values, trust, and mutual respect. Thus,
some of the risks of Islamic banks can be mitigated by reducing transaction costs and
mitigating agency conflicts through monitoring by depositors rather than government inter-
vention, such as deposit insurance (Beck et al. 2013). Alman (2012) elaborates that Shari’ah
supervision mitigates risk taking. However, the empirical evidence shows that more studies in
this area are needed in order to establish the relation between risk taking and the governance
structure (Aggarwal and Yousef 2000; Khan 2010). Accordingly, we first test the difference in
governance structures between Islamic and conventional banks and its impact on risk taking in
Hypothesis 1.

Hypothesis 1 Governance and risk taking in Islamic banks

H,;: The difference in governance structures between Islamic and conventional banks
does not distinguish risk taking between these bank types.

A rejection of Hy; implies that the distinct characteristics of Islamic banks’
governance structure, driven by differences in the financial contracts offered by the
banks and the establishment of the Shari’ah supervisory board, affect their risk-taking
behavior.

The foundation of Islamic banking stems from Islamic Shari’ah (Islamic Common Law),
and Islamic banks comply with the basic principle that exploitative contracts based on interest,
uncertainty, or contracts that involve risk or speculation are unenforceable. Financial transac-
tions under these guidelines call for operations and financial products that yield fair, legitimate
profits and economic social ‘added-value’ (Siddigi 1999). Safieddine (2009) stresses that the
governance structure in Islamic banking is unique because it also must ensure that all
operations adhere to ethics and morality as outlined by Shari’ah (Abu-Tapanjeh 2009;
Chowdhury and Hoque 2006). Mollah and Zaman (2015) address the role of the Shari’ah
board and its impact on the performance of Islamic banks compared to conventional banks and
report that performance increases in the presence of the Shari’ah board’s supervisory role.
Accordingly, we further investigate the role that corporate governance plays in affecting
performance in Islamic banks in Hypothesis 2.

Hypothesis 2 Governance and performance in Islamic banks

H,,: The difference in governance structures between Islamic and conventional banks
does not influence the performance of these bank types.
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The rejection of Hy, implies that the governance structures in Islamic banks that drive
differences in risk taking also affect their performance.

The current banking governance literature tends to separate the examination of
performance between Islamic and conventional banking institutions. In addition, the
literature pertaining to the impact of Islamic banks’ governance and its impact on risk
taking and performance remains relatively sparse, and the empirical relations remain
unclear. While the establishment of Shari’ah principles is often intended to reduce the
use of unfair and risky financial products and, thus, the operating risk of Islamic
banks, the risks associated with the establishment of the Shari’ah board, limited access
to wholesale capital, and credit risk stemming from exclusive Islamic financial
contracts make the theoretical relation between Islamic banks’ governance structure
and risk taking and performance unclear. Thus, our study extends the literature on
Islamic banks’ governance structure and the risk-return relation.

3 Data and method

We use Bankscope’s database to form our primary sample for all Islamic banks during the
period from 2005 to 2013. We find data for 169 Islamic banks and filter them by keeping only
those having codes C1, C2, and C*® because banks with these codes publish consolidated
financial statements. We then filter the remaining banks with an independence indicator
defined by Bureau van Dijk (BvD) as equal to A or B.” Next, by following Beck et al.
(2013), we filter the remaining banks based on three principles: (1) countries having both
Islamic and conventional banks; (2) countries with at least four banks; and (3) banks with at
least 3 years of data. After the filtering process, the final sample has 52 Islamic banks and 104
conventional banks in 14 countries. The banks in our sample come from Bahrain, Bangladesh,
Jordan, Kuwait, Lebanon, Malaysia, Pakistan, Qatar, Saudi Arabia, Sudan, Syria, Turkey,
Yemen and the United Arab Emirates. Table 1 reports the country-wise distribution of the
sample.

3.1 Measures of dependent and explanatory variables

We investigate the link between risk taking, performance, and the governance struc-
ture of Islamic banks. The risk-taking variable is the log of the Z-score (Log Z), and
the bank’s performance is measured by the return on assets (ROA).

To capture the governance structure, we construct a composite corporate gover-
nance index (CGI) based on 12 governance variables listed in Table 6 of the

6 Bankscope database offers six accounting consolidation codes: C1, C2, Ul, U2, C*, and U*. Banks having
accounting consolidation codes C1, C2 and C* indicate that the financial statements of the parent bank is
consolidated with its subsidiaries, but the financial statements of the parent bank are not consolidated with its
subsidiaries for the codes Ul, U2, and U*. Thus, un-consolidated statements do not offer a complete financial
picture of those banks.

7 This independence indicator consists of five categories. The categories A and B include companies where the
main shareholder holds less than 50 % of the total ownership of a company. We made this choice because in non-
independent banks the governance mechanisms are influenced by the parent bank.
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Table 1 Sample distribution. This table describes the sample of the study. The study considers 156 banks (52
Islamic and 104 conventional) in 14 countries for the period from 2005 to 2013. The country-wise distribution of
the banks, observations, and percentages are in columns 2—-6

Country Islamic banks ~ Conventional Pooled sample ~ Observations  Percentage (%)
banks (Banks)
Bahrain 5 11 16 144 10,256
Bangladesh 9 10 19 171 12,179
Jordan 2 9 11 99 7,051
Kuwait 8 6 14 126 8,974
Lebanon 1 7 8 72 5,128
Malaysia 5 12 17 153 10,897
Pakistan 1 6 7 63 4,487
Qatar 3 7 10 90 6,410
Saudi arabia 1 8 9 81 5,769
Sudan 4 4 8 72 5,128
Syria 2 6 8 72 5,128
Turkey 2 2 4 36 2,564
Yemen 1 3 4 36 2,564
United Arab Emirates 8 13 21 189 13,462
Total 52 104 156 1,404 100

appendix. The other explanatory variables include firm and country-specific variables.
The full descriptions of the variables are in Table 2.

To test hypotheses (Hy;—Hy»), we use the following models (1) — (2):

For risk-taking, we use:

Risk Taking, ., = ag + o *islamic + 3\ CGlp i1 + Bolslamic*CGly e i1 + 7V Xpe 1
+O*MEc; + €p ey (1)

For firm performance, we use:

Performancey ., = o + oy *Islamic + 31 CGlp -1 + Boplslamic*CGly ¢ j—1 4 V¥ X p i1
+ 5*MEC71 + Ebeyt (2)

The variables for all of the models are:

Risk Takingy, .,  is the risk taking of bank b in country ¢ at time t.
Performance,,., is the performance of bank b in country c at time t.

CGlp ¢ 11 is the lag of the corporate governance index of bank b in country c at time t.
Xp.cr1 is a matrix of the lag of firm-level variables.

ME., is a matrix of country-level macroeconomic and supervisory variables.
bt is the error term; « is the constant; and «, 3, v, and & are the vectors of

coefficient estimates.
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Table 2 Description of the variables. This table presents the descriptions of the governance and other firm- and
country-specific variables and includes the calculation procedure for each variable

Dependent variable(s)
Name Bbreviation Calculation procedure

Default risk Log Z The Z-score is the distance to default estimated as the average ROA
plus capital to asset ratio divided by the standard deviation of the
ROA. Source: Beltratti and Stulz (2012), Fu et al. (2014), Laeven
and Levine (2009) and Pathan (2009). The higher the value of the
z-score, the lower the risk taking of the banks. We use the log of
the Z-score as a proxy for the insolvency risk. Source: Authors’

estimation
Firm performance ROA Net income divided by average total assets. Source: Bankscope
Corporate governance index (CGI)
Corporate CGI The corporate governance index is constructed based on 12
governance boardroom characteristics. The characteristics are: (1) Board Size:
index Is the board size of this bank smaller than the median board size of

the sample? If yes, then one, otherwise zero. (2) Independent
Directors: Is the value of board’s independence larger than median
of the sample? If yes then one, otherwise zero. (3) Female Director:
Is there any female director on the board? If yes then one, other
wise zero. (4) Board Meeting: Are the number of board meetings
larger than the median board meetings of the sample? If yes, then
one, otherwise zero. (5) Board Attendance: Are the percent of
board attendance larger than 75 %? If yes, then one, otherwise
zero. (6) Board Committees: Are the number of board committees
larger than the median board committees of the sample? If yes,
then one, otherwise zero. (7) Chair Independence: Is the chairman
independent? If yes then one, otherwise zero. (8) Chair/CEO Split:
Are the roles of Chair/CEO split? If yes, then one, otherwise zero.
(9) Internal CEO: If the CEO is not internally recruited, then one,
otherwise zero. (10) CEO Qualification: MA or higher then one,
otherwise zero. (11) CEO Banking Experience: If the CEO has
more than the median years of experience in the sample, then one,
otherwise zero. (12) CEO Tenure: If the CEO has more than the
median tenure in the sample then one, otherwise zero. The de
scriptive statistics for all 12 board characteristics are in Table 6 of
the appendix. Source: Hand Collected

Bank-specific variables

Asset size Log TA Log of total assets. Source: Bankscope
TIER 1 capital Tierl Tier 1 capital. Source: Bankscope
Leverage Lev Customers’” Term Deposit/Equity. Source: Bankscope
STD Of Stdroa Standard deviation of ROA.
Returns
Loans Loans Loans/Total Assets (Loan). Loan is a liquidity ratio. This liquidity

ratio indicates what percentage of the assets of the bank is tied up
in loans. The higher this ratio is the less liquid the bank is. Source:
Bankscope

Bank HHI Hirschman-Herfindahl Index (HHI) is a proxy for bank concentration.

trati n n
concentration HHI., =Y, <Total_Assets[,,~C /> T otal_Asset.s[‘,.,C) 2. The HHI
i=1 i=1
has a value between zero and one. The higher the value, the more

the concentration. Authors calculation

Legal system  Legal This a dummy variable for the legal system in the country. We use the
value of zero if the country does not have Shari’ah law in
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Table 2 (continued)

its legal system, and the value one for countries that
consider Shari’ah together with other legal system, and the
value two if the legal system is based exclusively on
Shari’ah law.

Islamic bank  Islamic Islamic is a dummy for Islamic banks. If the bank is an Islamic Bank
then one, otherwise zero.

Country-specific variables

Gdp growth GDP_growth Annualized growth rate of GDP per capita.
rate

Muslim Muslim_population Percent of Muslim Population. Muslim Population Data is collected
population from http://muslimpopulation.com/World.

Islamicity Islamicity We use the Islamicity index by Rehman and Askari (2010). The
index higher the value, the lower the Islamic value in the country.

Inflation rate  Inflation_rate Year-on-year change of Consumer Price Index (CPI).

Deposit Dinsur Deposit insurance is a score for the explicit deposit insurance from
insurance Caprio et al. (2007) (updated in 2008) using the World Bank

(http://econ.worldbank.org) and Demirguc-Kunt et al. (2007)
(http://www.luclaeven.com/Data.htm).

Bank Bank Supervision, Bank Capital Oversight, Bank Regulatory
supervisory Restriction, and Bank Private Monitoring. Bank Supervision is a
variables score for the power of the commercial bank supervisory agency,

Bank Capital Oversight is a score for regulatory oversight of bank
capital, Bank Regulatory Restriction is a score for regulatory
restrictions on the activities of banks, and Bank Private Monitoring
is a score for monitoring on the part of the private sector. The
regulation variables are from Barth et al. (2004) and Caprio et al.
(2007) that use data downloaded from the World Bank (http://econ.
worldbank.org).

3.2 Estimation method

We use a random-effects GLS method for the regression analyses. We apply this
technique, developed by Baltagi and Wu (1999) for several reasons. First, an OLS
ignores the panel structure of the data (Gambin 2004). Second, a time-invariant
parameter cannot be estimated with fixed-effect methods. Third, the CGI does not
vary much over time, so the fixed-effect estimation could be inappropriate
(Wooldridge 2002, p. 286) and could lead to a loss in degrees of freedom (Baltagi
2005, p. 14). Recent studies such as Pathan (2009) and Mollah and Zaman (2015)
also use the random-effect GLS technique in their studies. Further, for a robustness
check of our findings, we also use a two-step GMM method.

3.3 Description of the data
Table 3 presents the descriptive statistics of the variables. The mean values of the log Z-score
are 2.480 and 3.097 with standard deviations of 1.090 and 0.804 for Islamic and conventional

banks respectively. The ROAs are 1.5 and 1.6 % for the Islamic and conventional banks
respectively. The t-tests offer comparisons between the means of the two samples. The
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conventional banks preserve a significantly higher level of financial stability, even though their
mean ROA is nonsignificantly different between the two bank types.

The CGI for the Islamic banks (the conventional banks) is 0.475 (0.385), respectively. The
t-test statistics indicate that the Islamic banks attain significantly better CGI as compared to the
conventional banks. These primary results indicate that the governance structures in the
Islamic banks are relatively better than those of the conventional banks.

Table 3 also reports the firm and county-level control variables. The descriptive
statistics for asset size (Log TA) indicate that a conventional bank’s size is signifi-
cantly larger than that of an Islamic bank. The Islamic banks maintain 22.784 %
regulatory capital, while the conventional banks maintain 15.258 %. This difference is
significant. However, the conventional banks are highly leveraged compared to the
Islamic banks (7.056 % vs. 4.830 %), which is significant. The conventional banks
also hold more loans, compared to Islamic banks (53.7 % vs. 48.3 %), which is also
significant. Furthermore, the return volatility (STDROA) is higher for Islamic banks
compared to conventional banks (3.886 vs. 1.141). Nevertheless, there are country-
level variations in the macroeconomic variables, banking regulation, and supervision
but these differences are theoretically nonsignificant across bank types.

4 Empirical results
4.1 The impact of corporate governance on risk taking

We present the regression results from investigating the impact of the CGI on risk
taking as measured by the log Z-score. Our particular variable of interest is the
interaction term between an Islamic bank dummy and the governance index variable
(Islamic*CGlIy;). For some explanatory variables, including the corporate governance
index (CGl;), we test the lagged effects by restricting the contemporaneous effects.
Also, different classes of control variables, such as bank-level characteristics and
macroeconomic and country-level indicators are included in different specifications
denoted by R-squared, which improves the explanatory power of our models. We also
control for year and country fixed effects by using year and country dummies.
Table 4 shows the results for the baseline estimations of Islamic and conventional
banks (models 1-5),% big versus small banks (models 7 and 8), GCC versus non-GCC
(models 9 and 10), Muslim majority population versus non-Muslim majority popula-
tion (models 11 and 12), and high Islamicity vs. low Islamicity (models 13 and 14).
We test the crisis impact by using a difference-in-difference specification (i.e., by
adding the Islamic and crisis dummies and the interaction term ‘Islamic*CGI*crisis’)
(see model 15).

Models 1-5 show that, reflecting the Shari’ah-supervised governance structure, Islamic
banks tend to be more risk-adaptive than conventional banks, irrespective of year and country
fixed effects. The sign of the interaction variable (Islamic*CGI,_;) is consistently negative and
significant at the 5 % level. These findings reject the null hypothesis Hy; (governance
difference between Islamic banks and conventional banks does not influence the risk taking
by Islamic banks). However, both the Islamic bank dummy and the CGI variables individually

8 We discuss model 6 (GMM) in subsection 4.3
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indicate a positive effect on the Z-scores that suggest the Islamic banks have a lower
insolvency risk compared to conventional banks, which is consistent with Cihak and Hesse
(2010). While the governance features of Islamic banks encourage risk-taking, they still have
lower insolvency risk than their conventional counterparts. Aligned with a distinct governance
style, such risk-taking behavior as well as lower insolvency risk for Islamic banks are generally
supported by a number of controlling factors, such as capital adequacy, deposit insurance,
profit volatility, country-level bank supervision, and the inflation rate.

The control variables generally have the expected signs. Specifically, capital adequacy
(Tierl) tends to have higher Z-scores because the coefficients are persistently positive across
all specifications. Similarly, deposit insurance (Dinsur) has a positive link to the Z-scores,
albeit weak in some specifications. These results indicate that, with a strong capital base and
deposit insurance in place, Islamic banks can comfortably accept higher risks. Again, the Z-
scores tend to decrease with profit volatility (Stdroa.;), size (Log_TA), country-level
supervision, and the inflation rate, as expected. These factors might encourage Islamic banks
to take higher risks.

In models 7 and 8, we report substantial differences between large and small
Islamic banks. Both the Islamic bank dummy and CGI variables are positive and
significantly associated with big banks only, which means they are well equipped to
keep risk taking under control, which is not the case for small banks. The interaction
term (Islamic*CGlI,;) shows no significant relation in either big or small banks;
however, the sign is different, that is, positive with big banks and negative with
small banks. Unlike big banks, the negative sign of the corporate governance index
(CGIy) and the interactive term (Islamic*CGlI ) in small banks suggests that small
Islamic banks are more prone to risk taking. These findings make sense, considering
the resource constraints and lack of economies of scale faced by small Islamic banks.

In the regression analysis that splits the sample based on GCC and non-GCC, we
find more risk exposure in GCC countries than non-GCC. Given that governance
systems are not quite as strong in GCC countries, Islamic banks are potentially more
prone to high risk taking. A similar comparison is made between Muslim majority
population (i.e., >90 % Muslim) and non-Muslim majority population samples
(models 11 and 12) and high Islamicity and low Islamicity samples (models 13 and
14), and we confirm no notable difference in models 11 and 12. However, in models
13 and 14, high Islamicity Islamic banks display more risk taking. This is consistent
with our baseline findings that these banks have strong and distinct governance
structures that could lead them to take more risks. Finally, we analyze the crisis’
impact (model 15) and find no effect on the Islamic banks’ risk taking. This lack of
an effect signifies that these banks are resilient in a crisis as compared to their
conventional counterparts because of their higher capitalization.

4.2 The impact of governance on financial performance

We follow a similar process in investigating the impact of the CGI on financial performance as
measured by ROA. First, we test the lagged effects of the firm-level independent variables and
different classes of control variables denoted with R-squared. This test improves the explan-
atory power of our models, Table 5 presents the results. In models 1-5,” we find that across the

? See footnote 8 for model 6.
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models, the distinct governance structure of Islamic banks has a significantly positive
effect on performance. Individually, the ROA is negatively and significantly associated
with the Islamic bank dummy and negatively but insignificantly related to the CGL
Interestingly their joint effects have a positive and significant relation with the ROA.
This finding corresponds to our main result in Table 4 that Islamic banks’ governance
structures allow them to embrace high risk taking on one hand and enhance financial
performance on the other. The sign of the interactive variable (Islamic*CGl ) is
consistently positive and significant at either the 1 or 5 % levels in models 1-5.
These findings reject the null hypothesis Hg, (the governance difference between
Islamic banks and conventional banks does not influence the financial performance
of Islamic banks).

For the control variables, both loans and profit volatility (STDROA, ;) show a strong
positive effect on ROA that indicates high risk taking enhances financial performance. On the
other hand, while size, capital adequacy, legal, and Islamicity indicate a weak and positive
relation with ROA, Muslim majority population has a negative performance effect; and
leverage, bank concentration, GDP growth, inflation, deposit insurance appear to have no
significant impact.

As to the other specifications, the governance in small Islamic banks has a positive effect on
performance, albeit weak, despite having an insignificant and opposite sign on the Islamic
bank dummy and CGI variables. The governance in big Islamic banks shows no effect on
performance. Similarly, in models 9 and 10, the GCC tends to be positively associated with
ROA, rather than the non-GCC, despite having a negative relation between ROA and the
Islamic bank dummy. Again, in models 11 and 12 and models 13 and 14, we find a similar
trend where a non-Muslim majority population and low Islamicity indicate a positive impact
on ROA. These results are generally consistent with our baseline findings that the distinct
governance structure of Islamic banks in each specification tends to cause better financial
performance. Finally, we test the crisis’ impact on performance by using a difference-in-
difference specification in model 15. We show a negative effect from the crisis on perfor-
mance, although risk taking remains unaffected.

Overall, the key results in Tables 4 and 5 show that the governance structure of Islamic
banks plays a crucial role in higher risk taking and enhanced financial performance, which
differs from the conventional banks.

4.3 Robustness checks
4.3.1 Two-step GMM regression analysis

We use the two-step GMM approach adopted by Arellano and Bover (1995) and
Blundell and Bond (1998) for endogeneity tests of the regression Eqs. 1 and 2. This
approach allows us to treat all of the explanatory variables as endogenous by
orthogonally using their past values as instruments. It also creates a matching equation
of the first differences for all of the variables. The GMM estimates the model by
using the lagged values of the right-hand-side variables. The first difference eliminates
the unobserved heterogeneity and omitted variable bias. This approach means that we
treat all of the bank characteristics as endogenous covariates, while treating the
country and macro controls as strictly exogenous. The GMM estimates are obtained
using Roodman’s (2009) xtabond2 module in Stata.
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The regression results for governance and risk taking are reported in column 6 of
Table 4, and the regression results for governance and performance are reported in
column 6 of Table 5. The results show that the models are well-fitted with statistically
insignificant test statistics for both the second-order autocorrelation in the second
differences (AR(2)) and the Hansen J-statistics of over identifying restrictions. The
residuals in the first difference should be serially correlated (AR(1)) by way of
construction but the residuals in the second difference should not be serially correlated
(AR(2)). Accordingly, the model fit and diagnostics section in column 6 in Tables 4
and 5 show the desirable statistically significant AR(1) and statistically insignificant
AR(2) coefficients. Likewise, the Hansen J-statistics of over-identifying restrictions
tests the null of the instrument’s validity, and the statistically insignificant Hansen J-
statistics indicate that the instruments are valid in the two-step GMM estimation.
Overall, the GMM estimates in Tables 4 and 5 are consistent with the main results
reported in Tables 4 and 5 (columns 1-5), even after controlling for unobserved
heterogeneity, simultaneity, and dynamic endogeneity.

5 Conclusions

The purpose of this study is to test whether the difference in governance structures
affect the risk taking and performance of Islamic and conventional banks. By using a
sample of 52 Islamic banks and 104 conventional banks in 14 countries for the
period from 2005 to 2013, we conclude that the governance structure in Islamic
banks plays a crucial role in higher risk taking and enhanced performance, which is
distinct from conventional banks. Our results add a new dimension to the governance
research on Islamic banks. Despite cross-country variations and a general perception
of a conservative approach to risk taking, we provide evidence that the governance
structures of Islamic banks help them undertake higher risks and achieve better
performance. However, they maintain better capitalization compared to the conven-
tional banks.

The findings of this research are a valuable source of knowledge for policymakers and
regulators, particularly in the financial services sector for devising strategies to deal with future
financial crises. This research contributes to the comparative banking literature on corporate
governance. Additionally, future research could further extend the role of the Shari’ah
supervisory board.
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