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ABSTRACT 

This dissertation consists of four distinct chapters that examine Islamic business 

organizations, specifically as they relate to Islamic banks that integrate the 

Shari’ah (Islamic Law) Supervisory Boards and their impact on managerial 

behavior and organizational financial performance.  

The first chapter examines Islamic financial institutions’ emergence, 

functions, socioeconomic development, principles, strengths, and weaknesses in 

the global arena. This chapter also discusses the underlying concepts of Shari’ah-

compliant institutions and the values reflected in the economic principles that 

underpin Islamic finance. Unlike commercial banking systems, Islamic modes of 

finance are interest-free; however, such modes of finance add entrepreneurial 

payment obligations and revenue accrual. In addition, Islamic finance introduces a 

sharing basis of financing by linking financial intermediaries’ returns to fund 

revenues that redirect capital to higher-return projects. Accordingly, Islamic 

Banks are able to replace conventional interest-based finance, which many argue 

is a cause of free-market instability.  

The second chapter investigates the impact of institutional corporate 

governance on the financial performance of Islamic banks, with a specific focus 

on Shari’ah Supervisory Boards and corporate boards. The findings of this study 

indicate that Islamic banks with Shari’ah Supervisory Boards outperform Islamic 

banks without such boards, as measured by return on assets (ROA), return on 

equity (ROE), asset growth (AG), and interest margins (IM). Further findings of 

this study indicate that the financial performances of Islamic banks with Shari’ah 

Supervisory Boards and corporate boards are influenced by several board 

characteristics, including the size of the board and the education of the board 

members. Moreover, Shari’ah Supervisory Boards provide tighter monitoring and 

control, as well as more advising and counseling, as compared with Islamic banks 

without Shari’ah Supervisory Boards. Later findings indicate that Shari’ah 

Supervisory Boards’ affiliations with international Islamic financial institutions 

motivate the positive relationship between the Shari’ah Supervisory Boards and 
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Islamic bank performance. Overall, this study provides strong evidence that 

Shari’ah Supervisory Boards benefit shareholders by complementing corporate 

boards and thus mitigating agency problems and agency costs. 

Next, the third chapter examines the organizational forms of Islamic banks 

and the effects these forms maintain on organizational behavior, specifically as it 

relates to managerial expense preferences. This study performs an empirical and 

comparative analysis of Islamic banks and commercial banks over the period 

1993–2010. The findings of this study indicate that organizational forms of 

Islamic banks influence managerial expense preferences. In addition, analysis 

using a stochastic frontier approach as a robustness test supports the initial 

findings. This analysis reveals that the average noninterest cost inefficiency of 

Islamic banks without Shari’ah Boards is 23% more compared to commercial 

banks. However, when controlling for Shari’ah Supervisory Boards, Islamic 

banks are, on average, 28% less noninterest cost inefficient compared to Islamic 

banks without Shari’ah Boards. In addition, Islamic banks with Shari’ah Boards 

are, on average, 16% less noninterest cost inefficient compared to commercial 

banks.  

Finally, chapter four empirically examines whether Islamic banks are less 

likely to manage their earnings (in the context of financial reporting), as well as 

how their unique corporate governance systems, organizational forms, and 

accounting standards affect earnings-management behavior. Using a matched-pair 

sample of Islamic banks and commercial banks in 15 countries, the findings of 

this study indicate that Islamic banks are less likely to manage earnings as 

measured by discretionary accruals and abnormal loan-loss provisions. The 

findings also indicate a significant difference in earnings-management behavior 

between Islamic banks with and without Shari’ah Supervisory Boards. Several 

Shari’ah Supervisory Board characteristics, such as board size and the presence of 

board members from the Accounting and Auditing Organization for Islamic 

Financial Institutions, are important determinants of the earnings-management 

behavior of Islamic banks with Shari’ah Supervisory Boards. 
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1. Introduction 

1.1 The Origins and Emergence of Islamic Financial Institutions 

Islamic banking refers to the application of Islamic principles to banking. Over the 

years, these principles have evolved into particular Islamic banking strategies that 

compensate for disadvantages and capitalize on certain advantages in the regional 

and global markets.  

However, global trade may challenge Islamic banking strategies with regard 

to identifying, measuring, monitoring, and managing fundamental risks. As Islamic 

financial institutions compete with commercial banks in an increasingly globalized 

market, concerns over effective and efficient strategic risk management arise. In 

order to cope with these challenges, Islamic banks have had to develop an 

appropriate framework, as well as the strategic instruments and institutional 

arrangements that constitute the primary tools they use to deal with changes in the 

trade arena. 

There may be a great deal to do. For instance, if whole infrastructures 

change, the cost factor automatically becomes a concern. Large expenditures are 

difficult to agree upon, which means that smaller spending programs with more 

easily achievable consensus will have to take place. Less (or slower) investment in 

new infrastructure and related changes retards the process of conquering new 

challenges. However, constrained, well-considered spending on new infrastructure 

has its advantages: changes take place at a comfortable rate and progress smoothly.  

Despite these apparent disadvantages, the Islamic banking industry 

continues to grow, particularly in the Gulf Cooperation Council countries. The 

Balkan nations and newly independent Central Asian Islamic Republics are also 

growing and might otherwise enjoy prosperous Islamic banking industries, but such 

an Islamic financial emergence has been delayed by the generally weaker economic 

conditions in these countries (Roy, 1991, p. 436). 

Interest-free Islamic modes of financing, via the sharing basis and the 

synchronizing of entrepreneurial payment obligations with revenue accrual, remove 

the major sources of instability in a free market. In addition, linking financial 
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intermediaries’ returns to their borrowers’ actual revenues redirects capital to more 

lucrative projects.  

1.2 The Impact of Shari’ah Supervisory Boards and Corporate 

Boards on Islamic Bank Performance 

Research on the governance of Islamic business organizations has become prolific, 

especially as it relates to Islamic banks. However, during the last decade, no studies 

have empirically explored how boards of directors and embedded Shari’ah (Islamic 

Law)
1

 Supervisory Boards that ensure compliance with Shari’ah affect the 

governance of Islamic banks, nor does current research evaluate these entities’ 

functions, structures, processes, or impact on financial performance. Still, 

regulatory dynamism and the increasing global demand for organizational 

transparency, efficiency, and effectiveness for both unregulated and regulated 

industries has renewed the focus on management and corporate governance models 

(Hoskisson, Castleton & Withers, 2009).  

The present study uses accounting-based performance measures such as 

return on assets (ROA), return on equity (ROE), asset growth (AG), and interest 

margin (IM). Data is obtained from the BankScope database for all Islamic banks 

that operated in the countries of interest between 1993 and 2010. The final sample 

included 82 Islamic banks and 1,476 Islamic bank-year observations. Information 

on the sizes and compositions of Shari’ah Supervisory Boards and Boards of 

Directors was manually collected. All other necessary data, such as Islamic bank 

specialization, assets, liabilities, earnings, expenses, country ratings, and risk 

ratings, are mainly from the BankScope database. Information from several 

supporting sources, including online sources, supplements this data.  

The findings of this study are important at the micro and macro levels. First, 

although the functions and roles of Shari’ah Supervisory Boards and the Corporate 

Boards of Directors overlap, the moral and ethical perspectives that stem from 

                                                 

1 Shari’ah refers to the Islamic Constitution, which exists to protect the welfare of the people under 

it by safeguarding their faith, life, intellect, posterity, and wealth (Al-Ghazali, 1937, p. 139-140).   
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Shari’ah tends to reduce managements’ self-serving behavior, and thus improve 

overall organizational financial performance. Second, the findings indicate that 

Shari’ah Supervisory Boards provide a sustainable competitive advantage in terms 

of resource networks and interlocking relationships. Next, the findings indicate that 

Shari’ah Supervisory Boards promote Islamic banks and encourage individuals to 

bank with them. Finally, the findings indicate that Shari’ah Supervisory Boards are 

at the forefront when regulators examine transactions or businesses. This essay 

hypothesizes and explores several institutional and bank factors that can influence 

bank-specific information. 

This research contributes to governance literature relating to the effects of 

Shari’ah Supervisory Boards and their composition on the managerial behavior and 

organizational financial performance of Islamic banks. Additionally, this research 

sheds light on the functions, structures, processes, and roles that Shari’ah 

Supervisory Boards have in ensuring Shari’ah compliance in all business 

transactions. Although prior research addresses the importance of Shari’ah 

Supervisory Boards and their unique impact on financial performance, this study is 

the first empirical examination of how Shari’ah Supervisory Boards within Islamic 

banks affect organizational behavior and financial performance. Additionally, this 

paper considers the role of the structure of Shari’ah Supervisory Boards from the 

viewpoint of the agency theory, the contingency approach theory, and to a certain 

extent, the stewardship theory. 

1.3 Organizational Form and Expense-Preference Behavior: 

Evidence from Islamic Banks 

Traditionally, the ultimate goal and assumption of any firm’s management team is 

to maximize shareholders’ profits. This assumption is due to the notions that a 

firm’s owners are not its managers, that markets are inefficient and less 

competitive, and that a high degree of regulatory structure exists. However, prior 

studies (e.g., Leibenstein, 1966; Leibenstein, 1975; Williamson, 1963) provide a 

contrary view of ownership structure (hereinafter, organizational form) and 

demonstrate the tendency of managers to pursue policies that do not maximize 
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profits (i.e., expense-preference behavior). This expense-preference view suggests 

that managers will act contrary to the best interests of their firms by pursuing 

utility-maximization policies that favor excessive allocation of resources to 

personal rewards, such as higher salaries, larger staffs, unnecessary perquisites, 

more privileges, and opulent work environments. 

Rhodes (1980) defines expense-preference behavior as the means by which 

managers approve expenditures that augment their personal power, prestige, 

recognition, and wealth maximization. Prior research has examined Islamic banks’ 

efficiency, expense preferences, and stability, but has focused solely on explaining 

the differences between Islamic banks and commercial banks relating to noninterest 

expenses (Čihák & Hesse, 2008; Haron & Ahmad, 2000; Srairi, 2009). In 

particular, Haron and Ahmad (2000) found that managers at Islamic banks do not 

engage in expense-preference behavior and that these banks are more efficient in 

terms of noninterest cost than commercial institutions. These observations 

contravene expense-preference theory because managers in Islamic banks are 

unlikely to engage in moral hazard problems associated with self-serving activities 

that maximize their power and utility. 

This essay compares managerial behavior in three types of bank 

organizations: (1) Islamic banks with Shari’ah Supervisory Boards, (2) Islamic 

banks without embedded Shari’ah Supervisory Boards, and (3) commercial banks. 

This comparison yields an empirically supported perspective of the relationship 

between ownership structures and the agency problem. The findings of this study 

are consistent with the expense-preference behavior theory, suggesting that 

organizations need close and consistent monitoring in order to maximize 

shareholder wealth. Indeed, there are several ways to improve organizational 

behavior and financial performance. One such method is to improve corporate 

governance and thereby reduce managers’ self-serving behavior. In order to 

investigate the mechanisms of organizational form and expense preference 

behavior in Islamic Banks, the presence of Shari’ah Supervisory Boards is included 

as a control in the empirical analysis. The findings indicate that Islamic banks 

without Shari’ah Supervisory Boards display greater expense-preference behavior 
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than commercial banks. Moreover, Islamic banks that embed Shari’ah Supervisory 

Boards display less expense-preference behavior when compared to Islamic banks 

without integrated Shari’ah Supervisory Boards and commercial banks. These 

results hold after controlling for Islamic banks’ specific characteristics, date of 

observation, and country of operation.   

1.4 Do Islamic Banks Engage Less in Earnings Management? 

Islamic banks have several distinct characteristics as compared to conventional 

banks. Specifically, Shari’ah provides religious guidelines to which Islamic banks 

must adhere. Shari’ah also provides strictures regarding the allocation of resources, 

the distribution of income and wealth, accounting, and financial reporting. This 

paper investigates the effects of internal governance mechanisms on earnings 

management in Islamic banks and commercial banks. The motivation for this study 

comes from a notable phenomenon: Islamic banks have not been severely affected 

during the global financial crisis. Thus, it is important to investigate the differences 

between Islamic banks and commercial banks. One such area to examine is whether 

Islamic banks or commercial banks engage in less or more earnings management. 

Although Islamic banks operate in a global market, the socioeconomic and 

institutional environments of the countries in which Islamic banks operate differ 

significantly in many aspects from those in Europe and the United States.  

Prior research examines earnings management in specific industries or the 

impact of governance or cultural values on organizational behavior (Kwok & 

Tadesse, 2006; Xie, Davidson & DaDalt, 2003). This study, however, attempts to 

investigate how financial institutions that adhere to religious principles conduct 

their businesses and how those religious principles affect organizational behavior. 

The research question is threefold. First, do Islamic banks employ less earnings 

management? Second, does the existence of a Shari’ah Supervisory Board in 

Islamic banks reduce the banks’ earnings-management tendencies? Third, how do 

Shari’ah Supervisory Boards’ characteristics, such as size and composition, affect 

Islamic banks’ earnings-management behaviors?  
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Using a matched sample of 82 Islamic banks and 82 commercial banks 

covering 15 countries in four different regions (i.e., Middle East, Near East, Far 

East, and North Africa), providing 2,950 bank years of observation between 1993 

and 2010, this study presents two main findings. First, Islamic banks are less likely 

to engage in earnings management as compared to commercial banks; second, 

among Islamic banks that do engage in earnings management, those with Shari’ah 

Supervisory Boards do so to a lesser extent than those Islamic banks that do not 

have Shari’ah Supervisory Boards. These results have important policy 

implications; sound governance, consistent control, and advice from corporate 

boards and Shari’ah Supervisory Boards are necessary in controlling and improving 

the behavior, moral, and ethical awareness of management. 
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2. The Origins and Emergence of Islamic Financial Institutions
 2
  

2.1 Introduction 

Islamic banking refers to the application of Islamic principles to banking. Over the 

years, these principles have evolved into particular Islamic banking strategies that 

compensate for disadvantages and capitalize on certain advantages.  

However, global trade may challenge Islamic banking strategies with regard 

to identifying, measuring, monitoring, and managing fundamental risks. This is 

partly because globalization has given rise to greater concerns over effective and 

efficient strategic risk management in Islamic financial institutions as such 

institutions attempt to maintain competitiveness with non-Islamic entities. In order 

to cope with these challenges, Islamic banks (hereinafter IBs) have had to develop 

an appropriate framework, as well as strategic instruments and institutional 

arrangements. These are the main tools that they use to deal with major changes in 

the trade arena. 

A great deal may need to be done to address the situation. For instance, if 

whole infrastructures change, the cost factor automatically becomes a concern. 

Large spending programs are difficult to agree upon, which means that smaller, 

more frequent expenditures that are more easily approved will predominate. More 

conservative spending on new infrastructure and related changes slows the process 

of conquering new challenges. However, low spending on new infrastructure has its 

advantages: changes take place at a comfortable rate and progress smoothly.  

2.2 Literature Review 

Experience shows that economic development requires public participation in order 

to achieve consistent growth and higher social standards (Al-Ghazali, 1999). The 

                                                 

* Portions of this chapter previously appeared as: Quttainah, M., Song, L., & Wu, Q. (2011). Do 

Islamic Banks Employ Less Earning Management? The Economic Research Forum, 645.  
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financial system can facilitate such participation by making its services both 

accessible and acceptable to the public. 

Muslims have become concerned with how closely financial service firms 

comply with Islam’s guidelines and rules regarding the economic, financial, and 

commercial aspects of life. As a result, they are inclined to work with IBs. The 

Islamic Financial Services Industry (IFSI) also attracts the secular population 

because of the quality of services it provides. 

Islamic banking complies with the Islamic legal concepts or Islamic Law 

(Shari'ah), which developed in the first centuries of Islam and relies on risk sharing 

or profit and loss sharing (PLS).  

While the implications may not be immediately obvious, this means that 

Islamic Banking excludes fixed, predetermined returns on finance. Instead, it 

provides for the sharing of profits and risks, instead of the development of credit 

relationships. The depositor, bank, and borrower all share the risks and rewards of 

financing business ventures. In the interest-based commercial banking system, 

however, all of the pressure is on the borrower (Abdallah, 1987). The borrower 

pays back the loan (principal plus the previously agreed interest), regardless of 

whether the intended outcome of the loan is achieved. Shari’ah, on the other hand, 

encourages forms of investment that allow all the parties involved to benefit. 

 There are many Islamic values reflected in this basic economic principle. 

First, any predetermined payment over and above the actual amount borrowed is 

prohibited; Islam allows only one kind of loan (qard-el-hassan, or “benevolent 

loan”), whereby the lender does not charge any interest or additional fee over the 

money lent. Instead, the lender shares in the profits (or losses) of the venture it 

finances. Unlike the interest-based commercial banking system, where all of the 

pressure is on the borrower, Islamic finance is based on the belief that the 

depositor, the bank, and the borrower should all share the risks and the rewards of 

financing business ventures. In Islam, money represents purchasing power, which 

cannot be used without first being utilized in the purchase of goods or services (Al-

Ghazali, 1999).   
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 Gharar (uncertainty, risk, or speculation) is also prohibited. Contracting 

parties should have perfect knowledge of the counter values intended to be 

exchanged because of their transactions, and the exchange should be free from 

uncertainty, risk, and speculation. A predetermined profit may not be guaranteed 

due to the principle of “uncertain gains,” which neither demands nor allows 

borrowers to repay the loan balance plus an amount to take into account inflation 

(interest). In Islamic banking, investments should only support practices or 

products that are not forbidden or discouraged. For example, an Islamic bank will 

not finance trade in alcohol or fund the construction of a casino, nor will it even 

lend money to other banks that do charge interest (Ariff, 1988). 

In the 1890s, the Barclays Bank opened a Cairo branch to process financial 

transactions related to the construction of the Suez Canal. This was the first 

commercial bank in the Muslim world, and borrowers and other lenders quickly 

began criticizing Barclays for charging interest. Between 1900 and 1930, the 

critique spread to other Arab regions, particularly the Indian subcontinent. The 

majority of scholars subscribed to the position that interest in all its forms 

constitutes the prohibited riba (usury, or interest rate) (Ariff, 1988).  

During the 1940s, Islamic economists began developing a Shari’ah-

compliant alternative: partnerships between banks and customers. By 1953, after a 

thorough study, Islamic economists presented the first mudarabah (loosely 

translated as “partnership”) banking product aimed at providing interest-free loans 

in which banks collect and extend funds on a mudarabah basis. With the success 

and acceptance of this product, financial intermediation (wakalah) was introduced. 

In the 1960s, Egypt and Malaysia adopted the principals of Islamic banking. The 

landmark events included the rise and fall of Mitghamr (Egypt) savings 

associations during 1961-64 and the establishment of Tabung Haji Malaysia in 

1967. Tabung Haji is the oldest extant Islamic financial institution in modern times. 

More operational mechanisms for Islamic financial institutions were developed 

based on profit-and-loss sharing and leasing (Al-Ghazali, 1999).   

The Islamic banking industry formally emerged with the establishment of 

the Islamic Development Bank and the Dubai Islamic Bank in 1975. The 
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partnership model of financial mudarabah became the core mechanism for placing 

Islamic banks’ funds. Also in 1975, the Fish Academy set out objections to 

commercial insurance, laying the ground for an alternative structure. The first 

Takaful Company was established in 1979. Three years prior, academic activities 

launched with the first international conference on Islamic Economics in Makah in 

1976. The first specialized academic financial research institution, the King Abdul 

Aziz University Jeddah, established the Center for Research in Islamic Economics 

in 1978. In the 1980s, Islamic banking received significant recognition and 

progressed in several countries. Pakistan, Iran, and Sudan undertook initiatives to 

transform their overall financial systems to comply with Shari’ah. Due to these 

transformations and breakthroughs in economies, in March 1981 the governors of 

the central banks and monetary authorities of the Organization of Islamic 

Cooperation countries jointly called for further strengthening and proper 

implementation of the regulation, close supervision, and monitoring of Islamic 

financial institutions.  

The Islamic Development Bank established the Islamic Research and 

Training Institute (IRTI) in 1981. In 1982, Pakistan established mudarabah 

companies. Other countries, such as Malaysia and Bahrain, implemented Islamic 

banking within the framework of the existing system. The International Monetary 

Fund published working papers and articles on Islamic banking, and Ph.D. research 

and other publications in the West on the Islamic banking system increased during 

this time. The Organization of Islamic Cooperation Fiqh (Jurisprudence) Academy 

and other fiqh boards of Islamic financial institutions began engaging in discussions 

and reviewing financial transactions. Islamic mutual funds and other nonbank 

financial institutions emerged in the middle of the 1980s (Ariff, 1988; Abdallah, 

1987). 

By the 1990s, public policy interest in the Islamic financial system had 

increased in several countries. The Accounting and Auditing Organization for 

Islamic Financial Institutions (AAOIFI) was established, and it issued standards 

aimed at intensifying the process of developing various Islamic banking products. 

Furthermore, interest in Islamic finance increased in Western academic circles, 
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which led to the formation and establishment of different academic journals 

focused on Islamic Finance. The Harvard Islamic Finance Forum was established 

during this time, and large international commercial banks started operating Islamic 

windows. This led to the launch of the Dow Jones and Financial Times Islamic 

indices.  

During the 1990s, increased attention was paid to systemic concerns 

regarding regulation, supervision, and risk-management in the Islamic banking 

industry. Several countries introduced legislation to better facilitate Islamic 

banking and regulation. Banking and finance activities became a source of lucrative 

business in Islamic and secular countries. During 2000-2005, state and corporate 

sukuks (alternatives to commercial bonds) emerged and quickly created a large 

market. Infrastructure institutions such as the Islamic Financial Services Board 

(IFSB), International Islamic Financial Market (IIFM), International Islamic Rating 

Agency (IIRA), (General) Council of Islamic Banks and Financial Institutions 

(CIBAFI), and the Arbitration and Reconciliation Centre for Islamic Financial 

Institutions (ARCIFI) emerged and gained international legitimacy (Abdullah, 

1987).  

Today, 42 countries have formal Islamic banking structures and regulations. 

Approximately 27 Muslim states have opted for an Islamic financial system, 

including Saudi Arabia, Kuwait, Iran, Malaysia, Brunei, and Pakistan. In addition, 

approximately 15 non-Muslim states have publicly expressed intentions of creating 

alternative financial systems, including Canada, Switzerland, South Africa, the 

United States, and the United Kingdom. Leading foreign banks have opened 

Islamic banking windows or subsidiaries (Kazarian, 1993). These include Citibank, 

HSBC, ABN AMRO, Standard Chartered Bank, and American Express. 

In the 1970s, increased acceptance of religious principles in the secular 

world was observed in the political climates of many Muslim countries, and Islamic 

financial institutions could begin to be openly established (Iqbal, 2002). A number 

of banks, which were Islamic in name, appeared in the Middle East, including 

Islamic Development Bank (1975), Dubai Islamic Bank (1975), Kuwait Finance 
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House (1976), Faisal Islamic Bank of Sudan (1977), Faisal Islamic Bank of Egypt 

(1977), and Bahrain Islamic Bank (1979). 

The Asia-Pacific region was not immune to the winds of change. Ferdinand 

Marcos issued a presidential decree in 1973 that established the Philippine Amanah 

Bank (PAB) without referring to the Islamic features of the PAB’s charter. The 

PAB, however, is not strictly an IB, because interest-based operations continue to 

coexist alongside Islamic modes of financing. Islamic banking made its debut in 

Malaysia in 1963, when the Muslim Pilgrims Savings Corporation was established 

to help people save for performing hajj, the pilgrimage to Mecca and Medina. In 

1969, this body evolved into the Pilgrims Management and Fund Board, or the 

Tabung Haji. The success of the Tabung Haji provided the main impetus for 

establishing Bank Islam Malaysia Berhad. 

Very few Islamic financial institutions were established in countries where 

Muslims constitute a minority: interest-free savings and loan societies in India 

proliferated during the seventies and Luxembourg’s Islamic Finance House 

(originally the Islamic Banking System) was established in 1978 and represents the 

first attempt at Islamic banking in the Western world (Abdallah, 1987; Ariff, 1988; 

Iqbal, 2002; Kazarian, 1993).  

2.2.1 Composition of Industry 

Through three decades of development, the IFSI created an institutional framework, 

which binds IBs, including onshore/offshore commercial and investment banks, 

deposit-taking and financing institutions (including developed IBs and Islamic 

subsidiaries/units of commercial banks), asset-management institutions (including 

investment banks, mutual funds, and brokerage houses). These comprise the 

Islamic NBFIs that include ijarah and mudarabah companies, Islamic finance 

companies, Islamic venture capital firms, microfinance companies, credit sale 

subsidiaries of trading companies, and similar institutions. They also include the 

Islamic insurance (takaful) services, Islamic capital markets, and Islamic financial 

architecture and infrastructure. The latter includes payment systems and 

infrastructures, financial markets, and products that include Shari’ah screening and 
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product-identification systems, trading and clearance systems, and e-business 

infrastructure, support-facility providers, legal institutions and framework, safety 

net, and liquidity support providers, and regulators and controllers that oversee 

banking activities, including licensing authorities, and authoritative infrastructure. 

In addition, standards and benchmarks have been set for supervising financial 

controls and infrastructure. These include financial reporting, accounting and 

auditing, capital adequacy and solvency, risk management, transparency and 

disclosure, corporate governance, rating and external credit-assessment institutions, 

financial statistics and knowledge providers, management of intangible assets and 

institutional backbones (e.g., human resources and knowledge), and research and 

development institutions and programs (Iqbal, 2002). 

2.2.2 Structural Differences between Islamic and Commercial 

Banks 

 As pointed out by the International Association of Islamic Banks, Islamic 

economics converts cash into assets and then measures the utility provided. 

Although it forfeits the concept of the time value of money, Islamic economics also 

relinquishes the notion of generating rent on capital (by refusing to, for example, 

charge interest on credits and advances and thus create a renter class in society). 

Per Shari’ah rules, converting cash into assets that may be worth more or less in the 

future is of prime importance and in fact is the source of profit or loss. This 

conversion to assets is subject to a well-established set of rules that govern 

profit/loss sharing, trading, and leasing (Abdallah, 1987; Al-Ghazali, 1999). 

2.2.3 Basis of Transactions in Islamic Banks 

Islamic banking transactions are governed by legal contracts, and all contracts 

strictly represent interest-free payments due to the prohibition of interest payments 

in Islam. Interest payment contracts are those contracts that provide a return on 

transactions involving the exchange of similar assets (e.g., money for money with 

time-based premiums or reductions). Note that as unusual as these concepts may 
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seem to the Western banking world, many of the functional benefits of commercial 

banking products can be provided through Shari’ah-compliant transactions (Ariff, 

1988).  

2.2.4 Product Concepts 

IBs offer products and services that conform to Shari’ah or Islamic principles. 

Musharakah literally means sharing in Arabic, and in the context of the IBs, it is a 

full partnership between the IB and the entrepreneur. Because Islam prohibits the 

charging of interest, interest cannot be the motivation for a cash-holder to provide 

funds. In typical mudarabah, one party provides the necessary financial capital and 

the other provides the human or knowledge capital needed to undertake the 

economic activity. Ijarah is a term of Islamic fiqh (jurisprudence). In ijarah 

(leasing), the corpus of the leased commodity remains in the ownership of the 

lessor and only its usufruct transfers to the lessee.  

Nothing that cannot be used without being consumed (e.g., money, food, or 

fuel) can be offered for lease. If a bank does lease out such a commodity, the 

transaction is deemed a loan and therefore all loan rules apply. Any rent charged on 

an invalid lease is treated as interest. Ijarah allows a person to buy a productive 

asset and rent it to a person who is short of funds and in need of such assets. Banks 

may also purchase an asset that meets the specifications provided by a prospective 

lessee, and may invite other banks or investors to participate in the purchase-and-

leasing operation. The lessor and lessee contractually agree to the rent and other 

terms of the lease (Naughton & Tahir, 1988). 

Murabahah refers to mutually stipulated profit margins in sales transactions 

wherein the buyer knows the cost of the commodity involved. The parties negotiate 

the profit margin rather than the price. If the buyer defers payment of the sale price, 

the transaction is called muajjal. The payment due dates must be fixed in an 

unambiguous manner. Installment sales and cost-plus-markup sales transactions are 

treated similarly. Murabahah can be used only when a customer intends to 

purchase a commodity. If the customer requires funds for some other purpose, 

murabahah cannot be applied. Similarly, funds cannot be provided in murabahah 
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for unspecified purposes. Al-Wakalah means agency, or delegating duty to another 

party for specific purposes and under certain conditions. In al-wakalah, the bank 

becomes the customer’s agent. The customer must deposit the full price of the 

goods to be purchased or imported in advance of the bank’s executing the 

transaction. Mudarabah is an investment made on behalf of a less skilled person. It 

takes the form of a contract between two parties (i.e., one provides the funds, the 

other provides the expertise, and both agree to share the profits). In a mudarabah 

contract, the expert who manages the investment is known as mudarib. This is in 

contrast to a more conventional asset-management arrangement where a fund 

manager or broker charges a percentage of the transaction or funds on deposit 

regardless of fund performance. 

According to Usmani (2004), there is a wide variety of Islamic banking 

contracts that generally fall into nine categories, here listed in order of low-to-high 

investor risk. Debt instruments, the first type, are low-risk and consist of qard al-

hasan (“benevolent loans” or interest-free loans), bai muajjal (sale with deferred 

payment), murabahah and musawamah (sale with profit margin), salam (sale with 

advance payment and deferred delivery), and istisna’a (commissioned preparation 

of plants or other durable assets with periodic payments). The second type of 

Islamic banking contract consists of semi-debt instruments covered by the concept 

of ijarah (operating lease). The third type of contract covers non-debt instruments, 

which consist of musharakah (similar to venture capital), specific-purpose 

mudarabah, and general-purpose mudarabah. Fourth are the conditional 

instruments, which comprise participation-term certificate shares or units of mutual 

fund, certificates that consist of bai muajjal-based tradable securities (derivatives of 

bai muajjal), and istisna’a (staggered payment arrangements).  

Fifth is the asset ijarah bonds, which consist of the simple asset ijarah 

bonds, asset ijarah bonds involving a financial intermediary, the government-

issued asset ijarah bonds for a third party acquiring an asset to be leased to the 

government, and the asset ijarah bonds that grant ownership of a leased asset to the 

lessor at the end of the ijarah contract. The sixth contract is the rent-sharing 

certificates projects. The seventh contract is the Salam certificates. The eighth 
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contract is the general mudarabah certificates. The ninth contract is the decreasing 

participation or redeemable mudarabah (Choudhury, 1983, p. 93-103). 

2.2.5 How Islamic Banking Benefits Stakeholders 

Islamic financial services rest on the premise that they utilize social financial 

resources better and promote financial stability. Abidin’s (2006) basic feature is 

consistent with most national, regional, and international efforts to enhance 

economic transparency, financial stability, and efficiency. Weak controls and 

corporate governance are major causes of institutional failure and financial 

instability in many economies, but due to the emphasis on ethics and self-regulation 

via Shari’ah supervision, Islamic financial systems may strengthen these internal 

controls and thereby promote soundness and stability.  

 Islamic finance’s requirement to trade “real” assets and to share both profit 

and loss also fosters stability by placing more limitations on the use of cash (Kuran, 

1986, p. 135-164). Institutions must gauge and collect more information about their 

clients, particularly the ways in which their clients use their funds. The SSBs 

control and closely monitor the mechanisms of self-regulation to ensure optimal 

resource use within the Islamic Business Organization (Chapra, 1991, p. 9-47). 

Consequently, providing banking services in compliance with Islamic laws 

promotes the development of formal, regulated financial markets and the societal 

benefits that come from such markets, including the cultural, social, and economic 

integration of Muslim communities into more secular Islamic countries. 

2.2.6 Risk Management in Islamic Banking 

 IBs face a problem of mismatching assets and liabilities because they do not hold 

short-term assets that easily convert into cash. Thus, conventional banks generally 

do not suffer losses on delayed payments as IBs do (IBs cannot charge penalties for 

late payments, for example).  

Islamic banking intrinsically involves risk sharing. Because IBs also share 

in their customers’ profits and losses, they assume business risk; conventional 
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banks only take on credit risk, to which IBs are also susceptible. Although project 

risk can be minimized, it cannot be eliminated.  

However, business risk does not include transactions featuring jahl 

(extreme uncertainty), gambling, and other speculative risks. Shari’ah principles 

acknowledge the right to avoid and reduce the risk of asymmetric information and 

moral hazards. IBs demand security or collateral in debt-based and semi-debt-based 

modes of trading and leasing. In shirkah (partnership) based modes, banks can 

demand security for breach of contract and/or any negligence on the part of the 

client. Interest-hedging strategies and products (such as financial futures) are not 

available in Islamic banking (Vogel & Hayes, 1998, p. 138). 

2.2.7 Stock Markets: Stock-Selection Criteria 

The basic concept of a stock market is permissible under Shari’ah. However, 

companies must follow certain rules before investing. The most important tenet is 

that investment in companies involved in the following industries is not permitted: 

alcoholic beverages, tobacco, and pork-related services, commercial (i.e., interest-

based) financial services, weapons and defense, and entertainment. 

The remaining stocks are evaluated using certain financial ratios to remove 

companies with unacceptable levels of debt or excess interest income like total 

debt/trailing 12-month average market capitalization  33% (Vogel & Hayes, 1998, 

p. 164). 

2.2.8 Responding to Rapidly Changing Environments 

The existing Islamic financial architecture requires further strengthening to reflect 

several external environmental factors and structural changes within the industry. 

Such changes include globalization, technological changes (especially in service 

delivery and risk management), regulatory changes (especially with regard to 

governance, risk, and market discipline), and rapid growth in Islamic International 

Financial Services and Islamic financial markets in response to market demand, 
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government promotion, and product innovations based on securitizing Islamic 

financial contracts (Wilson, 1997, p. 129). 

These factors signify a new mix of risk-management and operating 

characteristics of Islamic finance, but significant gaps and weaknesses exist. These 

infrastructure weaknesses impede effective risk management, reduce the 

effectiveness of supervision, and slow market development and innovation.  

National authorities and Islamic international infrastructure institutions are 

in the early stages of addressing these problems, though most of the infrastructure 

institutions were only recently established. An exception is AAOIFI, which was 

established in 1991 to develop accounting and auditing standards for IBs. AAOIFI 

has made a significant contribution in establishing key accounting, auditing, and 

reporting standards, as well as in supporting Shari’ah contract and governance 

standards. However, major steps need to be taken in order to support the rapid 

innovations in the industry. The IFSB has also begun to address a range of 

prudential supervision and financial stability issues in Islamic finance, but the 

potential issues in the cross-sectional features of the industry remain unaddressed.  

Clearly, Islamic finance is in its development stage. In most countries, it has 

not yet achieved critical mass or the level of strategic focus required for an 

effective recognition of its unique operational features in the national policy-

making process. Therefore, international Islamic infrastructure institutions can and 

should play a key catalytic role in promoting the industry. 

2.2.9 Competitiveness of Islamic Banking 

Technology-fueled globalization is currently having profound effects on many 

industries, especially the banking and finance sector. Deregulation is also a major 

factor that shapes the evolution of all banking, Islamic or otherwise. Financial 

institutions today must be capable of transforming themselves easily into 

commercial banks, investment banks, or significant shareholders. This new 

flexibility is providing space for the growth of Islamic banking in many countries. 

Not only do a growing number of Muslims want to observe the prohibition of 

interest-based transactions, but a growing number of people in Western countries 
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want to engage in “ethical banking” by refusing to invest in companies engaged in 

certain activities (Roy, 1991, p. 427-456). Additionally, Islamic banking is a 

growing force in the venture-funding world because it still bases its loan decisions 

on project profitability, yet does not deny support to entrepreneurs merely for lack 

of a record of accomplishment.  

Islamic banking therefore allocates credit more efficiently than traditional 

banking systems that require established creditworthiness. This can result in faster 

economic development. Entrepreneurs find it easier to finance their projects, banks 

share in the profits of the projects they underwrite, and depositors’ investment 

accounts earn above-average returns. Within the Middle East region, participants in 

the Islamic banking industry have delivered impressive financial results 

irrespective of their capitalization. In order for these IBs to compete with 

conventional banks, however, they must develop their operational capabilities to 

meet the future demand for Islamic banking products and services. They must 

rethink their existing business models, shift their focus to consolidation and 

strategic alliances, and streamline their operations by outsourcing non-core 

functions to ensure sustained growth. A lack of Shari’ah-compliant interbank 

money markets poses a significant obstacle to the growth of the IFSI. In fact, the 

lack of diverse, tradable financial instruments has restricted investment 

opportunities and is one of the major reasons IFSI organizations forgo profits that 

conventional banks are able to earn. Islamic investment opportunities are generally 

long-term, and low-risk ventures. The industry also faces a shortage of experienced 

professionals, which has hampered innovation. 

On many occasions, IFSI respond differently to the fatwas (religious 

rulings) that SSBs issue. These responses arise from differences in Shari’ah 

opinions and varied interpretations of fiqh (Islamic jurisprudence). This emphasizes 

the need to harmonize Shari’ah opinions, thus paving the way for more innovation, 

product development, and industry cohesion. 
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2.3 Concluding Remarks 

Islamic banking has a bright future. New products (including musharakah, 

mudarabah, murabahah, salam, istisna, and ijara) are better equipped to cater to 

people’s requirements, as well as finance consumption needs and government 

deficits. In fact, Islamic modes of interest-free financing have the potential to 

compete significantly with conventional banking products by synchronizing 

entrepreneurial payment obligations with revenue accruals and incorporating a kind 

of profit-sharing concept that removes a major source of instability in free markets 

and optimizes the use of capital. There is considerable room for competition and 

expansion in this field, but the long-term survivability of individual IBs will depend 

on how rapidly, aggressively, and effectively they can develop techniques and 

instruments that allow them to perform two-way intermediation functions. 
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3. The Impact of Shari’ah Supervisory Boards and Corporate 

Boards on Islamic Bank Performance
3
 

3.1 Introduction 

Research on the governance of Islamic financial organizations has become prolific, 

especially as it relates to the Islamic banking industry. However, during the last 

decade no studies have empirically explored the internal governance mechanisms 

specifically related to the boards of directors (hereinafter BoDs) and the integrated 

Shari’ah Supervisory Boards (hereinafter SSBs), nor do these studies evaluate these 

entities’ functions, structures, processes, or their impacts on the financial 

performances of Islamic banks (hereinafter IBs). During this time, regulatory 

dynamism and increasing global demand from both unregulated and regulated 

industries for organizational transparency, efficiency, and effectiveness have 

renewed the focus on management and corporate governance models (Hoskisson, 

Castleton & Withers, 2009). 

Shari’ah-based corporate governance establishes Shari’ah as “the ultimate 

goal and this entails the notion of protecting the interest and rights of all 

stakeholders within the Shari’ah rules” (Hasan, 2008). Accordingly, SSBs are 

independent boards that investigate, audit, and provide IBs with higher Shari’ah 

compliance ex-ante and ex-post for all financial transactions as a standard policy. 

IBs in Iran, Pakistan, and Sudan do not embed the SSBs within their governance 

structure, while in other major Islamic countries SSBs are legally required. The 

proponents of SSBs argue in favor of the integration of SSBs within the governance 

structure of IBs and note their corresponding ability to improve the reliability, 

credentials, and, most importantly, the legitimacy of banks that comply with the 

Shari’ah principles (Abu Ghudda, 2001; Shaffaii, 2008; Suleiman, 1999).  

The question this paper addresses is twofold. First, do Islamic Banks that 

embed Shari’ah Supervisory Boards outperform those that do not integrate Shari’ah 

                                                 

* Quttainah, M. (2012). The impact of shari’ah supervisory boards and corporate boards on Islamic 

bank performance. Journal of Corporate Governance: An International Review (submitted). 
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Supervisory Boards within their governance structure? Second, are the size and 

composition attributes of Shari’ah Supervisory Boards and Corporate Boards that 

correlate to superior performance? 

After using a sample of 82 IBs covering 15 countries in four different 

regions (i.e., Middle East, Near East, Far East, and North Africa) that consisted of 

1,476 bank-year observations between 1993 and 2010, certain findings in this study 

became clear. One of the first findings showed that SSBs do tend to improve the 

financial performance of IBs. The results indicate that there is a highly significant 

positive relationship between the incorporation of SSBs within IBs, and an average 

of 13.5% increase in financial performance measured by ROA, ROE and Asset 

Growth (hereinafter AG). This improvement of financial performance holds after 

adjusting for country and year effects and is robust to the inclusion of various 

control variables (micro-level and macro-level) such as risk, size, European 

Intelligent Unit country risk, geography, and country-specific regulatory strength.  

Second, the findings indicate that IBs with large SSBs also perform better. 

There is a significant positive relationship between SSBs’ size and financial 

performance, with larger boards showing an average of 3% performance 

improvement. A significant and positive relationship exists between the degrees of 

interlocking relationships on SSBs, with greater levels of interlock providing an 

average of 15% increase in financial performance. Furthermore, a one-unit increase 

of the proportions of SSBs’ graduate degrees results in a 5% increase in IBs’ 

financial performance. Lastly, there is a significant and positive relationship 

between SSBs having affiliation expertise in jurisprudence, contemporary finance, 

and Islamic finance and an on average 10.08% increase in performance.  

To address the potential for endogeneity, two-stage least square (hereinafter 

2SLS) analysis is performed. Governance-index (hereinafter G-index), comprised 

of SSBs, board size, and composition, is used as an instrumental variable that 

correlates with the explanatory variable and is exogenous to the dependent variable 

(performance measure).  

The result is consistent with the initial findings of this study; namely, that 

SSBs and BoDs do affect organizational financial performance. This finding holds 
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after controlling for firm level and country-level variations, as well as country and 

year effects. The 2SLS results indicate that there is a significant and negative 

relationship between SSBs and an on average 2% decrease in risk taking. 

Additionally, there is a significant and positive relationship between SSBs and an 

on average 2.10% increase in organizational financial performance.  

This research contributes to the governance literature regarding SSBs. In 

particular, the present paper speaks to the effects of SSBs and their composition on 

IBs’ organizational behaviors and performances, as well as the functions, 

structures, processes, and roles that SSBs deploy in ensuring Shari’ah compliance 

in all business transactions. Although prior research addresses the importance of 

SSBs and their unique impact on financial performance, this study is the first 

empirical examination of the underpinnings of how SSBs within IBs affect 

organizational behavior and financial performance. In addition, this paper considers 

the role of SSBs’ structures from the viewpoint of the agency theory, the 

contingency approach theory, and to a certain extent, the stewardship theory. 

The remainder of the paper proceeds as follows: Section 3.2 provides a 

conceptual framework and Section 3.3 provides a review of the relevant literature. 

Section 3.4 describes the research design and methodology, and then Section 3.5 

presents the empirical results, robustness checks, and discussion. Finally, the 

concluding remarks are set forth in Section 3.6.  

3.2 Conceptual Framework 

3.2.1 SSBs and Board Roles 

In echoing and extending Nicholson and Kiel’s (2004) theoretical model, which 

links board functions and their impact on corporate performance, the present model 

explains how SSBs’ roles and responsibilities improve corporate performance. This 

includes monitoring and controlling, accessing resources, planning, strategizing, 

advising, and counseling.  

The mission of SSBs is to monitor and control the religious, behavioral, 

moral, and ethical aspects of corporate management, as well as products, services, 
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and transactions. SSBs are responsible for ensuring Shari’ah compliance, thereby 

assuring depositors and shareholders that a bank is truly and fully compliant with 

Shari’ah. Second, the top management and the CEO are required to provide 

necessary and relevant information to assist the SSB members in applying Shari’ah 

rules to a transaction or product regardless of outcome. Third, SSBs serve as 

operating resources that provide advice and counsel to the external and internal 

environments.  

The external environment includes stakeholders, regulators, and central 

banks. The internal environment includes the management and employees. Besides 

ensuring Shari’ah compliance and issuing different fatwas (religious rulings), SSBs 

reply to all depositors, customer, and investor queries and clarify any ambiguity in 

any transactions. In addition, SSBs should continuously guide and train top 

management to apply Islamic rules in daily transactions to avoid any religious or 

ethical conflicts before making any agreements with investors.  

3.2.2 SSBs and BoDs: Demographics 

The composition of external auditing firms influences the performance of the firms 

they audit. Wallace (1980) examines that relationship in free and regulated markets, 

and focuses on the economics and the stakeholders’ theories. In addition, Wallace 

(1980) focuses on how auditing firms’ credentials influence the performance of the 

audited organizations. The findings indicated three interrelated causes of demand 

for audit services:  agency, insurance, and information.  

  Likewise, auditing demographics (composition and size) influence the 

performance of IBs. A larger audit firm assists as a backup for audit quality, which 

influences an audited firm’s performance due to the notion that higher quality 

auditing helps retain clients (DeAngelo, 1981b). Consequently, a firm’s credibility 

is associated with the reputation of its auditors (Dopuch & Simunic, 1980; Dopuch 

& Simunic, 1982). Furthermore, a firm’s ability to provide quality through the 

rigorous selection process of an external auditor is identical to the underwriter-

selection process. IBs with SSBs that have superior reputations are able to earn a 

higher return (Beatty & Ritter, 1986). In addition, because the SSB members’ 
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reputations are under scrutiny, they work harder, 
4
which improves Shari’ah 

governance and fatwas, which in turn enhances firm operations and outcomes.  

Inconsistent or contradictory fatwas create friction and confusion among 

IBs, customers, staff, management, and BoDs. By subscribing to the Accounting 

and Auditing Organization for Islamic Financial Institutions (AAOIFI), the 

International Financial Services Board (IFSB), or the Islamic International Rating 

Agency (IIRA), IBs are able to unify fatwas. This avoids the friction and confusion 

of uncoordinated fatwas, thereby improving the quality and soundness of their 

SSBs, as well as their organizational behavior and performance.  

Regulators in Iran, Pakistan, and Sudan do not require integrated SSBs 

within IBs governance structure due to their reliance on the Shari’ah-Apex. These 

centralized SSBs serve public and private organizations, issuing fatwas on certain 

IB products and/or services. In these countries, engaging with the Shari’ah-Apex 

and waiting for their religious rulings may negatively influence the performance of 

the IBs. An untimely response may result in a lost opportunity for the IBs. Lack of 

embedded SSBs therefore may hinder these IBs’ performance, as they are unable to 

benefit from the different roles and services that SSBs provide, such as monitoring, 

controlling, advising, counseling, and providing access to resources.  

IBs comply with the standard global corporate governance (CG) principles 

and models, including the Organization for Economic Cooperation and 

Development (OECD)
5
 CG principles originally issued in 1992.   

                                                 

4 Carter and Manaster (1990) suggest that the desire of the underwriter companies to work harder to 

protect their reputation leads higher-quality underwriters to market low-risk IPOs. The same context 

applies to the SSB members. 
5  OECD Principles of Corporate Governance 2004 ensure: (i) basis for an effective corporate 

governance framework, (ii) rights of shareholders and key ownership functions, (iii) equitable 

treatment of shareholders, (iv) roles of stakeholders in corporate governance, (v) disclosure and 

transparency, and (vi) responsibilities of the board.  
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3.3 Literature Review 

3.3.1 Strategic Role of Corporate Boards 

Strategic decision-making is a crucial component of organizational performance 

and is concerned with fundamental issues such as location, products, financing, and 

timing. Strategic decisions are “important, in terms of the actions taken, the 

resources committed, or the precedents set” (Mintzberg, Raisinghani & Theoret, 

1976, p. 246). Strategic decisions are crucial for the survival and future of the 

organization, and such strategic decisions include the day-to-day decisions as well 

as infrequent decisions by the top management (Eisenhardt & Zbaracki, 1992).  

BoDs play a pivotal role in strategic decision-making and their 

competencies become a source of competitive advantage (Barney, 1991; Hamel & 

Prahalad, 1994; Hunt, 2000; Langton & Robbins, 2007; Ljungquist, 2007; Prahalad 

& Hamel, 1990). Board composition and demographics are hence important 

precursors to effective and efficient group decision-making and firm performance 

(Baliga, Moyer & Rao, 1996).  

Different theories and perspectives attempt to explain and evaluate the 

effects of BoD demographics on organizational performance (Kiel & Nicholson, 

2003). Nevertheless, a mutual goal of these theories is to connect board 

characteristics to: (i) firm performance; (ii) the relationships between shareholders, 

the board, and senior management; and (iii) corporate governance (Carlsson, 2001).  

Researchers such as Mace (1971), Monks and Minnow (1991), Norburn and 

Grinyer (1974), Rosenstein (1987), and Vance (1983) argue against the perception 

that CEOs formulate strategy instead of BoDs. In their view, a power imbalance 

usually exists between senior management figures and BoDs. Furthermore, Lorsch 

and MacIver (1989) indicate that BoDs are more likely to counsel managers on the 

evaluation of options rather than initiate strategy. 
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3.3.2 Strategic Role of Shari’ah Supervisory Boards 

Shari’ah conformity is the distinguishing feature of Islamic business organizations, 

and specifically in this context is the distinguishing feature of the Islamic banking 

industry. In practice, the essential functions of guiding and controlling the 

operations of IBs rests with respectable Shari’ah jurists who are from different 

strategic localities in order to ensure diversity.  

International standard-setting bodies and regulators have made numerous 

efforts to standardize and homogenize the practices of Islamic banking among 

institutions and even across national borders. Yet it is the core responsibility of the 

SSBs to define and conclude the requirements of Shari’ah for different transactions 

and contracts. The SSBs are the central point of conformity and IBs rely on them as 

people rely on IBs (Abidin, 2006; Khan, 1995; Warde, 2000). 

3.3.3 Corporate Board Size and Composition 

Firms are likely to adopt a contingency approach to their demographic specifically 

as it relates to the BoDs’ size by replacing inside directors or outside directors 

based on their salient strategic, environmental, and performance factors (Zahra & 

Pearce, 1992). These factors suggest that BoDs’ independence are key to 

monitoring and controlling managements’ behavior effectively and aligning 

shareholder interests with management interests (Baysinger & Butler, 1985; Zahra 

& Pearce, 1992; Daily & Dalton, 1994 a; Daily & Dalton, 1994b; Van den Berghe 

& Baelden, 2005).  

The contingency approach also expands networks and interlock effects, thus 

allowing access to more resources and more strategic information via executive ties 

(Pfeffer, 1991; Zaheer & Bell, 2005). Strategic contingencies in operations can thus 

enhance firm effectiveness and profitability (Pfeffer, 1972; Pfeffer, 1973; Pfeffer & 

Salancik, 1978; Schoorman, Bazerman, & Atkin, 1981). 

Agency theory states that large companies tend to have large boards (Fama, 

1980). However, Hermalin and Weisbach (2003) conclude that board size 

correlates negatively to corporate performance. Yermack (1996) provides evidence 
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that smaller boards are associated with higher firm value, as measured by Tobin’s 

Q. These findings indicate that BoDs’ size can limit effectiveness. The 

ineffectiveness apparently stems from coordination problems and free-riding 

directors, and as board size increases, the value of highly contributing members 

becomes so diluted that firm performance is adversely influenced (Jensen, 1993; 

Tosi, Brownlee, Silva & Katz, 2003). These studies find that smaller boards 

communicate better and are more responsive to firms’ needs (Fama, 1980).  

Chaganti, Mahajan & Sharma (1985) also examine the relationship between 

the size of the board and firm performance. Their findings indicate that firms with 

larger boards are less prone to bankruptcy. By maintaining larger boards than failed 

firms, these successful firms have larger networks and access to more expertise 

(Dalton, Daily, Johnson & Ellstrand, 1999). Provan (1980) adds some insight into 

this relationship by examining the importance of externally powerful BoDs to 46 

human service agencies within the same community.  

They found that firms with larger boards have more visibility in the 

community. In addition, Pfeffer and  Salancik (1978) empirically studied the effects 

of BoD size on overall firm performance; they too found that larger boards 

correspond to better performance, this time due to firms’ ability to extract the 

appropriate “amount of budget, external funding, and leverage from an 

environment” (Pfeffer & Salancik, 1978). In turn, “environmental uncertainty 

(volatility and lack of information) leads to increased board size” (Birnbaum, 

1984).  

In addition to size, independence is one of the most important determinants 

of board quality.
6 

Fama (1980) and Fama and Jensen (1983) argue that outside 

directors have the incentive to act as monitors of management because they want to 

protect their reputations as effective and independent decision-makers. For 

instance, outsider-dominated boards are more likely to replace CEOs in response to 

poor performance. They nominate outsider CEOs, control CEO overcompensation, 

                                                 

6 Independent directors are defined as outsider board members who have not been employees of the 

firm and who are not affiliated with the firm through business ties or family ties. This definition is 

consistent with the Investor Responsibility Research Center definition.  
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control overinvestment in firms with positive free cash flows (Richardson, 2006), 

oversee financial accounting processes carefully, and reduce earnings management 

and financial fraud (e.g., Beasley, 1996; Conger, Finegold & Lawler, 1998; Huson, 

Malatesta & Parrino, 2002; Klein, 2002; Richardson, 2006; Weisbach, 1988). 

Bhoraj and Sengupta (2003) and Anderson, Mansi and Reeb (2004) even find that 

board independence has a negative relationship with the cost of public debt.  

Corporate leadership structure is another important determinant of a firm’s 

future. The CEO of a corporation has the dual role of acting as the corporation’s 

chief strategist and implementing a company’s plans and policies. In contrast, the 

chairman’s responsibility is to monitor the soundness of the board by ensuring that 

it functions as it should in counseling and monitoring the CEO (Anderson & 

Anthony, 1986).  

Anderson and  Anthony (1986), Brickley and James (1987), Finkelstein and  

D’Aveni (1994), and Davis, Schoorman and  Donaldson (1997), however, argue 

that CEO duality provides clear-cut leadership that helps a firm focus on operations 

and reduces monitoring and control costs. Although the findings are inconclusive, 

they do indicate that board vigilance is positively associated with CEO duality and 

higher performance (Finkelstein & D’Aveni, 1994; Brickley & James, 1987). The 

key finding is that a unified, focused command supports strong and unambiguous 

leadership. Reporting to one boss mitigates confusion and streamlines strategic 

planning. Consequently, duality can help a company respond more quickly in a 

changing environment (Anderson & Anthony, 1986; Finkelstein & Hambrick, 

1996). 

3.3.4 Corporate Boards and Politically Connected Directors 

A number of empirical studies examine the relationship between politically 

connected firms and their access to resources. One of the ways that firms are able to 

extract necessary resources, for example, is by inviting outside directors with 

government connections to join the BoD. Alternative connections may embed the 

relationships of the ownership structure of the firm, e.g., when the government is 

either the owner of the firm or a partial owner. Furthermore, Goldman, Rocholl and 
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So (2009) examine companies that engage in another approach to become 

politically connected, such as lobbying.  

Regardless, political connections in organizations may arise directly or 

indirectly, and government officials have the ability to influence the allocation of 

lucrative government contracts (Goldman, Rocholl & So, 2008; Goldman, Rocholl 

& So, 2009). Bailouts are other possible benefits that politically connected firms 

may obtain from governments (Faccio, Masulis & McConnell, 2006). Thus, 

companies that add politically connected individuals to their BoDs can earn 

positive abnormal returns after announcing the inclusion of a new politically 

connected individual.  

Finally, Agrawal and Knoeber (2001) find larger numbers of so-called 

political directors in companies that are in industries with larger government 

dealings. Politically connected members of the board can be beneficial for 

innocuous reasons, such as sharing information, but are most important for their 

increased likelihood of receiving government business. Seminal studies consider 

other benefits, such as access to bank loans at preferred rates, market valuations, 

and prolonged performance via either bailout events or government contracts (Nee, 

1992; McMillan, 1997; Brandt & Li, 2003). Thus, politically connected firms share 

a similar concept with the contingency approach theory: outside directors bring 

benefits. 

3.4 Research Design and Methodology  

Critics of SSBs argue that embedded Shari’ah Supervisory Boards add layers of 

bureaucracy, which hinder timely responses to urgent issues and result in lower 

financial performance (Grais & Pellegrini, 2006a). Proponents of SSBs contend 

that BoDs rely on the religious rulings provided by in-house SSBs to ensure 

compliance with Shari’ah, thus fostering positive managerial behavior and financial 

performance by offering additional support to BoDs (Abu Ghudda, 2001; 

Suleiman, 1999; Shaffaii, 2008). This controversy leads to the first hypothesis: 
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Hypothesis 1: Islamic banks that embed Shari’ah Supervisory Boards outperform 

Islamic banks that do not.  

 

Contingency theory suggests that a firm can create strategic opportunities 

and can improve its interaction with the external environment by inviting or 

appointing outside directors. Outside directors also provide and safeguard the 

resources necessary for the survival of the firm. Furthermore, Dalton, Daily, 

Ellstrand, and Johnson (1998) find that larger BoDs have better networks and more 

expertise. Larger boards also provide information symmetry that ensures 

consistency in allocating resources to firms (Pfeffer, 1987; Pearce & Zahra, 1992; 

Goodstein, Gautam & Boeker, 1994). This leads to a second hypothesis: 

 

Hypothesis 2: For Islamic banks, board of directors’ size has a positive 

relationship to performance.  

 

In addition, the distinct nature of SSBs complements BoDs and independent 

auditing firm roles. The importance of having capable SSB members in large IBs 

leads to the third hypothesis: 

 

Hypothesis 3: For Islamic banks, Shari’ah Supervisory Boards’ size has a positive 

relationship to performance. 

 

According to contingency theory, outside directors are important for their 

advising and resource-allocation roles, not merely for their monitoring roles 

(Zaheer & Bell, 2005; Parker, 2007; Forbes & Milliken, 1999; Goodstein et al, 

1996; Miller & Roth, 1994). Therefore, in drawing on contingency theory, 

networking and information exchange favorably affects firm performance. In fact, 

the larger the board, the more likely it is that the number of board interlocks will 

rise. Thus, hypothesis four states: 
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Hypothesis 4: For Islamic banks, a higher proportion of outside directors has a 

positive relationship to performance. 

 

Barnea and Guedj (2006), Hallock (1997), and Larcker, Richardson, Seary 

and Tuna (2006) find that interlocked boards are associated with higher CEO 

compensation, suggesting that interlocked directors and connected boards may 

compromise the effectiveness of board monitoring. Richardson (1987) argues that 

interlocked directors are indicative of weak governance and entrenched managers. 

On the other hand, Schonlau and Singh (2009) argue that interlocked directors are 

indicative of simultaneous information-based benefits, which demonstrates how 

important board networks are as a source of resource allocation to the firm and for 

acquisitions that improve organizational performance. This leads to a fifth 

hypothesis: 

 

Hypothesis 5: A higher level of board interlocks has a positive relationship to 

Islamic bank performance. 

 

In addition, SSB members that serve on multiple SSB boards enhance 

networking among firms and SSB members. This leads to hypothesis number six: 

 

Hypothesis 6: Increases in Shari’ah Supervisory Board interlocks have a positive 

relationship to Islamic banks. 

 

Fich and White (2005) find that CEO interlocks are associated positively 

with Tobin’s Q. They argue that ties among outside directors improve the 

performance of struggling firms, are more positively related to R&D, and increase 

overall firm performance. It would therefore be expected that: 

 

Hypothesis 7: A higher level of CEO interlocks has a positive relationship to 

Islamic bank performance. 
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Corporate governance (CG) literature produces inconclusive results (both 

positive and negative) regarding the effects of having a government member on a 

BoD. Hence, it could be anticipated that: 

 

Hypothesis 8: Increases in the number of government directors have a positive 

relationship to Islamic bank performance. 

 

Based on Finkelstein and D’Aveni (1994) and Brickley and James (1987), 

board vigilance and firm performance are positively associated with CEO duality. 

Although proponents of agency theory recommend the separation of the CEO and 

the Chairman of the Board roles, the contingency theory suggests otherwise. Thus, 

it is hypothesized that: 

 

Hypothesis 9: CEO duality has a positive relationship to Islamic bank 

performance. 

 

Shari’ah interpretation is diverse due to differences in Islamic jurisprudence 

schools (i.e., the Hanafi, Hanbali, Maliki, and Shafi’i). Such conflicts foster 

misleading perceptions of ineffectiveness for IBs. Establishing the Islamic 

Financial Services Board (IFSB) was a step toward unifying the interpretations of 

Shari’ah law and religious rulings. The organization helps regulators and 

supervisory agencies fine-tune the soundness and stability of the Islamic financial 

services industry. Thus, it would be expected that: 

 

Hypothesis 10: Membership in the Islamic Financial Services Board has a positive 

relationship to Islamic bank performance. 

 

AAOIFI provides the necessary expertise for accumulating knowledge, both 

tacit and explicit. Tacit knowledge accumulates when IB staff and management 

accumulate the necessary expertise in executing the accounting and auditing 

services in compliance with Shari’ah. Explicit knowledge is another important 
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aspect that cushions auditors. The auditors explicitly explain to the concerned party 

where the pitfalls are and how to overcome such pitfalls. Hence, it would be 

expected: 

 

Hypothesis 11: Higher-quality Shari’ah Supervisory Board members have a 

positive relationship to Islamic bank performance. 

 

SSBs’ qualifications are important for decision-making. Empirical research 

implies that diverse educational backgrounds are linked with different social 

statuses, networks, and professional development paths (Useem & Karabel, 1986). 

In particular, heterogeneity in educational background provides SSBs with different 

perspectives and cognitive paradigms that affect vocational development and social 

contacts. For example, the presence of qualified and experienced members on the 

SSBs or the BoDs improves managerial behavior and financial performance. 

Educational heterogeneity is based on whether the SSB members and the BoD 

members have one or more graduate degrees.  

Qualified and skillful members are assumed to be strategic resources that 

provide strategic linkages to different external resources and ensure effective and 

sustainable levels of intellectual ability, experience, sound judgment, and integrity 

(Ingley & van der Walt, 2001). Members with more education offer greater 

analytical capability and are a rich source of innovative ideas and policy 

development. Thus, it is hypothesized that:  

 

Hypothesis 12: A higher educational level of Shari’ah Supervisory Board members 

has a positive relationship to Islamic bank performance. 

3.4.1 Sample Construction and Data 

Information on all available Islamic banks in the BankScope database was retrieved 

between 1993 and 2010. To make a fair comparison, a balanced panel sample is 

constructed and banks that do not have full 18-year (1993 to 2010) bank 

information were excluded. In addition, new Islamic Banks that were established 
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and incorporated after 1993
7
 were excluded from the sample. The sample includes 

Islamic banks in 15 countries: Bahrain, Bangladesh, Egypt, Indonesia, Iran, Jordan, 

Kuwait, Lebanon, Malaysia, Pakistan, Qatar, Saudi Arabia, Sudan, Turkey, and 

United Arab Emirates. Table 1 reports the observation distribution by country. 

Bahrain has the highest number of observations (342) and Indonesia has the lowest 

number of observations (18).  

Statistics regarding SSB size and composition were manually collected 

from the relevant IBs’ official websites.
8

 IB specialization, assets, liabilities, 

earnings, expenses, credit ratings, country credit ratings, and risk rating information 

were mainly collected from the BankScope database and supplemented with 

information from several country-level and bank-level websites.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                 

7 The results of this study might not be generalizable to Islamic Banks that started their operations 

after 1993.  
8 SSB characteristics information is hand-collected from relevant sources. 
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Table 1: Observation Distribution by Country 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Country Name Number of Obs. Percent 

Bahrain 342 23.17 

Bangladesh 36 2.44 

Egypt 54 3.66 

Indonesia 18 1.22 

Iran 108 7.32 

Jordan 36 2.44 

KSA 54 3.66 

Kuwait 108 7.32 

Lebanon 36 2.44 

Malaysia 126 8.54 

Pakistan 162 10.98 

Qatar 72 4.88 

Sudan 126 8.54 

Turkey 72 4.88 

UAE 126 8.54 

Total 1,476 100 
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3.4.2 Variables and Methodology 

The purpose of this study design is to relate the presence of SSBs, their size, and 

their diversity with financial performance in an ordinary least squares cluster-robust 

regression. The panel data used in the study was obtained from BankScope. 

Hypothesis 1 is tested using a sample of 82 IBs, consisting of 1,476 IB-year 

observations. The remaining hypotheses are tested using a sample of 34 IBs with 

SSBs, totaling 607 IB-year observations. 

3.4.3 Measures of Firm Performance 

The regression analysis uses accounting-based measures because they offer 

historical overall performance indicators and bear a relationship to asset valuations 

and current operations. The accounting-based measures are return on assets (ROA), 

return on equity (ROA), and asset growth (AG). Kiel and Nicholson (2003) use 

ROA as a measure of board performance because it is an indication of what 

managements accomplish with given resources (assets). ROA equals net income 

divided by total assets. ROE equals net income divided by shareholders’ equity. 

AG consists of the year-over-year percentage change in assets divided by total 

assets (Baysinger & Butler, 1984). 

3.4.4 Testing Variables 

A discrete variable, SSBs, measures the presence of the SSBs; it is set to 1 if an IB 

has in-house SSBs and 0 otherwise. SSB Size is the number of members of the 

SSBs. Diversity measures the proportion of board members with interlocks network 

at the AAOIFI SSBs. 

Moreover, several explanatory variables measure BoDs’ characteristics in 

order to determine the quality of monitoring, advising, and networking, as well as 

information symmetry that ensures uninterrupted resources to the firm (Hermalin & 

Weisbach, 1988; Klein, 1998; Adam & Mehran, 2003, Anderson et al., 2004; 

Nicholson & Keil, 2004). Following Lipton and Lorsch (1992) and Jensen (1993), 

board size is recorded as the number of board members at year-end. This allows 
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identification of whether a director is an executive or nonexecutive. Outside 

directors plus inside directors equals the total number of board members. CEO 

Duality is a dummy variable that equals 1 if the CEO is also the chairman of the 

board and 0 otherwise. Interlocking board members are measured using the total 

number of directorships that board members hold (both inside and outside the firm) 

divided by number of board members. It is necessary to consider a director’s 

position in the overall network rather than simply as links to other IBs in the study.  

3.4.5 Control Variables 

Explanatory variables control for bank size using log total assets for each IB. In 

addition, controlling for European Intelligence Unit country risk (EIUCR) is a 

proxy for the change in the economic development. Such economic developments 

are likely to affect the quality of bank assets’ “creditworthiness” and political and 

business trends for the level of development of the country, which in turn can proxy 

for the quality of regulation and of the legal environment.  

In order to control for a specific region, the sample is divided into: (1) the 

Middle East, (2) the Near East, (3) the Far East, and (4) North Africa. Following 

Laeven (2003), the loan-loss provision (LLPR) ratio is a proxy for firm-level risk-

taking and equals LLPR divided by total assets over lagged total assets. In addition, 

echoing Barth, Caprio, and Levine (2001), the study controls for country-specific 

regulatory strength (CSRS). CSRS is a discrete variable that is set to 1 if a country 

has more than one supervisory body; otherwise, it equals 0. Table 7 summarizes the 

operational definitions in this study.  

3.4.6 Methods 

Linear regression models require linear relationships between dependent and 

explanatory variables, no serial correlation independence of the errors, constant 

variance (homoskedasticity) of errors versus time, and any explanatory variables, 

and normal error distribution. Pooled OLS requires the errors in each time period to 
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be uncorrelated with the explanatory variables in the same time period in order for 

the estimator to be consistent and unbiased (Wooldridge, 2002).  

Correcting for heteroskedasticity, the OLS cluster-robust variance 

estimation technique adjusts for within-cluster correlation. This technique agrees 

with Stock and Watson (2002), who show that the standard method of calculating 

heteroskedasticity-robust standard errors for the fixed-effects estimator generates 

inconsistent variance estimates. For these reasons, using the OLS cluster robust 

variance is consistent with the fixed-effects estimator.  

The regression analyses pairwise correlation matrix in table 2 ensures that 

the link between the dependent and independent variables is not highly correlated. 

In addition, variables were tested for multicollinearity following the procedure in 

Hair, Anderson, Tatham, and Black (1998). The analysis calculates Variance 

Inflation Factor (VIF) values for two models. The first model (Panel 1 of table 3) 

uses 82 IBs with 1,476 IB-year observations. The second model (Panel 2 of table 4) 

uses 34 IBs and 607 IB-year observations. The VIF values for both panels were 

lower than the threshold value of 10, suggested by Hair et al. (1998, p. 193).  

 



 

 

 

 

Table 2: Correlation Matrix 

 

This table reports correlations of firm-level variables characteristics. The details of definitions and sources of all the variables are reported in 

Appendix I. 

 

  a. b. c. d. e. f. g. h. i. j. k. l. m. 

a. ROA 1.00             

               

b. Board Size 0.24 1.00            

               

c. Board Interlocks 0.53 -0.11 1.00           

               

d. Outside Director 0.05 -0.09 -0.27 1.00          

              

e. Gov. Director 0.26 0.28 0.13 -0.03 1.00         

               

f. CEO Interlocks 0.27 0.14 -0.09 0.19 0.26 1.00        

               

g. CEO Duality 0.12 0.14 -0.04 0.03 -0.01 0.08 1.00       

               

h. SSB Size 0.09 0.02 -0.19 0.24 -0.21 0.08 -0.08 1.00      

               

i. SSB Interlocks 0.16 0.33 -0.09 -0.05 0.20 0.07 -0.02 -0.01 1.00     

               

j. SSB Education 0.35 0.11 0.13 0.16 0.17 0.18 0.03 0.04 0.03 1.00    

               

k. AAOIFI 0.32 0.14 0.00 -0.03 0.11 0.35 0.10 -0.11 0.07 -0.03 1.00   

               

l. IIFO 0.21 0.23 0.14 0.00 0.29 0.23 -0.16 -0.36 0.11 -0.11 0.09 1.00  

               

m. Log(Assets) 0.07 -0.02 -0.01 0.08 -0.05 -0.06 0.06 0.00 -0.02 0.06 0.11 -0.10 1.00 

                

4
3
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3.4.7 Robustness Tests 

In order to provide further evidence of the relationship between SSBs’ or BoDs’ 

sizes and organizational performance, and to address endogeneity and reverse 

causality concerns, the analysis requires an instrumental variable that correlates 

with SSBs’ and BoDs’ sizes but not the error term of equations (except through 

variables already included in the regression).  

Using a two-stage, least squares instrumental variable estimation approach 

helps build an instrumental variable. The choice in this study is an index of 

corporate governance (the G-Index). The G-Index ensures that the study has a valid 

instrumental variable that is related to SSBs and BoDs but not to the error term in 

the equation. 

The suggested instrumental variables, loan-loss provision ratio (LLPR) and 

Asset Growth, are dependent variables in this analysis. LLPR is a proxy of 

organizational performance, and Asset Growth is a proxy of organizational risk. 

Revell (1980) defines interest margin as the difference between interest income and 

interest expense, divided by total assets.  

Using the G-Index, a Hausman test of the hypothesis that SSBs’ and BoDs’ 

sizes and their composition are uncorrelated with the error term and results failed to 

reject the null. Thus, if the extents of the instrument are valid, then the proposed 

endogeneity of SSBs’ size, BoDs’ size, and their composition due to reverse 

causality may be dealt with analytically.  

3.5 Results and Discussion 

3.5.1 Summary Statistics 

Tables 3 and 4 present descriptive statistics for all the variables in the study. Table 

3 includes 82 IBs with 1,476 IB-year observations and tests the impact of SSBs on 

the overall functions, processes, and performance of IBs. Table 4 includes 34 IBs 

with 607 IB-year observations and tests the impact of SSBs’ compositions on 

organizational performance. Approximately 41% of the sample in table 3 had a SSB 
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(mean=0.41). The average ROA was 0.03, with a minimum of 0.00 to a maximum 

of 0.08. The average ROE was 0.16, with a minimum of 0.00 and a maximum of 

0.65. The average AG was 0.31, with a minimum of 0.04 and a maximum of 0.81.  

As table 4 shows, the average corporate board has about 10 members 

(mean=9.90). Outside Directors is 0.12, with a minimum of 0.00 and a maximum 

of 0.86. The average Board Interlocks is 0.43, with a minimum of 0 and a 

maximum of 1. CEO Interlocks is 19% (mean=0.19), with a minimum of 0.00 and 

a maximum of 0.53. The average Government Director is about 0.09, with a 

minimum of 0.00 and a maximum of 0.25. The average CEO Duality is about 0.51, 

with a minimum of 0.00 and a maximum of 1.00. The average SSB Size is 5.53, 

with a minimum of 3.00 and a maximum of 9.00. The average SSB Interlocks is 

0.06, with a minimum of 0.00 and a maximum of 0.25. The average SSB Education 

is 0.70, with a minimum of 0.00 and a maximum of 1.00. The average proxy of 

members’ quality (AAOIFI) is 0.38, with a minimum of 0.00 and a maximum of 

1.00. The average IIFO is 0.55, with a minimum of 0.00 and a maximum of 1.00. 

  The average EIUCR in this sample is about 2.22, with a minimum of 1.00 

and a maximum of 5.00. The average Assets (log) is about 6.69, with a minimum of 

2.89 and a maximum of 15.5. The average CSRS is about 0.04, with a minimum of 

0.00 and a maximum of 1.00. The average LLP ratio is about 0.00, with a minimum 

of 0.13 and a maximum of 0.09. The average Middle East is about 0.56, with a 

minimum of 0.00 and a maximum 1.00. 
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Table 3: Descriptive Statistics-Panel (1) 

Variable        Obs      Mean     S.D.  Min       0.25 Mdn      0.75  Max 

Firm Performance         

ROA 1476 0.03 0.02 0.00 0.01 0.02 0.04 0.08 

ROE 1476 0.16 0.23 0.00 0.01 0.04 0.22 0.65 

Asset Growth 1476 0.31 0.26 0.04 0.10 0.21 0.48 0.81 

Board Characteristics         

Board Size 1476 9.55 7.71 3.00 6.00 9.00 10.00 56.00 

Outside Director 1476 0.17 0.28 0.00 0.00 0.00 0.43 1.00 

Board Interlocks 1476 0.34 0.30 0.00 0.00 0.30 0.56 1.00 

CEO Interlocks 1476 0.11 0.18 0.00 0.00 0.01 0.11 0.53 

Government Director 1476 0.08 0.07 0.00 0.00 0.10 0.14 0.25 

CEO Duality (Dummy) 1476 0.49 0.50 0.00 0.00 0.00 1.00 1.00 

SSB Presence         

SSB (Dummy) 1476 0.41 0.49 0.00 0.00 0.00 1.00 1.00 

SSB Size 1476 2.20 2.81 0.00 0.00 0.00 5.00 9.00 

SSB Interlocks 1476 0.05 0.07 0.00 0.00 0.00 0.11 0.25 

SSB Education 1476 0.67 0.46 0.00 0.00 0.00 1.00 1.00 

AAOIFI 1476 0.15 0.36 0.00 0.00 0.00 0.00 1.00 

IIFO 1476 0.52 0.49 0.00 0.00 0.00 1.00 1.00 

Control         

EIUCR  1476 2.10 1.39 1.00 1.00 1.00 3.00 5.00 

Assets (Log) 1476 7.00 2.33 2.89 5.29 6.15 7.72 15.50 

LLP   1476 0.00 0.01 0.13 0.00 0.00 0.01 0.09 

Middle East 1476 0.65 0.48 0.00 0.00 1.00 1.00 1.00 

CSRS 1476 0.05 0.22 0.00 0.00 0.00 0.00 1.00 
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Table 4: Descriptive Statistics-Panel (2) 

Variable       Obs      Mean     S.D.   Min       0.25 Mdn      0.75  Max 

Firm Performance         

ROA 607 0.04 0.30 0.00 0.01 0.03 0.08 0.08 

ROE 607 0.26 0.27 0 .001 0.02 0.12 0.64 0.65 

Asset Growth 607 0.42 0.29 0.04 0.15 0.35 0.80 0.81 

Board Characteristics         

Board Size 607 9.90 8.18 3.00 7.00 9.00 10.00 55.00 

Outside Director 607 0.12 0.26 0.00 0.00 0.00 0.10 0.86 

Board Interlocks 607 0.43 0.34 0.00 0.00 0.56 0.71 1.00 

CEO Interlocks 607 0.19 0.23 0.00 0.00 0.04 0.52 0.53 

Government Director 607 0.09 0.08 0.00 0.00 0.10 0.14 0.25 

CEO Duality (Dummy) 607 0.51 0.50 0.00 0.00 1.00 1.00 1.00 

SSB Characteristics         

SSB (Dummy) 607 1.00 0.00 1.00 1.00 1.00 1.00 1.00 

SSB Size 607 5.35 1.52 3.00 4.00 5.00 7.00 9.00 

SSB Interlocks 607 0.06 0.08 0.00 0.00 0.00 0.11 0.25 

SSB Education 607 0.70 0.46 0.00 0.00 1.00 1.00 1.00 

AAOIFI 607 0.38 0.49 0.00 0.00 0.00 1.00 1.00 

IIFO 607 0.55 0.50 0.00 0.00 1.00 1.00 1.00 

Control variables         

EIUCR  607 2.22 1.50 1.00 1.00 1.00 4.00 5.00 

Assets (Log) 607 6.69 2.35 2.89 5.30 6.19 7.75 15.50 

LLP   607 0.00 0.01 0.13 0.00 0.00 0.00 0.09 

Middle East 607 0.56 0.49 0.00 0.00 1.00 1.00 1.00 

CSRS 607 0.04 0.20 0.00 0.00 0.00 0.00 1.00 
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3.5.2 OLS Cluster Estimation 

Table 5 depicts the results of the OLS cluster robust standard-error estimation, 

using three performance measures to assess the effects of SSBs and their 

compositions on organizational financial performance. Table 5 presents 

unstandardized beta coefficients and standard errors (in parentheses) along with the 

significance levels of the coefficients. Models 1, 2, and 3 investigate the effects of 

SSBs with control variables on performance measures (ROA, ROE, and asset 

growth). Models 4, 5, and 6 investigate the effects of SSBs with control variables 

on performance measures (ROA, ROE, and asset growth).   

3.5.3 Impact of Shari’ah Supervisory Board  

Models 1, 2, and 3 (first, second, and third columns, respectively) evaluate the 

effect of SSBs on IBs performance. The dependent variable is ROA. Table 5 

presents unstandardized beta coefficients and standard errors (in parentheses) along 

with the significance levels of the coefficients.  

 Hypothesis 1 predicts that IBs with SSBs outperform IBs without SSBs. As 

column 1 of table 5 shows, the coefficient of SSBs is economically positive and 

significant (β = 0.0199; p < 0.001). The analysis shows that SSBs have a positive 

impact on ROA in IBs.  

 Model 2 (second column) also evaluates the effect of SSBs on IBs’ 

financial performances. The dependent variable here is ROE. As column 2 of table 

5 shows, the coefficient of SSBs is again economically positive and significant (β = 

0.185; p < 0.001). The analysis illustrates that SSBs have a positive impact on ROE 

Model 3 (third column) and further evaluates the effect of SSBs on IBs. The 

dependent variable is AG. As column 3 of table 5 shows, the coefficient of SSBs is 

positive and economically significant (β = 0.199; p < 0.001).  

These results confirm the theory-based studies of Shaffaii (2008), Abu 

Ghudda (2001), and Suleiman (1999). Shaffaii (2008) argues that IBs should have 

SSBs as secondary boards that oversee the conformity of products and services in 

IBs. In addition, the study argues that IBs without SSBs have limping governance 



 

49 

 

structures that adversely affect performance. The theoretical model further asserts 

that this weakened governance structure has adverse implications in terms of 

Shari’ah conformity; a lack of monitoring and advising managements’ ethical and 

moral behavior echo this agency problem.  

Abu Ghudda (2001) contends that SSBs complement and support BoDs’ 

functions. Suleiman (1999) similarly finds that the presence of SSBs provides 

managers in IBs with ethical and moral guidelines. This directly affects depositors’ 

and stakeholders’ perceptions of SSBs’ functions, structures, and processes, which 

mitigate agency problems. These findings are also inconsistent with the Grais and 

Pellegrini (2006a) model. That theoretical model indicates that SSBs could 

adversely affect IBs’ organizational performances by taking too much time to issue 

religious rulings and by prohibiting IBs from engaging in profitable businesses.  

3.5.4 Corporate Boards and Shari’ah Supervisory Board Sizes 

Model 4 (fourth column) of table 5 analyzes the effect of BoDs’ size on IBs’ 

performances. The dependent variable is ROA. Table 5 presents un-standardized 

beta coefficients and standard errors (in parentheses), along with significance levels 

for the coefficients. 

  Hypothesis 2 proposes that BoDs’ size is positively associated with IB 

performance. As column 4 of table 5 shows, the coefficient of corporate board size 

(BoD Size) is economically positive and significant (β 0.001, p < 0.001). The 

analysis illustrates that corporate board size has a positive impact on ROA. Model 

5 (fifth column) also analyzes the effect of corporate board size on IB performance. 

The dependent variable here is ROE. As table 5 shows, the coefficient of corporate 

board size is economically positive and significant (β = 0.007, p < 0.001). The 

analysis illustrates that corporate board size indeed has a positive impact on ROE.  

 To confirm the fourth and the fifth models, model 6 (column 6) measures 

asset growth (AG) as a proxy of organizational financial performance. The analysis 

of model 6 further supports the findings in the fourth and fifth models. The analysis 

indicates that the coefficient of BoD Size is economically significant and directly 
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influences performance (β 0.006, p < 0.001), which supports the findings of the 

fourth and fifth models, as well as Hypothesis 2.  

 Hypothesis 3 proposes that SSBs’ size is positively associated with IB 

performance. As model 4 of table 5 shows, the coefficient of SSBs’ Size is 

economically positive and significant (β = 0.001, p < 0.001). The analysis 

illustrates that SSBs’ size has a positive impact on ROA. Model 5 (fifth column) 

also analyzes the effect of SSBs’ size on IBs’ financial performance. The 

dependent variable here is ROE. As table 5 shows, the coefficient of SSBs’ Size is 

economically positive and significant (β = 0.007, p < 0.001). The analysis 

illustrates that SSBs’ size has a positive impact on ROE. To confirm the fourth and 

the fifth models, model 6 (column 6) shows the effects of SSBs’ size using AG as a 

proxy for organizational performance. The analysis indicates that the coefficient of 

SSBs’ Size is economically significant and directly influences performance (β 

0.002, p < 0.001), and supports the findings in models 5 and 6. Thus, Hypothesis 3 

is supported.  

Results in models 4, 5, and 6 are consistent with Chaganti, Mahajan, and 

Sharma (1985). Their findings indicate that companies with large boards are less 

prone to bankruptcy. The results are also consistent with Dalton et al. (1999), 

which finds that larger boards have better networks and more expertise. Firms with 

larger boards also seem more visible in the community (Provan, 1980). The model 

findings are also consistent with Pfeffer and  Salancik (1978), which indicate that 

firms with larger boards perform better because they have more access to vital 

resources such as “amount of budget, external funding, and leverage from an 

environment,” and because “environmental uncertainty (lack of information and 

volatility) leads to increased board size” (Pfeffer & Salancik, 1978; Birnbaum, 

1984). These results are robust to several controls and support the notion of the 

importance of the monitoring and advisory roles of SSBs (Adams & Ferreira, 2007; 

Hellan & Sykuta, 2004). 



 

51 

 

3.5.5 Corporate Boards and Shari’ah Boards Demographics 

Models 4, 5, and 6 of table 5 also investigate the effects of SSBs’ interlock 

relationships, SSBs’ education, and SSBs’ quality on organizational financial 

performance. They also investigate corporate board size, interlocks relationships, 

CEO interlock relationship, the presence of government-related directors, and 

corporate leadership.  

 Model 4 (column 4), for example, indicates that for IBs a high proportion of 

outside directors has a direct impact on organizational behavior and financial 

performance. Hypothesis 4 predicts that increases in the proportion of outside 

directors correlates with increases in IBs’ performance. As models 4 and 5 show, 

the coefficients of Outside Director are economically significant for ROA (β = 

0.002, p < 0.05) and ROE (β = 0.022, p < 0.05). Moreover, the coefficient of AG is 

also economically and statistically significant (β = 0.020, p < 0.05). These results 

therefore support Hypothesis 4.  

The results are also consistent with Berle and Means (1932), Jensen and 

Meckling (1976), Fama and Jensen (1983), and Fama (1980). Because those studies 

examine firms from an agency theory perspective, they strongly recommend 

separating ownership and control. Most importantly, they find that higher 

proportions of outside directors enable effective monitoring and mitigate managers’ 

tendencies toward opportunistic behavior. They also find that outside directors 

provide organizations with knowledge and experience, as well as independence 

from management (Fama, 1980).  

The findings in this study indicate that IBs also benefit from the due 

diligence and close monitoring that outside corporate boards provide. The results 

also show that IBs benefit from the breadth of network outside board members 

provide, as well as easier resource acquisition and better advisory relationships. 

This interpretation supports Pfeffer (1972), Pfeffer (1973), Pfeffer and Salancik 

(1978), Baysinger and Butler (1985), Daily and Dalton, (1994a), Daily and Dalton 

(1994b), and Zahra and Pearce (1992). Their findings are directly linked to the 

contingency approach, which deals with the “salient environmental, strategic and 
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performance factors” of performance (Zahra & Pearce, 1992). Because good 

networks increase a company’s effectiveness and chances of survival, outside 

directors therefore are better at helping companies obtain and maintain the 

resources necessary for survival (Pfeffer & Salancik, 1978). These results are 

robust to several controls within the banking system (such as the EIUCR), as well 

as differences in institutional and regulatory settings (CSRS), and country and year 

fixed effects and regions.  

In this study, model 4 of table 5 (columns 4, 5, and 6 respectively) finds that 

IBs with more BoDs’ interlock relationships perform better. Hypothesis 5 predicts 

that increases in BoDs’ interlocks correlates positively with increases in 

performance for IBs. As model 4 shows, the coefficient of BoDs’ interlocks is 

economically significant (β = 0.045, p < 0.001) for ROA.  

Moreover, model 5 uses ROE as a performance measure. The coefficient of 

BoDs’ interlocks is also economically significant (β = 0.415, p < 0.001) for ROE. 

To confirm the first and the second results, model 6 uses AG as a performance 

measure. The coefficient BoDs’ interlocks is again positive and economically 

significant (β = 0.343, p < 0.001). These results support Hypothesis 5. 

Model 4 (column 4) also finds that IBs with more SSBs’ interlocks 

relationships perform better. Hypothesis 6 predicts that increases in SSBs’ 

interlocks correlate positively with IB performance. As model 4 of table 5 shows, 

the coefficients of SSBs’ Interlock are significant (β = 0.028, p < 0.001) for ROA. 

To support this finding, another performance measure, ROE, is used, as can be seen 

from model 5. Here the coefficient of SSBs’ Interlock is positively and 

economically significant (β = 0.237, p < 0.001) for ROE.  

AG is again used to confirm the first and the second models. As model 6 of 

Table 5 shows, the coefficient is significant and has a favorable impact on IBs’ 

financial performance (β = 0.184, p < 0.001). The results of the three models 

support Hypothesis 6. 

Moreover, model 4 (column 4) suggests that higher CEO interlocks 

correlate positively with IBs’ financial performance. As table 5 shows, the 

coefficient of CEO Interlock is significant (β = 001, p < 0.001) for ROA. To 
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confirm the initial finding, model 5 finds that the coefficient of CEO Interlock is 

significant (β = 0.13, p < 0.001) for ROE. To confirm both findings, model 6 finds 

that the coefficient of CEO Interlock is significant (β = 0.12, p < 0.001) for AG. All 

three results support Hypothesis 7: increases in CEO Interlock correlate positively 

to IBs’ performance. 

These results, especially the results regarding interlocks relationships, 

support prior findings (e.g., Baysinger & Butler, 1985; Daily & Dalton, 1994 a; 

Daily & Dalton, 1994b). Moreover, the results suggest that the contingency 

approach improves company networks and that interlocks provide access to greater 

resources. Firms’ strategic contingencies are therefore crucial in determining their 

effectiveness and profitability (Pfeffer, 1972; Pfeffer, 1973; Pfeffer & Salancik, 

1978). This indicates that electing outside corporate directors, having SSBs, and 

hiring CEOs with interlocks relationships gives organizations superior competitive 

advantages. The improved resource allocation helps BoDs sustain and improve 

strategic choices and competitiveness, which improves organizational behavior and 

financial performance. These results are robust to several controls within the 

banking system (such as measures of performance, SSBs and BoDs and their 

composition, and the EIUCR), as well as differences in institutional and regulatory 

settings (CSRS).  

Hypothesis 8 predicts that high levels of government directors correlate 

positively with IB performance. Model 4 of table 5 finds the coefficient of Gov. 

Director (β = 0.005, p < 0.001) for ROA. Model 5 (column 5) finds the coefficient 

of Gov. Director (β = 0.035, p < 0.001) for ROE. To support these findings, model 

6 (column 6) finds the coefficient of Gov. Director (β = 0.045, p < 0.001) for AG. 

The results support Hypothesis 8.  

These results are also consistent with prior research, which finds that 

politically connected firms have better access to resources. One way that firms are 

able to extract these resources is by inviting outside directors with connections to 

governments to join their BoDs. This is because government officials have the 

ability to influence the lucrative allocation of government contracts toward the 

connected companies (Goldman et al., 2008; Goldman et al., 2009).  
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Thus, companies that add politically connected individuals to their BoDs 

can earn positive abnormal returns upon the announcement of the inclusion of a 

new politically connected individual. Bailouts are another possible benefit that 

politically connected firms obtain from governments (Faccio et al., 2006). Large 

numbers of political directors are found in companies that are in industries with 

larger government dealings, because these companies are able to share information 

and, most importantly, receive government business (Agrawal & Knoeber, 2001). 

Therefore, IBs benefit from such board members by obtaining bank loans at 

preferred rates, as well as market valuations and life-extending bailout events or 

government contracts. These results are robust to several controls within the 

banking system (such as measures of performance, SSBs and BoDs and their 

composition, and the EIUCR), as well as differences in institutional and regulatory 

settings (CSRS). Hypothesis 9 predicts that CEO duality correlates positively with 

IBs’ performance. Models 4, 5, and 6 depict positive and highly significant 

coefficients for ROA (β = 0.029, p < 0.001), ROE (β = 0.330, p < 0.001), and AG (β 

= 0.289, p < 0.001). The results support Hypothesis 9. 

Hypothesis 10 predicts that IBs’ membership in the international Islamic 

financial organizations (IIFO) increases IB performance. Models 4, 5, and 6 find 

positive and highly significant coefficients for ROA (β = 0.004, p < 0.01), ROE (β = 

0.031, p < 0.01), and AG (β = 0.036, p < 0.01). The results from the three models 

support Hypothesis 10. These results are robust to several controls within the 

banking system (such as measures of performance, SSBs and BoDs and their 

composition, and the EIUCR), as well as differences in institutional and regulatory 

settings (CSRS).  

Hypothesis 11 predicts that IBs perform better when SSB members serve on 

the AAOIFI board. In this study, AAOIFI is a proxy for the quality of SSB 

members. The AAOIFI provides the knowledge-management that transfers tacit 

and implicit knowledge to members of the SSBs and to their organizations by 

spillover effects. Models 4, 5, and 6 (columns 4, 5, and 6, respectively) of table 5 

show highly significant and economically positive coefficients for ROA (β = 0.014, 
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p < 0.001), ROE (β = 0.153, p < 0.001), and AG (β = 0.136, p < 0.001). These 

results support Hypothesis 11. 

The results are consistent with DeAngelo (1981b), Dopuch and Simunic 

(1980), and Dopuch and Simunic (1982), who find that directors with auditing 

expertise act as a “surrogate for audit quality,” which directly influences 

organizational behavior and performance because the members’ qualities are 

associated with credibility and reputation. These results are robust to several 

controls within the banking system (such as measures of performance, SSBs and 

BoDs and their composition, and the EIUCR), as well as differences in institutional 

and regulatory settings (CSRS). The present findings support the monitoring and 

advisory roles of the SSBs (Adams & Ferreira, 2007; Hellan & Sykuta, 2004).  

Furthermore, models 4, 5, and 6 analyze the effect of SSBs’ education on 

IB performance. The three models have economically significant coefficients for 

ROA (β = 0.016, p < 0.001), ROE (β = 0.131, p < 0.001), and AG (β = 0.099, p < 

0.001). As Hypothesis 12 predicts, higher SSB member education correlates 

positively to higher IB performance. 

 The strategic choice of appointing qualified members with expertise and 

advanced degrees in the field of Shari’ah jurisprudence improves decision-making 

within an organization. Ingley and  van der Walt (2001) support this notion with 

their finding that highly educated BoDs offer more intensive analytical research 

and provide a richer source of innovative ideas and policy development due to their 

intelligence, experience, good judgment, and integrity. These results are robust to 

several controls within the banking system (such as measures of performance, 

SSBs and their composition, and the EIUCR), as well as differences in institutional 

and regulatory settings (CSRS).  
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Table 5: Impact of Shari’ah Boards and Corporate Boards on Performance 

 ROA ROE AG ROA ROE AG 

SSB 0.020
***

 0.185
***

 0.200
***

    

 (14.17) (14.89) (14.19)    

SSB Size    0.001
***

 0.003
**

 0.002
**

 

    (4.19) (3.07) (2.62) 

SSB Interlock    0.029
***

 0.24
***

 0.184
***

 

    (8.13) (7.45) (5.17) 

SSB Education    0.016
***

 0.131
***

 0.099
***

 

    (7.10) (6.52) (5.98) 

AAOIFI    0.014
***

 0.153
***

 0.136
***

 

    (5.79) (7.44) (8.08) 

IIFO    0.004
**

 0.031
**

 0.036
**

 

    (2.77) (2.70) (2.75) 

BoD Size    0.001
***

 0.007
***

 0.006
***

 

    (12.42) (10.87) (10.20) 

Outside Director    0.0020
*
 0.022

*
 0.020

*
 

    (2.25) (2.58) (2.26) 

Gov. Director    0.005
***

 0.035
***

 0.045
***

 

    (4.82) (4.01) (4.84) 

BoD Interlock    0.046
***

 0.415
***

 0.343
***

 

    (15.90) (16.00) (16.09) 

CEO Interlock    0.001
***

 0.130
***

 0.120
***

 

    (4.13) (6.15) (6.70) 

CEO Duality    0.029
**

 0.330
***

 0.289
**

 

    (2.69) (3.40) (2.69) 

Assets (Log)    0.001 0.005 0.004 

    (1.09) (1.36) (1.05) 

LLPR    -0.020 -0.353 -0.192 

    (-0.33) (-0.59) (-0.32) 

Middle East    0.021
***

 0.182
***

 0.209
***

 

    (7.67) (7.22) (7.65) 

EIUCR    0.009
*
 0.035 0.085

*
 

    (2.35) (1.08) (2.36) 

CSCR    -0.026
***

 -0.151
***

 -0.27
***

 

    (-6.28) (-4.04) (-6.30) 

Country & Year    Yes Yes Yes 

_cons 0.019
***

 0.0620
*
 0.189

***
 -0.065

***
 -0.721

***
 -0.645

***
 

 (5.14) (1.97) (5.16) (-10.14) (-12.61) (-10.10) 

N 1476 1476 1476 607 607 607 

R
2
 0.154 0.167 0.154 0.437 0.455 0.456 

adj. R
2
 0.142 0.156 0.142 0.415 0.434 0.436 

    
Dependent variables are ROA, ROE, and AG (asset growth). Standard errors are in 

parentheses † p<0.10, * p<0.05, ** p<0.01, *** p<0.001. The details of definitions of all the 

explanatory variables are reported in Appendix I. 
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3.6 Robustness Tests 

A key function of any BoD is to review and guide the firm’s risk policy. In IBs, 

SSBs’ functions often overlap with corporate board functions when monitoring 

management behavior. Both, for example, investigate and audit conformity (ex-ante 

and ex-post), risk strategies, and managers’ risk-taking behavior in a timely and 

effective manner.  

 Table 6 assesses the effect of SSBs and their composition on organizational 

financial risk and return using two measures: risk and performance. Table 6 also 

presents unstandardized beta coefficients and standard errors (in parentheses), 

along with significance levels. Models 1 and 2 investigate the association among 

SSBs, LLPR, and asset growth (AG). Models 3 and 4 use an instrumental variable, 

the Shari’ah Boards and corporate boards index, to confirm that SSBs’ size or 

BoDs’ size are not endogenous and do not have reverse causality. The models also 

confirm the initial results that the existence of both boards has a positive impact on 

IBs financial performance.  

Table 6 presents the results for the instrumental variables two-stage-least-

square analysis. The results thus far from the G-index instrument IV-2SLS and 

OLS robust estimation frameworks provide evidence consistent with the notion that 

the size and existence of SSBs improves a company’s monitoring, controlling, 

advising, and counseling capabilities. This enhances organizational behavior by 

decreasing managements’ self-serving behavior, and also decreases firm-level risks. 

As table 6 model 1 (column 1) shows, the existence of SSBs within IBs adversely 

affects organizational risk. The result is economically and statistically significant (β 

= -0.020, p < 0.001), indicating that a one unit increase in SSBs is associated with a 

2.00% decrease in risk. This supports the initial findings from the OLS robust 

regression that IBs with SSBs outperform IBs without SSBs. Furthermore, model 2 

(column 2) analyzes how the existence of SSBs within IBs affect managerial 

behavior and organizational financial performance. The result is economically and 

statistically significant (β = 0.021, p < 0.001), indicating that a one-unit increase in 
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SSBs is associated with a 2.01% increase in IB performance. This result further 

confirms the initial OLS robust findings and the first IV-2SLS.  

Additionally, this finding is consistent with Shaffaii (2008), Abu Ghudda 

(2001), and Suleiman (1999). Shaffaii (2008) and Suleiman (1999) find that the 

benefits associated with SSBs include: religious compliance with Shari’ah; 

monitoring and controlling the moral, ethical, and religious behavior of 

managements; and conducting monthly ex-ante and ex-post auditing of all IBs 

transactions. Furthermore, SSB members have the authority to dismiss any 

corporate board member who violates corporate governance codes or Shari’ah 

(Grais & Pellegrini, 2006a).   

Models 3 and 4 (columns 3 and 4) of table 6 examine the effects of SSBs’ 

size and composition on organizational behavior and performance using two 

instrumental variables. Model 3 (column 3) shows that IBs with larger SSBs have 

lower organizational risk. The coefficient of SSBs’ Size is economically negative 

and significant (β = -0.006; p < 0.001), meaning that a one unit increase in SSBs’ 

size is associated with a 0.6% decrease in risk. Moreover, model 3 investigates the 

relationship between SSBs’ Interlock and risk-taking. As model 3 of table 6 shows, 

the coefficient of SSBs’ Interlocks is economically negative and significant (β = -

1.98; p < 0.001). SSBs’ Education is another determinant; it shows that the more 

educated the SSB is, the more likely it is that organizational risk will decrease. The 

coefficient of SSBs’ Education is significant and has an adverse impact on risk (β = 

-0.010; p < 0.001). 

Model 6 (column 4) shows that IBs with larger SSBs perform better. The 

coefficient of SSBs’ size is economically positive and significant (β = 0.021; p < 

0.001), meaning that a one unit increase in SSBs’ size is associated with a 2.10% 

increase in organizational performance. Moreover, model 3 further investigates the 

relationship between SSBs’ interlocks relationships and IB risk. As table 6 model 4 

shows, the coefficient of SSBs’ Interlocks is economically positive and significant 

(β = 0.340; p < 0.001). SSBs’ Education is another determinant; it shows that the 

more educated the SSB members are, the more likely it is that organizational risk 
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decreases. The coefficient of SSBs’ Education is significant and has an adverse 

impact on risk (β = -0.010; p < 0.001). 

The results of models 3 and 4 further support and are consistent with the 

initial findings in the OLS robust regression. They additionally support the 

contingency theory view, which encourages larger board sizes (Zahra & Pearce, 

1992). Improved networks and interlocks relationships provide greater access to 

resources and improve organizational behavior and financial performance 

(Baysinger & Butler, 1985; Daily and Dalton, 1994 a; Daily & Dalton, 1994b). The 

strategic choice of appointing qualified members with greater experience and 

education in the field of Shari’ah jurisprudence, including experience in Islamic 

finance and contemporary finance, improves decision-making. Furthermore, Useem 

and Karabel (1986) find that heterogeneity in educational background supports and 

provides SSBs with different perspectives and cognitive paradigms that affect 

vocational development and social contacts in terms of organizational behavior and 

performance. The results also support Ingley and van der Walt (2001), who find 

that highly educated BoDs tend to offer a richer source of innovative ideas and 

policy development due to their intellectual ability, experience, sound judgment, 

and integrity. Moreover, the results support and are consistent with DeAngelo 

(1981b), Dopuch and Simunic (1980), and Dopuch and Simunic (1982), who find 

that BoD members with auditing expertise act as a “surrogate for audit quality,” 

which directly influences organizational behavior and performance because 

members’ qualities are associated with credibility and reputation.  
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Table 6: 2SLS Association between SSBs and BoDs on IBs’ Risks & Return 

 Risk Return Risk Return 

SSB -0.020
***

 0.021
***

   

 (-3.77) (14.19)   

SSB Size   -0.006
***

 0.021
***

 

   (-3.62) (6.13) 

SSB Interlock   -0.198
***

 0.34
**

 

   (-4.81) (2.74) 

SSB Education   -0.01
**

 0.001
***

 

   (-2.68) (4.27) 

AAOIFI   -0.005 0.175
***

 

   (-1.04) (8.99) 

IIFO   -0.041
***

 0.041
***

 

   (-3.76) (3.81) 

Board Size   -0.0009
**

 0.0051
***

 

   (-2.87) (7.37) 

Outside Director   -0.053
***

 0.121
***

 

   (-4.12) (6.25) 

Gov. Director   -0.198
***

 0.29
***

 

   (-4.81) (4.35) 

Director Interlock   -0.064
***

 0.28
***

 

   (-3.96) (13.85) 

CEO Interlock   -0.002 0.071
***

 

   (-0.23) (6.95) 

CEO Duality   -0.018
***

 0.03
*
 

   (-3.83) (2.21) 

Assets (Log)   -0.008
***

 0.013
***

 

   (-3.90) (4.09) 

LLPR    0.229 

    (0.27) 

Middle East   -0.042
**

 0.071
***

 

   (-3.29) (5.26) 

EIUCR   -0.018
***

 0.021
**

 

   (-3.88) (3.05) 

CSRS     

     

Country & Year   Yes Yes 

_cons 0.041 0.019
***

 0.128
***

 -11.36
*
 

 (1.86) (5.04) (4.55) (-2.04) 

N 1476 1476 607 607 

R
2
 0.091 0.173 0.230 0.450 

adj. R
2
 0.077 0.159 0.187 0.436 

 

The dependent variables are AG as a proxy for return and LLPR as a proxy for risk. The 

instrumental variable is G-Index, which consists of SSBs’ and BoDs’ sizes, composition, and 

functioning. Standard errors (z) are in parentheses † p<0.10, * p<0.05, ** p<0.01, *** p<0.001. 

The definitions of the explanatory variables are in Appendix I. 
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3.7 Conclusion 

SSBs’ functions, structures, and processes ensure moral and ethical conformity to 

Shari’ah (Islamic Law). The results indicate that IBs with SSBs: (1) outperform IBs 

without SSBs, (2) significantly monitor managements’ behavior, (3) improve 

strategic design and implementation, and (4) provide substantial advice to their 

BoDs, managers, and employees.  

This study further uses the second panel data to determine whether SSBs’ 

functions and characteristics improve IBs’ overall organizational performance and 

managerial behavior. The findings suggest that large corporate boards and large 

SSBs are more efficient in dealing with different monitoring and advisory roles 

than small SSBs. Consequently, increasing the size of corporate boards and SSBs 

should improve monitoring and advisory functions, management behavior, and 

organizational performance. SSB members who are affiliated with the AAOIFI 

tend to have knowledge and expertise that complements the abilities of SSBs. It is 

possible that there is an upper limit to this benefit.  

Corporate boards, CEOs, and SSB members with interlock relationships 

play special roles in dealing with organizational complexity. They add value in 

more complex IBs that face different Shari’ah issues. Therefore, large BoDs and 

SSBs add value in IBs. The education level of SSBs is also associated with 

financial performance, which is an interesting phenomenon and merits further 

study. In addition, the findings indicate that subscribing to one of the IIFOs 

improves organizational function, structure, processes, and performance. The 

findings hold after controlling for the measure of performance and differences in 

the regulatory and institutional settings, and they go beyond the national boundaries 

of any one particular country or year.  

The interpretation of these results is in light of three predominant theories 

of corporate governance. They support the predictions of contingency theory. The 

greater number of larger SSBs is seen as an important way for companies to 

connect with the external environment to secure the necessary resources.  
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Ultimately, these findings could help IBs improve their financial results by 

enhancing their internal and external governance mechanisms (Walsh & Seward, 

1990). These findings provide a basis for developing larger, more diverse SSBs that 

are more focused on complying with Shari’ah and corporate governance. 

The results also have significant policy implications; it is important to 

distinguish between improving firm-level corporate governance and improving 

country-level institutional factors. Both views have their advocates. However, it is 

very difficult to reform the legal system in a short time. Still, IBs that are struggling 

can nonetheless improve their corporate governance and simultaneously improve 

their financing environment.  
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3.9 Appendix I. 

Table 7: Variables Description 

Variable Definition  

ROA Return on assets: net income divided by total assets. 

ROE Return on equity: net income divided by shareholders’ equity. 

AG Asset growth: the year-on-year percentage change in total assets. 

IM Interest margin: Revell (1980) defines interest margin as the difference 

between interest income and interest expense, divided by total assets. 

LLPR Loan-loss provision ratio: loan-loss provision divided by total assets 

over lagged total assets. Follows Barth, Caprio, and Levine (2001). 

Board Size Total number of directors on the board. 

Outside Director The ratio of outside directors to the total number of directors on each 

board. 

Government Director Government director is the ratio of government directors to the total 

number of directors on each board. 

CEO Duality A dummy variable that equals 1 if the CEO is also the chairman of the 

board, and 0 otherwise. 

CEO Interlock The ratio of CEO directors to the total number of directors on each 

board. 

Board Interlock The ratio of board members with interlocks to the number of directors 

on each board. 

SSB A dummy variable that equals 1 if SSB is within the governance 

structure of the IBs; it equals 0 otherwise. 

SSB Size The total number of SSB members on the board. 

SSB Interlocks The ratio of SSB members’ interlocks to the total number of SSB 

members on each board. 

AAOIFI A dummy variable that equals 1 if at least one SSB member serves as a 

member in the AAOIFI; it equals 0 otherwise. 

IIFO A dummy variable that equals 1 if the IB is a member of any IIFO; it 

equals 0 otherwise. 

SSB_Education A dummy variable that equals 1 if a member of the SSB holds a 

postgraduate degree; it equals 0 otherwise. 

Assets (Log) The natural log of total assets of the firm. 

CSRS Country specific regularity strength: a dummy variable that equals 1 if 

the country has more than one supervisory body that is responsible or 

accountable, it equals 0 otherwise.  
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4. Organizational Form and Expense-Preference Behavior: 

Evidence from Islamic Banks 

4.1 Introduction 

Both the traditional theory of the firm and neoclassical microeconomic theory 

assume that managerial behavior and goals are primarily driven by an output that 

maximizes profits in the short or long run. This assumption, developed by 

Williamson (1963) and modified by Rees (1974), offers a different opinion 

regarding managerial behavior (agency costs and transaction costs). Maximizing 

shareholders’ value is an exclusive objective of a well-managed company that is 

driven by an environment in which a firm’s owners are not its managers, markets 

are inefficient and less competitive, and a high degree of regulatory structure exists 

(Friedman, 1990). However, prior studies (e.g., Leibenstein, 1966; Leibenstein 

1975; Williamson, 1963) provide a contrary view of ownership structure 

(hereinafter, organizational form) and demonstrate the tendency for managers to 

pursue policies that do not maximize profits (that is, expense-preference behavior) 

(e.g., Rhodes, 1980).  

This expense-preference theory suggests that managers will act contrary to 

the best interest of their firms by pursuing utility-maximization policies that favor 

excessive allocation of resources to salaries, larger staffs, unnecessary benefits, 

more privileges, and costlier office settings. Rhodes (1980) defines expense-

preference behavior as the means by which managers approve expenditures that 

augment their personal power, prestige, recognition, and wealth maximization. 

Adam Smith (1937) declared the management of early joint stock companies as 

slack in many of their activities due to the separation of ownership from control. 

Additionally, transaction cost economics and agency theory suggest that the 

absence of formal monitoring mechanisms adversely influence managers’ 

behaviors.  

Theorists of organizational management have defied the resolutions 

underlying property rights economics, agency theory economics, and transaction 
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costs economics. Čihák and Hesse (2008), Haron and Ahmad (2000), and Srairi 

(2009) examine Islamic Banks’ (hereinafter IBs) efficiency, expense preferences, 

and stability, but focus only on explaining the differences in noninterest expense 

between IBs and commercial banks. Many findings suggest that managers at IBs do 

not engage in expense-preference behavior and that these banks are efficient in 

terms of noninterest cost. Since managers in IBs do not necessarily worry as much 

about being replaced, bank owners encounter fewer potential moral hazard 

problems associated with self-serving activities that maximize their power and 

utility. 

The central question this study attempts to investigate is threefold. First, 

does the distinct organizational nature of Islamic banks encourage expense-

preference behavior? Second, are there any implications of expense-preference 

behavior for one or more inputs in Islamic banks using the IAH
9
 and the UIAH

10
 

techniques? Third, does the integration of the SSBs shape management’s behavior 

and limit the agency and transaction costs specifically relating to expense-

preference behavior? This new perspective of comparing identical stock-form 

organizations such as IBs and commercial banks provides an opportunity to 

determine whether the pattern of the spending behavior in institutions with identical 

organizational forms is consistent across different business segments.  

Using a sample of 82 IBs and 82 commercial banks from 15 countries in 

four different regions (i.e., Middle East, Near East, Far East, and North Africa), and 

including 2,950 IB-year observations between 1993 and 2010, this study’s findings 

are fourfold. First, the study finds that Shari’ah (Islamic Law) alone does not affect 

managerial behavior positively in terms of limiting agency and unnecessary 

transaction costs; Shari’ah alone does not prevent managers from misappropriating 

resources. Second, SSBs are a key determinant in protecting and implementing 

Shari’ah, which then influences managerial behavior. Thus, managers of IBs that 

integrate SSBs are less likely to engage in expense-preference behavior as 

                                                 

9 Restricted Investment Account Holders. 
10 Unrestricted Investment Account Holders. 
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compared to managers of both IBs without SSBs and commercial banks. However, 

managers of IBs that do not embed SSBs are more likely to engage in expense 

preference behavior compared to managers of IBs with SSBs and managers of 

commercial banks. Expense preference is measured by calculating the total 

noninterest expense divided by lagged total assets (Srinivasan, 1992; Johnson, 

1993). The results of this study indicate that managers of IBs that integrate SSBs 

are more likely to pursue profit-maximization policies. Moreover, this study 

indicates that there is a significant negative relationship between the integration of 

the SSBs within the governance structure of IBs, with greater agency problems and 

transaction costs as compared to IBs without SSBs and commercial banks.  

In addition, a stochastic-frontier analysis indicates that IBs without the 

SSBs are, on average, 23% more noninterest cost inefficient compared to 

commercial banks. However, when controlling for SSBs, IBs are, on average, 28% 

less noninterest cost inefficient compared to IBs without SSBs, and are, on average, 

16% less noninterest cost inefficient compared to commercial banks. This result 

holds after adjusting for country and year effects and is robust to various control 

variables at the micro-level and the macro-level, including size, EIU country risk, 

and region (Middle East).  

Second, the findings on the one hand indicate that the multifaceted 

entrepreneurs who are major stockowners of IBs that do not embed the SSBs have 

a statistically significant and positive impact on expense preference. In fact, there is 

a significant and positive association between multifaceted entrepreneurs’ stock 

ownership and an increase in managements’ misappropriation of IBs’ resources to 

increase their power and maximize their utility. Anecdotally, this is consistent with 

an incident involving a prominent and well-established group of multifaceted 

entrepreneurs who were and still are major stock owners of a prominent Islamic 

investment company in the Middle East. Their investment in a Shari’ah-compliant 

company was an effort to fulfill their spiritual duties and beliefs. Due to their 

disinterest in scheduling meetings or monitoring and advising managers, the 

management did not pursue profit-maximization policies, which led to financial 

crises and approximately $5 billion of debt. Consequently, that well-established 
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and prominent entrepreneurial group had to liquidate some of its businesses in 

order to bailout its Shari’ah-compliant financial institution.  

A stochastic frontier analysis measuring the noninterest cost inefficiency of 

IBs further confirms the finding: a one-unit increase in stock ownership by 

diversified entrepreneurs is associated with an 8.09% increase in the likelihood that 

management will not pursue profit-maximization policies. This result holds after 

adjusting for country and year effects and is robust to the inclusion of various 

control variables (micro-level and macro-level) such as size, EIU country risk, and 

the region (Middle East).  

On the other hand, however, multifaceted entrepreneurs who are major 

stock owners of IBs that integrate the SSBs within their governance structure have 

a statistically significant and economically negative impact on expense preference. 

In fact, there is a significant and negative association between multifaceted 

entrepreneurs’ stock ownership and an average 0.17% decrease in managements’ 

misappropriation of IBs’ resources to increase their power and maximize their 

utility. A stochastic frontier analysis measuring the noninterest cost inefficiency of 

IBs further confirms the finding: a one-unit increase in stock ownership by 

diversified entrepreneurs is associated with an 8.09% increase in the likelihood that 

management will not pursue profit-maximization policies. This result holds after 

adjusting for country and year effects and is robust to the inclusion of various 

control variables (micro-level and macro-level) such as size, EIU country risk, and 

the region (Middle East).  

Third, the findings of this study indicate quasi-government or state 

ownership has a statistically significant and positive impact on expense preference 

for IBs that do not integrate the SSBs. Specifically, the results indicate that there is 

a significant positive relationship between quasi-government IBs without SSBs and 

management’s inefficiencies. The result holds when using stochastic frontier 

analysis estimation. The noninterest cost inefficiency also indicates that there is a 

significant positive relationship between multifaceted entrepreneur stock ownership 

and management not pursuing profit-maximization policies. This relationship holds 

after adjusting for country and year effects and is robust to the inclusion of various 
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control variables (micro-level and macro-level) such as size, EIU country risk, and 

the region (Middle East).  

These findings are consistent with those by Crivelli and Staal (2010) and 

Zif (1983), which indicate that the quasi-government enterprises are inefficient and 

overstaffed. They are inefficient because their management teams depend on 

governments for bailouts and are therefore encouraged to misappropriate resources 

to increases their prestige and privileges (this is the phenomenon of expense-

preference behavior) because they believe that the government will intervene in the 

event of any financial difficulties.  

Fourth, IBs that do not have SSBs and do have mudarabah investment-

account holders have statistically and economically unfavorable effects on 

managements’ tendency to engage in utility-maximization policies that lead to 

expense preference. A stochastic frontier analysis measuring the noninterest cost 

inefficiency of IBs further confirms the finding. This result holds after adjusting for 

country and year effects and is robust to the inclusion of various control variables 

(micro-level and macro-level) such as size, EIU country risk, and the region 

(Middle East).  

This paper contributes to the literature on IBs, their organizational forms, 

and their management behavior on expense preference and noninterest cost 

inefficiency. Recent work by Čihák and Hesse (2008), Haron and Ahmad (2000), 

and Srairi (2009) provide contradictory evidence with regard to IBs’ expense 

preference and inefficiency. Their work simply focuses on evaluating noninterest 

expense and inefficiency in IBs versus commercial banks. In contrast, this paper 

takes a step back and examines the economic rationale associated with IBs’ 

organizational forms and their impact on organizational behavior, thus enabling a 

more insightful examination of managerial behavior and policies that can result in 

expense-preference behavior and noninterest cost inefficiency. Additionally, this 

study provides a clearer view of how corporate governance issues and contractual 

aspects between IBs and their investment-account holders could affect managerial 

behavior. This study shows that IBs are case-sensitive to organizational behavior 

specifically as it relates to managers, and that this behavior significantly affects the 
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propensity by which managers misappropriate IBs’ resources and undertake utility-

maximization policies, thus resulting in noninterest expense and noninterest cost 

inefficiency.  

The remainder of the paper proceeds as follows. Section 4.2 presents a brief 

review of the relevant literature. Section 4.3 provides a conceptual framework. 

Section 4.4 presents the research design and methodology. Section 4.5 presents the 

empirical results, robustness checks, and discussion. Section 4.6 provides the 

concluding remarks. 

4.2 Literature Review 

Numerous empirical studies investigate organizational form and agency problems 

specifically related to expense-preference behavior. Generally, these studies differ 

in specific methodology and type of bank in the study sample. The Jones (1983) 

and Perrow (1986) studies suggest that economic models of organizations overlook 

unselfishness and authority, and overstate the importance of self-interest and 

efficiency in the evolution of organizations. However, Donaldson (1990) 

interrogates the negative moral association of individual bias within economic 

theory, which is an example of self-interested behavior of authority that depicts an 

outcome of inefficiency (Williamson, 1981; Williamson, 1985). Thus, this section 

reviews relevant literature on stock-form organizations versus mutual-form 

organizations, literature on IBs’ organizational forms and efficiency, and literature 

related to the efficiency and stability of IBs and conventional banks. 

4.2.1 Organizational Form (Stock-Form versus Mutual-Form) 

The primary difference between stock-form and mutual-form banks is who controls 

the bank and receives the profits. In stock-form banks, stakeholders elect managers, 

distribute profits, and can sell their privileges. In a mutual-form bank, depositors 

are the owners but not the managers of the organization. They lack the legal right to 

elect or vote out managers. Instead, a self-perpetuating or elected board of trustees 

controls the firm. Although the trustees have control over the bank, their control is 
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not absolute. When trustees deliberately impair depositors’ interests, for example, 

depositors might resort to legal action for protection. However, withdrawing their 

funds is often the only way to object. In other words, depositors generally cannot 

significantly influence the bank’s decisions or policies, which makes it highly 

unlikely that managers in mutual-form banks will maximize profits and provide 

depositors with higher returns (Nichols, 1972).  

A stock-form organization, on the other hand, consists of interlocking 

contracts between owners, customers, and managers. In an attempt to incentivize 

managers to maximize profits and shareholders returns, these interlocking contracts 

concentrate on mechanisms that influence managerial efficiencies and minimize 

costs. If managers misbehave, are incompetent, or are inefficient, the stockholders 

can terminate the managers or lower their salaries (Nichols, 1972). Depositors who 

are lawfully characterized as owners or shareholders of a mutual actually have no 

stockholdings; consequently, managers have significant power over the 

organization’s policies. If the shareholders of these banks are discontent or 

unhappy with policies established by the managers, they cannot terminate or lower 

managers’ salaries because they are not the residual claimants in the customary 

sense; the distributed earnings by a mutual-form bank could be higher or lower than 

the promised interest payment (Nichols, 1972). In other words, total compensation 

for a manager of a mutual-form bank depends on the bank’s resources and the fear 

of legal action. It is the manager’s duty to pay depositors the promised interest rate, 

but other than that, they are free to operate the bank as they please (O'Hara, 1981). 

Diffused ownership is not what gives these managers control; a lack of 

ownership concentration is what gives them control. In mutual-form banks, 

shareholders are shareholders in name only—they cannot concentrate their 

ownership by buying and selling shares. Several articles investigate this 

relationship by employing data from different countries and using different proxies 

for this agency problem of ownership concentration (Degryse & de Jong, 2006). 

The absence of concentration does not grant managers in a mutual-form bank 

absolute freedom, of course, but the absence of the threat of concentration goes a 

long way. Depositors who are legally deemed shareholders but have no voting 
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rights find it much more complex and difficult to monitor or question managers. In 

addition, managers in a mutual-form bank can expel uncooperative depositors, 

which is a function of the absence of the risk of concentration (O'Hara, 1981). Such 

managerial freedom led the managers of a mutual in 1958 to deny a shareholder’s 

request for a shareholder list prior to an annual meeting. The management refunded 

the shareholder’s deposit for doing so. The shareholder sued the mutual and lost 

(Nichols, 1972; O'Hara, 1981). Contrary to prior empirical findings that 

concentrated ownership shapes managers’ behavior, Berger and Hannan (1995) 

find that when ownership concentration increases, bank managers become less 

efficient because operating costs rise without an accompanying increase in 

provided services (Berger & Hannan, 1995). This could be because managers use 

their rent-earnings ability to operate inefficiently, with less managerial effort and 

more consumption of privileges. 

Managers in a mutual bank are therefore inefficient because they are not 

free from outside control, but shareholders are also partly constrained by the law. 

Because of constraints presented by the law and because the threat of concentration 

is absent, shareholders cannot monitor managers as effectively. However, in stock-

form banks, agency costs rise when managers deviate from value-maximization 

activities; their equity stakes decrease and ownership becomes more diffused or 

dispersed (Jensen & Meckling, 1976).  

4.2.2 Organizational Form and Efficiency 

Several studies investigate the traditional neoclassical proposition that profit-

maximization motivates managers (Leibenstein, 1966; Williamson, 1963). 

Alternative empirical studies (Awh & Primeaux, 1985; Edwards, 1977; Hannan, 

1979; Hannan et al., 1980) find that managers are self-serving instead of profit 

maximizing, especially when ownership and control are separate. They document 

the existence of expense-preference behavior in the depository and utility 

industries. 
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However, Mester (1989)
11

 and Stansell and Hollas (1990) argue that earlier 

studies implement inappropriate estimation techniques when providing evidence of 

expense-preference behavior among U.S. banks and saving and loans. The problem 

is the input demand functions, which are expenditure-share equations for the inputs 

as well as indicator variables that specify whether a firm exhibits expense-

preference behavior. A positive, significant coefficient of the indicator variable 

indicates that the expense-preference behavior is prevalent and documented.  

Mester (1989) argues that the intercept test (the indicator variable method) 

involves two very restrictive rules to enable the coefficient of the indicator variable 

to effectively capture expense-preference behavior effects. First, the intercept test 

requires that all firms share the same production technology within the same 

industry. If not, then the coefficient of the indicator variable captures differences on 

the production technologies among firms instead of capturing differences in the 

expense-preference behavior.  

Second, the intercept test requires that the logarithm of cost function be 

linear in the logarithmic of prices of the desired inputs. If the latter is nonexistent, 

then the coefficient of the indicator variable fails to capture differences in the 

expense-preference behavior. Alternatively, it captures other cost-function 

parameters that vary across firms (Mester, 1989). Moreover, Mester (1989) argues 

that the second rule is fulfilled when firms over-employ all of the inputs by the 

same amount. Testing for expense-preference behavior, Mester (1989) employs a 

nonlinear parameter in the cost function of the firm, which is a more general test 

than the intercept test. In addition, it is valid when the restrictive rules do not apply. 

Thus, once the estimation technique is rectified, evidence of the expense-preference 

behavior is no longer prevalent.  

Edwards (1977), Hannan and Mavinga (1980), and Rhoads (1980) 

document conflicting outcomes regarding the agency cost that results from the 

expense-preference behavior. On one hand, Edwards (1977) and Hannan et al. 

                                                 

11  Mester (1989) assumed that expense-preference behavior does not apply to all firms and 

concentrated her test on the suspected individuals who demonstrate expense-preference behavior 

(mutual savings and loans). 
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(1980) document that larger labor forces and higher wages (input maximization 

instead of input minimizers) in banks are prevalent in less competitive markets, 

which supports the expense-preference behavior hypothesis. On the other hand, 

Rhoads (1980) documents that the hypothesis finds support only for three minor 

categories of bank costs. Those studies lacked a direct measure of the separation of 

ownership from control. Hannan et al. (1980) implement Edwards’ model with an 

additional lens of analysis: the direct separation of ownership from control. They 

examine the presence of expense-preference behavior with regard to office and 

building amenities. They document that expense-preference behavior is prevalent in 

all areas of their investigations.  

Seminal studies on bank efficiency (Edwards, 1977; Fraser & Rose, 1972) 

report that increased competition does not reduce bank profitability; instead, it 

improves efficiency by lowering operating costs. For example, new bank formation 

is not related to reported profits; rather, the new formations of banks are due to the 

inefficiency or overly conservative nature of existing banks (Fraser & Rose, 1972). 

New banks enter markets in which existing banks tend to have above-average 

personnel costs (Fraser & Rose, 1972). In a seminal study, Edwards (1977) states 

that these costs result in relatively slower growth in non-interest expense categories 

(e.g., salaries, wages, pensions, etc.). However, increased competition has no effect 

on reported profitability. Thus, previous empirical studies of bank performance 

suggest that expense-preference behavior is due to the relationship between the 

degree of competition and bank operating efficiency.  

4.2.3 Organizational Form Efficiency and Stability 

There are two components of economic or productive efficiency (Farrel, 1957). 

First is the firm’s ability to produce as much output as a given input would permit, 

or the firm’s ability to use as little input as possible, relative to output. Thus, the 

focus is on technical efficiency or waste avoidance; it essentially augments the 

orientation of output. The second component is the price element, which is the 

amount of output a firm must produce with minimum input expense. Therefore, 
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selecting the least expensive combination of inputs to produce technically efficient 

output is the way to achieve efficient resource allocation (Lovell & Tatje, 1997). 

Haron and Ahmad (2000) conduct an empirical study to examine whether 

these commercial bank profitability determinants hold true for IBs. They examine 

the expense-preference behavior and risk-aversion theory in IBs. They base their 

empirical study on 15 IBs from 10 different Muslim countries between 1985 and 

1994. They follow Bourke (1989) in examining the relationship between 

profitability (proxied by the return-on-capital-assets ratio and value-added return on 

total assets) and different independent variables such as staff expense, liquidity 

ratio, concentration ratio, government ownership, interest rate, market growth, and 

inflation. Bourke (1989) uses the value-added return as a proxy for expense-

preference behavior and risk-aversion theory.  

  Their findings support the existence of many similarities between 

commercial banks and IBs. The effects of the independent variables for interest 

rates and money supplies are positively and statistically significant, with the return 

on capital for both commercial banks and IBs. In addition to the capital ratio, 

interest rates and inflation positively correlate to profitability for both commercial 

banks and IBs. Any changes in both interest rate and inflation have similar effects 

on commercial banks and IBs. They document a positive but weak relationship 

between liquidity and profitability that could mean that IBs either concentrate on 

short-term financing and hold a liquid portfolio, or that IBs channel their funds 

through and into Islamic securities in some countries. Furthermore, commercial 

bank risk-aversion theories do hold true in IBs. However, they fail to find or prove 

the existence of expense-preference behavior or efficient-structure theory in IBs. 

Čihák and Hesse (2008) empirically investigate IB stability (riskiness) and 

compare it to commercial banks that operate within the same countries. The Z-

score method is popular due to its uniqueness; it “is inversely related to the 

probability of a bank’s insolvency, i.e., the probability that the value of its assets 

becomes lower than the value of the debt” (Čihák & Hesse, 2008, p. 7). Their 

empirical study uses the Z-score to investigate IBs because of their risk sharing and 

profit sharing arrangements, which provide protective buffers for deposit liabilities. 
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In turn, the “book values of capital and reserves may underestimate the financial 

strength of these banks” (Čihák & Hesse, 2008, p. 7). 

The study also uses capital and reserves as proxy variables to assess the 

“bottom line” default risk taking. Moreover, they divide the sample into IBs and 

commercial banks and then categorize the banks into large and small sizes for both 

groups. Their findings indicate that large IBs tend to be less stable than large 

commercial banks, but that small IBs tend to be more stable than small commercial 

banks. Consequently, the results may indicate that large IBs exhibit expense-

preference behavior. 

Hasan and Bashir (2003) empirically examine the financial and policy 

indicators that influence the overall performance of IBs and commercial banks. 

Their empirical investigation uses parametric and nonparametric methods to 

examine the relationship between profitability and banking characteristics. The 

study focuses on the connections among IBs’ efficiency indicators by examining 

bank size, leverage, loans, short-term funding, overhead, net margins, and 

profitability. Those characteristics, specifically overhead, may indicate whether 

expense-preference behavior is prevalent in Islamic and/or commercial banks. They 

implement four measures of performance: net noninterest margin, profit margin, 

return on assets, and return on equity.  

To examine the efficiency of IBs in comparison with commercial banks, 

Hasan and Bashir (2003) use overhead to total assets to detect the variations in 

operational costs throughout the banking system. In addition, they correlate 

negatively to the loan ratio, which indicates a strong positive correlation between 

profitability and overhead. Furthermore, a larger equity-to-total-asset ratio leads to 

higher profit margins, and a higher overhead ratio negatively influences the 

performance of the bank, and vice-versa. The overhead ratio has a significant 

positive relationship with GDP per capita, which indicates that IBs are indeed 

efficient. Hence, such performance measures—especially the ratio of overhead to 

total assets—can indicate how efficiently IBs or commercial banks implement 

input minimizers or output maximizers. If the former is prevalent, then the 
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expense-preference behavior is nonexistent and the IBs or the commercial banks 

are efficiently managing their inputs.  

4.3 Conceptual Framework 

In echoing Mester (1989), who investigates agency problems in U.S. savings and 

loans institutions, the focus of this study is on the inefficient use of inputs due to 

differences in production technologies. 

Ghayad (2008) proposes two types of organizational forms to analyze the 

efficiency aspects of IBs. She argues that a private, stock-form bank is weaker than 

a mutual-form bank due to internal quantitative and qualitative variables such as 

managerial variables. Additionally, she argues that mutual-form IBs “will have 

more democratic character enabling their depositors to enjoy some ownership 

rights” (Ghayad, 2008). This gives more freedom to the depositors, she argues, to 

vote on certain issues that the management is intending to pursue.  

Ghayad’s assumption, however, is inconsistent with the distinct nature of 

IBs’ profit sharing and profit-and-loss-sharing (PLS) concepts. IBs and mutual-

form banks consider depositors to be owners with no voting rights or board 

representation. In certain accounts, depositors do have voting rights, but they have 

no board representation. Additionally, holding an investment account with an IB 

does not entitle depositors to a predetermined profit on their investments; profit 

distributions are on a pro-rata basis. This is most consistent with a mutual-form 

bank, in which managers do not have to pay interest as promised. In fact, IBs do 

not predetermine profit because to do so would violate the principles of Shari’ah. 

IBs offer two types of investment accounts instead: (1) a Restricted Investment 

Account Holder (IAH), and (2) an Unrestricted Investment Account Holder 

(UIAH).  

IAHs hold funds for particular projects (mudarabah or musharakah 

projects) that suit the depositor (investor). The IAH account grants the investor 

with voting rights, especially with musharakah projects. However, if an IAH 

decides to participate in mudarabah projects, the investor has no voting rights 

regarding the management of those funds. In return, the IAH receives a percentage 
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of the investment’s income at the end of each period. Additionally, though the IAH 

grants the depositor voting rights on the bank’s investment choices, it denies the 

depositor any representation on the board.  

UIAH, the second investment account type, does not restrict funds to any 

particular project (either mudarabah or musharakah) or investment activity, and the 

investor still receives a percentage of the investment income at the end of each 

period. However, mudarabah or musharakah contracts, terms, conditions, and rules 

do not apply to the funds. In general, the separation of ownership from control that 

occurs in corporations is done so to ensure fair and unbiased decisions that 

maximize shareholder wealth. According to Berle and Means (1932), there are five 

means available for controlling a corporation: almost complete ownership, majority 

control, through a legal device without majority control, minority control, or 

management control (Berle & Means, 1932).
12

 This study uses the majority-control 

perspective. Because all IBs in our sample are stock-form banks, the proposed 

theoretical framework to investigate expense-preference behavior covers three 

paradigms.  

4.3.1 The First Paradigm: The Path 

The first paradigm investigates stockholders who invest in banks, insurance 

companies, and other commercial organizations that are not Shari’ah compliant but 

invest in IBs as a partial fulfillment of their spiritual duties toward their beliefs. 

This path (paradigm) is prevalent in the Middle East and the Far East, especially in 

the Gulf Cooperation Council (GCC) countries and Malaysia. These investors focus 

on the contemporary side of their business activities, which opens a window for 

managers to become less efficient in maximizing profits and provide depositors 

with higher returns.  

Although IBs are stock-form organizations and have interlocking contracts 

that incentivize managers to allocate resources efficiently and reduce waste, the 

                                                 

12 For a full literature review, refer to The Modern Corporation and Private Property (Berle and 

Means, 1968). 
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shareholders’ (principals’) disinterest in controlling, monitoring, and advising 

managers (agents) encourages managers to avoid profit-maximization policies. 

Instead, managers increase their personal power, prestige, recognition, and wealth. 

Managers also hire more staff members and spend more on office furnishings. In 

other words, managerial carelessness coincides with expense-preference behavior 

and noninterest cost inefficiency. This behavior is due not only to the separation of 

ownership from control, but also to the absence of shareholder monitoring and 

advising roles.  

Some commercial banks in the GCC and Malaysia own IBs. The 

shareholders of these commercial banks benefit from introducing Islamic windows 

into their commercial banks with expertise borrowed from their IBs. This 

competitive strategy enables both Islamic and commercial banks to compete with 

IBs and maintain their existing customers by offering diversified products and 

services.   

4.3.2 The Second Paradigm: Government Reliance 

The second paradigm deals with the quasi-governmental IBs. The sample in this 

study includes publicly traded IBs, quasi-governmental IBs, and government-

owned IBs. Owners of the quasi-government banks include the government, 

institutional investors, and high-net-worth individuals, including minority 

shareholders.  

Countries that own these banks differ in their interests, political structures, 

and systems. In addition, state-owned enterprises that are owned by the same 

country may vary in terms of economic power, technologies, missions, and 

sectorial environments. Governments-owned organizations are inefficient and 

overstaffed, which have led to reforms (Zif, 1983). For example, some quasi-

government IBs were privatized in developing countries. As a precautionary 

measure, many governments passed laws that entitle them to control 15% to 20% 

of all state-owned organizations. This protects minority shareholders’ rights and 

ensures stability and consistency of such privatized organizations.  
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The sample in this study contains IBs that are either quasi-government or 

government-owned. These ownership structures are integrated with the governance 

structures of IBs and are thus more optimal than privatization. However, managers’ 

personal power and inefficiency increase in this paradigm, not merely because of a 

lack of monitoring and control, but also because of their absolute reliance on 

government interventions in the form of bailouts and nationalizations. 

Nationalizing publicly traded or quasi-government organizations is unfeasible  and 

generally gets little support from managers and employees because nationalization 

may imply that managers and employees must repay their bonuses or lose the 

shares they own in their companies (Crivelli & Staal, 2010). More importantly, 

governments may feel a responsibility to bail out such organizations. In other 

words, any degree of government ownership encourages managers to 

misappropriate IBs’ resources and increase their prestige and privileges, which is 

the phenomenon of expense-preference behavior.  

Smirlock and Marshall (1983) offer an alternative interpretation of expense 

preferences within large organizations. Large organizations could proxy quasi-

government banks, especially enterprises that are overstaffed. Their hypothesis of a 

relationship between firm size and management behavior is consistent with 

efficient resource use. Their use of firm size is a measure of organizational 

sophistication and managerial function, which supports their hypothesis that when 

organization size increases, “the owner-manager form of organization ceases to be 

viable, and is replaced by an organization that separates ownership from control” 

(Smirlock & Marshall, 1983). Additionally, they find that when organization size is 

above a specific level, “owner-manager form of organization exceeds the costs of 

managerial control, and the agency costs involved are properly viewed as a cost of 

doing business” (Smirlock & Marshall, 1983). 

4.3.3 The Third Paradigm: Mudarabah Accounts 

The third paradigm relates to religiously sophisticated depositors who lack 

financial astuteness and deposit their funds in mudarabah accounts. Mudarabah 

accounts apply the profit-sharing technique, whereby an IAH (using an agreed-
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upon ratio with the IBs) shares the profits from the business activities that the IAH 

funds. However, IBs, investors, and the depositors share the losses and the 

entrepreneurs do not share the risk of losses. Hence, the more income the IBs 

receive, the more the depositors receive.  

 A possible moral hazard of the mudarabah accounts, according to 

Safieddine (2009), is that “managers of Islamic Banks are not only entrusted by 

shareholders to maximize the value of their investments, but have a more 

compelling duty to achieve these objectives in a Sharia-compliant manner” (p. 12). 

Nonetheless, it is highly likely that managers will deviate from this duty to pursue 

the best interests of the shareholders in compliance with Shari’ah. Violation of this 

trust is possible in mudarabah accounts when the provider of the funds in the 

mudarabah accounts (rabal-maal)
13

 spends more on projects and hence pursues 

nonfinancial or economic benefits at the expense of financial or economic returns. 

This is partly because the increased consumption is “borne by the bank while the 

benefits are entirely consumed by the entrepreneur” or the mudarib
14

 (El-Hawary, 

Grais & Iqbal, 2004, p. 25). Furthermore, expense-preference behavior may be 

prevalent when the mudarabah accounts record losses. The profit-sharing concept, 

especially in mudarabah accounts, is sensitive because the expense-preference 

behavior does not prevail in the relationship that governs the IBs, the depositors, or 

the IAH. Mudarabah accounts rely on profit sharing, but they can also lose money. 

In order to incentivize the IAH to keep its invested funds with the IBs, managers 

may opt to return the initial amounts invested in the IAH without charging the 

losses to the IAH. Alternatively, managers may decide (after BoD approval) to 

share losses with owners and shareholders in order to encourage depositors and the 

UIAH to maintain their deposits and investments with the IBs. 

Musharakah accounts takes place between the Islamic banks, depositors, 

and the entrepreneur. The fund manager or the portfolio manager could increase the 

                                                 

13 Rabal-maal is a provider of funds to Islamic Banks. 
14 Mudarib is the user of the funds. When the IB uses depositors’ funds, then they are the mudarib 

for the depositors. However, when the relationship extends to a third person—an actual entrepreneur 

using the funds—then the user of the funds is the entrepreneur and the IBs become rabal-maal. 



 

88 

 

cost input beyond efficient levels to maximize a certain desired utility. Musharakah 

accounts that are full partnership/equity-participation contracts, however, deal with 

the PLS concept in IBs and usually occur between the IBs and the investors. This 

account classifies the investor as an Unrestricted Investment Account Holder 

(UIAH) and entitles the holder to voting rights but no board representation. The 

voting power allows investors to vote on certain investing actions of the 

musharakah. This type of account does not constitute any moral-hazard issue due 

to the contractual arrangement of the account.  

4.4 Research Design and Methodology 

4.4.1 Research Question and Hypothesis 

The central questions in this investigation are: (1) Does the distinct nature of 

Islamic banks encourage expense-preference behavior?; (2) Are there any 

implications of expense-preference behavior for Islamic banks using the IAH and 

the UIAH techniques?; and (3) does the integration of the SSBs shape 

management’s behavior to limit the agency and transaction costs specifically 

relating to expense-preference behavior? 

Agency cost exhibits two types of conflicts: conflicts between shareholders 

and debt holders, and conflicts between shareholders and managers (Jensen & 

Meckling, 1976). This investigation focuses on the conflict between shareholders 

and managers that occurs when the interests of both are misaligned or because 

managers hold less than 100% of the residual claim. The latter leads managers to 

bear the entire cost of profit-enhancement activities without capturing the entire 

gain from these activities. Hence, managers overindulge in self-serving activities 

beyond efficient levels to maximize their wealth rather than maximize firm value.  

However, unethical behavior declines when managers own a larger fraction 

of a firm’s equity. Despite this, the absence of direct control and monitoring 

suggests a moral nature that is not readily reconciled with moral business conduct 

or the teachings of Shari’ah. In other words, IBs are similar to mutual-form banks. 

An important distinction is the legal status of depositors in both organizations. In 
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IBs, depositors are deemed shareholders, but they do not receive any voting 

privileges or board representation. This increases managements’ power and 

decreases the threat of concentrated ownership, which in turn encourages managers 

to misappropriate organizational resources and results in prevalent expense-

preference behavior. This leads to the first hypothesis: 

 

Hypothesis 1: Managers of Islamic banks that do not integrate Shari’ah 

Supervisory Boards within their governance structure are less efficient and do 

exhibit greater expense-preference behavior agency costs than managers of Islamic 

banks that embed Shari’ah Supervisory Boards and managers of commercial 

banks, ceteris paribus. 

 

Multifaceted entrepreneurs with a diverse umbrella of contemporary 

business are unable to provide products and services that conform with Shari’ah 

because they do not own Islamic institution. Hence, those multifaceted 

entrepreneurs become owners of IBs to justify their spiritual commitment, but they 

often lack interest in closely monitoring and advising the managers’ behavior. 

Multifaceted entrepreneurs that do not have banks in their umbrella of businesses 

will have different streams of business and will not be interested in meetings or 

visiting their IBs.  

Agency theory recommends tight and direct control over managers’ 

behavior. The controlling function is of importance because it reduces the agency 

problem, and more specifically, the agency cost and transaction costs. However, 

diversified entrepreneurs who placate their spiritual consciences by investing in IBs 

but fail to oversee, control, or monitor managers’ activities actually increase 

managerial inefficiency and decrease the efficient utilization of resources. 

Nevertheless, if the IBs integrate the SSBs, managerial inefficiency decreases due 

to the overseeing, controlling, or monitoring of managers’ activities. Accordingly, 

the second hypothesis is: 
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Hypothesis 2: Managers of Islamic banks that are owned by multifaceted 

entrepreneurs and that do not integrate Shari’ah Supervisory Board are less 

efficient and have higher agency costs specifically related to expense-preference 

behavior as compared to Islamic banks that embed Shari’ah Supervisory Board, 

ceteris paribus.  

 

  Managerial behavior in quasi-government organizations is subject to 

recurrent fluctuations due to political and economic preferences that influence 

government power. Although government-owned organizations in general witness 

a high rate of growth, their profitability is questionable (Monsen & Walters, 1979). 

In addition, the degree of government control explains managers’ behavior in these 

enterprises because governments generally have weak control over state-owned 

enterprises due to overstaffing and politics that indirectly empower managers to 

become more self-serving. This behavior in government-owned or quasi-

government IBs suggests that the drive to achieve discretionary autonomy hinders 

efficiencies that affect performance. In other words, when left to their own devices, 

managers’ personal power supersedes their interest in maximizing shareholder 

wealth. Difficulties in monitoring such behavior are hindered by the excessive 

sources of revenue available as a result of quasi-government IBs’ privileged access 

to state business. Consequently, managers become more reliant on government 

bailouts when their companies suffer.  

Stronger government controls should therefore offset this moral hazard. In 

addition, governments can implement more risk-management regulation. However, 

this involves a commitment to huge reforms, which are generally costly and time-

consuming (Crivelli & Staal, 2010). Generally, governments are preoccupied with 

other political agendas, thus leading to the third hypothesis: 

 

Hypothesis 3: Management decisions in quasi-government Islamic banks that do 

not integrate Shari’ah Supervisory Board are less efficient and coincide with 

occurrences of agency problems specifically related to expense-preference 
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behavior as compared to managers of Islamic Banks that embed the Shari’ah 

Supervisory Board in their governance structure, ceteris paribus.  

 

The profit-sharing concept, especially in mudarabah accounts, is sensitive 

because the expense-preference behavior does not prevail in the relationship 

between IBs and IAH depositors. Mudarabah accounts rely on profit sharing, but 

they can also lose money. In order to incentivize the IAH to keep its invested funds 

with IBs, managers may opt to return the initial amounts invested in the IAH 

without charging the losses to the IAH. Alternatively, managers may decide (after 

BoDs’ approval) to share losses with the owners and shareholders in order to 

encourage depositors and the UIAH to maintain their deposits and investments with 

IBs. This leads to the fourth hypothesis: 

 

Hypothesis 4: Managers of Islamic banks that do not embed Shari’ah Supervisory 

Boards and maintain Investment Account Holders and Unrestricted Investment 

Account Holders under the mudarabah concept exhibit more agency costs precisely 

relating to expense-preference behavior in comparison with the managers of 

Islamic banks that integrate Shari’ah Supervisory Boards, ceteris paribus.  

4.4.2 Data and Sample Construction 

Information on all available Islamic banks and commercial banks in the BankScope 

database was retrieved between 1993 and 2010. To make a fair comparison, a 

balanced panel sample is constructed and banks that did not have full 18-year (1993 

to 2010) bank information were excluded. In addition, new Islamic Banks that were 

established and incorporated after 1993 were excluded from the sample. The 

sample includes Islamic banks in 15 countries: Bahrain, Bangladesh, Egypt, 

Indonesia, Iran, Jordan, Kuwait, Lebanon, Malaysia, Pakistan, Qatar, Saudi Arabia, 

Sudan, Turkey, and United Arab Emirates. The sample includes 82 IBs and 82 

commercial banks, consisting of 2,950 bank-year observations. Information on 

mudarabah accounts and institutional owners of IBs is manually collected. The 

ownership structure and majority-shareholder information for the IBs is from 
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relevant IB websites. 
15

 Bank specialization, assets, liabilities, earnings, expenses, 

ratings, and country- and risk-rating statistics are mainly from the BankScope 

database, supplemented with information from several country- and bank-level 

websites. Table 8 reports the observation distribution by country. Bahrain has the 

highest number of observations (342) and Indonesia has the lowest number of 

observations (18). 

4.4.3 Variables and Methodology 

The purpose of this study is to relate measures of IBs’ organizational form 

(diversified stockholders, quasi-government status, contractual agreements among 

IBs, the type of investment-account holders, and the impact of the organizational 

behavior) on the noninterest expense and noninterest cost inefficiency in an 

ordinary least squares cluster robust standard-error estimation.  

 As table 9 depicts, noninterest expense (NIExp) is a proxy for expense-

preference behavior. To obtain noninterest expense, the noninterest expense ratio is 

employed and is determined by first adding all noninterest expense, such as 

salaries, wages, office, and other related expenses, and then obtaining the total 

noninterest expense to the total assets by lagged assets in the sample (Srinivasan, 

1992; Johnson, 1993). IB is a dummy variable that equals 1 if the bank is an IB; it 

equals 0 otherwise. M_Entre is a dummy variable that equals 1 if the shareholders 

are diversified; it equals 0 otherwise. S_Owned is a dummy variable that equals 1 if 

the IB is a quasi-government bank; it equals 0 otherwise. Mudarabah is a dummy 

variable that equals 1 if the IB offers a mudarabah account; it equals 0 otherwise. 

 

 

 

                                                 

15 BankScope does not offer information on the mudarabah accounts or the Islamic bank owners. 
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Table 8: Observation Distribution by Country 

 

 

Country Name Number of Obs. Percent 

Bahrain 342 23.17 

Bangladesh 36 2.44 

Egypt 54 3.66 

Indonesia 18 1.22 

Iran 108 7.32 

Jordan 36 2.44 

KSA 54 3.66 

Kuwait 108 7.32 

Lebanon 36 2.44 

Malaysia 126 8.54 

Pakistan 162 10.98 

Qatar 72 4.88 

Sudan 126 8.54 

Turkey 72 4.88 

UAE 126 8.54 

Total 1,476 100 
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To separate the IBs and the conventional banks, it is important to control for 

other factors that determine bank efficiency. Two-set control variables help in 

isolating the effects that influence bank performance: macroeconomic variables and 

financial-structure indicators. Both include inflation and GDP per capita growth (as 

a control for country heterogeneity) as proxies for economic development and 

stability, respectively (Berger & Mester, 1997; Kosak & Zorik, 2010). A region 

dummy variable (Middle East) is included as a control variable to account for 

differences between countries (Grigorian & Manole, 2002).  

In addition, the European Intelligence Unit (EIU) country and banking 

sector risks are used as proxies for changes in economic developments that are 

likely to affect the quality of a bank’s creditworthiness, as well as political and 

business-trend developments. Both are important proxies for the quality of 

regulation and legal environment. In addition, bank size is used to test for external 

validity and for the purposes of control. It is measured as the log of total assets. 

Year dummies are included to control for time fixed effects. 

The panel data used in the study is from BankScope. Hypothesis 1 is tested 

using 82 IBs, 82 commercial banks, and 2,950 bank-year observations. The rest of 

the hypotheses are tested using a sample of 34 IBs and 1,474 IB-year observations. 

The effects of Islamic and commercial banks’ management behaviors on 

noninterest expense (expense-preference behavior) are examined using 162 banks 

with 2,950 bank-year observations. The effects of IB organizational form on 

noninterest expense (expense-preference behavior) are then examined using 82 IBs 

with 1,474 bank-year observations. Furthermore, as a robustness check, the sample 

of Islamic and commercial banks is used in a frontier analysis that uses commercial 

banks’ efficiency levels as a benchmark for IBs. 

Linear regression models require: linear relationships between dependent 

and explanatory variables; no serial correlation independence of the errors; constant 

variance (homoskedasticity) of errors; that time and any explanatory variables not 

be included; and normal error distribution. Pooled OLS requires the errors in each 

time period to be uncorrelated with the explanatory variables in the same time 
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period in order for the estimator to be consistent and unbiased (Wooldridge, 2002). 

Correcting for heteroskedasticity, robust variance estimates was obtained.  

Year dummies control for time fixed effects, which exploit within-group 

variation over time. In addition, country dummies are included to control for the 

average differences across countries for any observable or unobservable predictors 

that enhance the reliability of the coefficient estimates (Wooldridge, 2002). Control 

is used for country heterogeneity, by GDP growth and inflation as proxies for 

economic development and stability, respectively (Berger & Mester, 1997; Kosak 

& Zorik, 2010). 

Before performing the regression analyses, pairwise correlation tables were 

generated to ensure that the link between the dependent and independent variables 

is not highly correlated. In addition, variables were examined for multicollinearity 

following the procedure in Hair, Anderson, Tatham, and Black (1998). The VIF 

values are for two models. The first model includes 164 IBs and commercial banks 

with 2,950 bank-year observations. The second model includes 82 IBs with 1,474 

IB-year observations. The VIF values for both panels were lower than the threshold 

value of 10 suggested by Hair et al. (1998, p. 193).  
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Table 9: Correlation Matrix 

 

 

a. b. c. d. e. f. g. 

a. NIExp 1.0000 

      

b. M_Entre 0.5870 1.0000 

     

c. S_Owned 0.1240 -0.0280 1.0000 

    

d. Mudarabah 0.2440 0.1020 0.0940 1.0000 

   

e. M. East 0.3110 0.0960 -0.0220 0.0170 1.0000 

  

f. Asset (Log) -0.2270 -0.0020 0.0190 0.0160 -0.0940 1.0000 

 

g. EIUCR -0.2130 -0.0860 0.1790 -0.0190 -0.4670 0.1350 1.0000 

 

This table reports correlations of firm-level variables, and country characteristics. The 

details of definitions and sources of all the variables are reported in Appendix II. 
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4.4.4 Robustness Test 

Some issues may jeopardize the OLS cluster robust standard error estimation and 

cause it to misrepresent the effects of organizational form and management 

behavior on noninterest expense (expense-preference behavior). One issue could be 

omitted-variable bias, though, as stated earlier, the necessary econometrics 

techniques were implemented to ensure unbiased estimates. In addition, 

heteroskedasticity is corrected by obtaining robust variance estimates. Other factors 

could encourage managers to misappropriate resources, such as socioeconomic 

factors.  

 Therefore, this section presents a series of robustness tests to ensure that 

estimates from the main regression techniques do not understate the weakness or 

strength of the concerned organizations. The series of robustness checks includes 

two measures that proxy for expense-preference behavior. These measures do not 

find evidence that the estimates from the first regression techniques are biased.  

The first measure relates to the noninterest cost inefficiency and uses 

stochastic frontier analysis. X-efficiency includes inefficiencies that are due to 

organizational factors rather than technological causes. It is possible to test for 

expense-preference behavior in banks even if they have different organizational 

forms (stock-form and mutual-form) by controlling for the X-efficiency levels. 

Cost X-efficiency measures the input efficiency of managers within an organization 

compared to others within the same industry using the same technology. In other 

words, it approximates banks’ costs to those of the “best practice,” thereby 

producing an identical output with the same conditions.  

This robustness test implements a widely accepted parametric, which is the 

Stochastic Frontier Analysis (SFA) developed by Aigner, Lovell and  Schmidt 

(1977), and Meeusen and  van den Broeck (1977) to estimate noninterest cost 

inefficiency.
16

  

                                                 

16 Aigner et al. (1977) introduced the econometric or “stochastic” frontier approach and Jondrow et 

al. (1982) made the approach tractable. Bauer (1990) offers an overview of these methods. 
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In SFA models, the measure is derived from a cost function wherein the 

dependent variable is each bank’s total costs, and the independent variables include 

the prices of inputs, the quantities of variable outputs, and a composite error term 

that decomposes the error term into two parts. The first captures random 

disturbances by assuming that it follows a symmetric normal distribution around 

the cost frontier. The second part assumes that it captures inefficiency and usually 

follows a positive half-normal distribution above the cost frontier. These 

measurements of inefficiencies may be the result of poor managerial performance 

(e.g., expense-preference behavior, agency problems, incompetence) or of 

occurrences beyond management control (e.g., local or regional economic 

conditions).
17

  

The bank-specific estimates of X-inefficiency,  i, are obtained by using the 

distribution of the X-inefficiency term conditional on the estimate of the entire 

composite error term, as proposed by Jondrow, Knox, Lovell, Materov, and  

Schmidt (1982). Using a translog functional form, the (noninterest) cost 

inefficiency model is as follows: 
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According to Berger (1993), Esho (2001), Humphrey (1992), and Peristiani 

(1997), there are two different approaches to measuring banks’ flows of services. In 

this study, the intermediation technique is used to specify the input prices and 

outputs. The input prices equal: (1) the price of borrowed funds (w1=interest 

expense divided by total borrowed funds); and (2) the price of labor (w2=personnel 

expense divided by full-time equivalent workers). The three outputs are total loans 

                                                 

17 See Cebenoyan et al. (1993) and Berger et al. (1993). 
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(y1), liquid assets (y2), and other earning assets (y3). Total equity (z1) is used as a 

fixed input in the estimation to account for banks’ endogenous choices of risk. In 

the estimation, the equation is normalized by one input price (w2) to impose linear 

homogeneity (Kuenzle, 2005). Finally,   represents the random noise, which 

incorporates both measurement error and luck, and   is the inefficiency term that 

increases bank costs and is assumed to have a half-normal distribution with positive 

value.  

The second measure is to use the personnel expense as a proxy for expense-

preference behavior. Total assets normalize the measure, and then the regression 

output of the initial regression-estimation technique and the stochastic frontier 

techniques are compared with the personnel-expense dependent-variable outcome. 

4.5 Results and Discussion 

4.5.1 Summary Statistics 

Table 9 presents the correlation matrix for panels 1, 2, 3, and 4. Other than the 

correlation between Assets (Log) and noninterest expense (NINTEXP) in panel 1, 

Assets (Log) and IB in panel 1, and Multifaceted Entrepreneur and NINTEXP in 

panel 2, none of these correlations is high enough to warrant any problem of 

multicollinearity. 

Table 10 presents the descriptive statistics for panels 1, 2, 3, and 4. Panel 1 

shows that the noninterest expense (NINTEXP), which is a proxy for expense-

preference behavior, has an average of 0.03, a minimum of 0.00, and a maximum 

of 0.10. Islamic is a dummy variable that measures management inefficiency in 

allocating resources for IBs. The explanatory variable is approximately 50% 

(mean=0.50). SSB is a dummy variable that measures the controlling and 

monitoring functions of the integrated SSBs. The average SSB is about 20% 

(mean=0.20) and a maximum of 1.00. The average EIUCR is about 2.08 with a 

minimum of 1 and a maximum of 5. The average Assets (log) is about 7.00, with a 

minimum of 2.60 and a maximum of 17.58. 
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Panel 2 shows that NINTEXP, which is a proxy for expense-preference 

behavior, has an average of 0.05 for both Islamic and commercial banks, with a 

minimum of 0.03 and a maximum of 0.10. Multi_Entre (multifaceted 

entrepreneurs) is a dummy variable that measures the effects of ownership structure 

(organizational form), managements’ self-serving behavior, and misappropriation 

of IB resources on expense-preference behavior. The explanatory variable is 

approximately 5% (mean=0.05). SSB is a dummy variable that measures the 

controlling and monitoring functions of the integrated SSBs. The average SSB is 

about 41% (mean=0.41) and a maximum of 1.00. 

A Semi_State Owned is a dummy variable that measures the effects of 

ownership structure (organizational form) when governments are partial owners of 

IBs. A Semi_State Owned explanatory variable is approximately 30% (mean=0.30).  

Mudarabah is a dummy variable. Because this type of account does not 

give depositors voting rights or board representation, it extends to the conceptual 

framework that with the absence of necessary observation, managers are not in 

positions for questioning. In addition, this specific account only shares profits with 

the depositors; it does not share the losses. In case of a loss, depositors bear the 

burden. Thus, approximately 24% (mean=0.24) of the IBs in the sample engage 

heavily in mudarabah accounts.  

Panel 3 shows that NINTEXP, which is a proxy for expense-preference 

behavior, has an average of 0.02 for IBs that integrate SSBs, with a minimum of 

0.00 and a maximum of 0.07. Multi_Entre (multifaceted entrepreneurs) is a dummy 

variable that measures the effects of ownership structure (organizational form), 

managements’ self-serving behavior, and misappropriation of IB resources on 

expense-preference behavior. The explanatory variable is approximately 2% 

(mean=0.02). SSB is a dummy variable that measures the controlling and 

monitoring functions of the integrated SSBs. The average SSB is about 100% 

(mean=1.00) and a maximum 1.00. 

A Semi_State Owned is a dummy variable that measures the effects of 

ownership structure (organizational form) when governments are partial owners of 

IBs. A Semi_State Owned explanatory variable is approximately 12% (mean=0.12).  
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Mudarabah is a dummy variable. Because this type of account does not 

give depositors voting rights or board representation, it extends to the conceptual 

framework that with the absence of necessary observation, managers are not in 

positions for questioning. In addition, this specific account only shares profits with 

the depositors; it does not share the losses. In case of a loss, depositors bear the 

burden. Thus, approximately 9% (mean=0.09) of the IBs in the sample engage 

heavily in mudarabah accounts. 

Panel 4 shows that NINTEXP, which is a proxy for expense-preference 

behavior, has an average of 0.03 for commercial banks, with a minimum of 0.00 

and a maximum of 0.10. Multi_Entre (multifaceted entrepreneurs) is a dummy 

variable that measures the effects of ownership structure (organizational form), 

managements’ self-serving behavior, and misappropriation of IB resources on 

expense-preference behavior. The explanatory variable is approximately 0.00% 

(mean=0.00). SSB is a dummy variable that measures the controlling and 

monitoring functions of the integrated SSBs. The average SSB is about 0.00% 

(mean=0.00) and a maximum of 0.00. 

A Semi_State Owned is a dummy variable that measures the effects of 

ownership structure (organizational form) when governments are partial owners of 

IBs. A Semi_State Owned explanatory variable is approximately 0.00% 

(mean=0.00).  

Mudarabah is a dummy variable. Because this type of account does not 

give depositors voting rights or board representation, it extends to the conceptual 

framework that with the absence of necessary observation, managers are not in 

positions for questioning. In addition, this specific account only shares profits with 

the depositors; it does not share the losses. In case of a loss, depositors bear the 

burden. Thus, approximately 0.00% (mean=0.00) of the IBs in the sample engage 

heavily in mudarabah accounts. 
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Table 10: Descriptive Statistics for Panels 1, 2, 3, and 4 

Panel (1): All Sample Islamic and Commercial Banks 

Variable        Obs Mean      S.D.  

 

Min      0.25 Mdn      0.75 Max 

NINTEXP 2950      0.03      0.02      0.00      0.02      0.03      0.05      0.10 

Islamic Bank (Dummy) 2950      0.50 0.50      0.00      0.00      0.00      1.00 1.00 

SSB 2950 0.20 0.40 0.00 0.00 0.00 0.00 1.00 

Middle East 2950 0.53      0.50 0.00 0.00 0.00 1.00 1.00 

Assets (Log) 2950 7.00 2.33 2.89 5.29 6.15 7.72 15.50 

EIUCR 2950 2.08      1.30      1.00      1.00      1.00      3.00      5.00 

Panel (2): Islamic Banks 

Variable        Obs Mean      S.D.   Min      0.25 Mdn      0.75 Max 

NINTEXP 1476 0.05 0.02 0.03 0.04 0.05 0.07 0.10 

SSB 1476 0.41 0.49 0.00 0.00 0.00 1.00 1.00 

Multifaceted 1476 0.05      0.21 0.00 0.00 0.00 1.00 1.00 

A Semi_State Owned 1476 0.30 0.46 0.00 0.00 0.00 1.00 1.00 

Mudarabah 1476 0.24 0.43 0.00 0.00 0.00 0.00 1.00 

Middle East 1476 0.04 0.05 0.00 0.00 0.00 0.00 1.00 

Assets (Log) 1476 6.69 2.35 2.89 5.30 6.19 7.75 15.50 

EIUCR 1476 2.02 1.36 1.00 1.00 1.00 3.00 5.00 

Panel (3): Islamic Banks that embed Shari’ah Supervisory Board 

Variable        Obs Mean      S.D.   Min      0.25 Mdn      0.75 Max 

NINTEXP 
605 0.02 0.01 0.00 0.01 0.02 0.02 0.03 

SSB 605 1.00 0.00 1.00 1.00 1.00 1.00 1.00 

Multifaceted 605 0.02      0.15      0.00      0.00 0.00 0.00 1.00 

A Semi_State Owned 605 0.12 0.32 0.00      0.00 0.00 1.00 1.00 

Mudarabah 605 0.09 0.29 0.00      0.00 0.00 0.00 1.00 

Middle East 605 0.49 0.50 0.00      0.00 0.00 1.00 1.00 

Assets (Log) 605 7.41 2.82 3.22 5.69      6.88      8.62 15.50 

EIUCR 605 2.14      1.24      1.00      1.00      2.00      3.00      5.00 

Panel (4): Commercial Banks 
Variable        Obs Mean      S.D.   Min      0.25 Mdn      0.75 Max 

NINTEXP 
605 0.03 0.02 0.00 0.02 0.03 0.04 0.07 

SSB 605 0.00 0.00 0.00 0.00 0.00 0.00 0.00 

Multifaceted 605 0.00 0.00 0.00 0.00 0.00 0.00 0.00 

A Semi_State Owned 605 0.00 0.00 0.00 0.00 0.00 0.00 0.00 

Mudarabah 605 0.00 0.00 0.00 0.00 0.00 0.00 0.00 

Middle East 605 0.49 0.50 0.00      0.00 0.00 1.00 1.00 

Assets (Log) 605 7.08 2.68 3.00 5.45      6.40      8.14 15.50 

EIUCR 605 2.09      1.30      1.00      1.00      1.00      3.00      5.00 
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4.5.2 OLS Cluster Robust Estimation 

Table 11 depicts the results of the OLS cluster robust standard error estimation, 

assesses, and compares the impact of noninterest expense (expense preference) for 

Islamic and commercial banks. Table 11 presents unstandardized beta coefficients 

and standard errors in parentheses along with the significance levels of the 

coefficients. Models 1 and 2 investigate managerial behavior and expense-

preference measures (noninterest expense). Model 1 investigates the effects on 

expense preference without control variables. Model 2 provides the same 

regression model with control variables. Model 3 investigates IBs’ organizational 

forms and the effects of contractual agreements between IBs and investment 

accountholders on expense-preference behavior without control variables. Model 4 

presents the same regression techniques with control variables.  

Model 1 (first column) evaluates the effect of IBs and commercial banks on 

noninterest expense (expense preference). The dependent variable is noninterest 

expense. Hypothesis 1 predicts that the distinct nature of IBs that do not embed the 

SSBs make them exhibit more expense preference than IBs that integrate the 

Shari’ah Boards and commercial banks. As model 1 shows, the coefficient of 

Islamic is positive and statistically significant (β = 0.035; p < 0.001). The analysis 

illustrates that Islamic has a positive impact on noninterest expense.  

This result holds, as model 2 depicts, after adjusting for country and year 

effects and is robust to the inclusion of various control variables (micro-level and 

macro-level) such as risk, size, EIU country risk, Middle East, and country-specific 

regulatory strength. The coefficient of Islamic in model 2 is positive and 

statistically significant (β = 0.035; p < 0.001). Model 1 indicates that a one-unit 

increase in Islamic is associated with an on average 3.5% increase in the likelihood 

of expense-preference behavior. This result holds after adjusting for country and 

year effects and is robust to the inclusion of various control variables (micro-level 

and macro-level) such as risk, size, EIU country risk, Middle East, and country-

specific regulatory strength. 



 

 104 

Results from the first and the second models confirm Hypothesis 1: IBs 

tend to exhibit more expense-preference behavior than commercial banks. The 

result is consistent with Jensen and Meckling (1976), who find that conflict 

between shareholders and managers is due to unaligned interests, as well as 

because managers hold less than 100% of the residual claims, which leads 

managers to bear the entire cost of profit-enhancement activities without capturing 

the entire gain from these activities. Hence, managers overindulge in self-serving 

activities that maximize their wealth rather than maximize firm value. Eliminating 

this unethical behavior in IBs might therefore occur by offering managers larger 

fractions of IB equity, which mitigates the loss from the conflict between the 

manager and shareholders. Specifically, Shari’ah embeds and assumes trust in 

every aspect of life, especially between IBs and depositors. It also confirms Adam 

Smith’s (1937) judgment that the managements of early joint stock companies were 

negligent in many of their activities due to the separation of ownership and control 

of firms, which is prevalent in imperfect and inefficient markets. 

Models 3 and 4 investigate the effects of the embeddedness of the SSBs 

within the governance structure of IBs. Model 3 examines IBs that embed SSBs 

without any control variables and model 4 depicts the same results as model 3 with 

control variables. As can be seen from models 3 and 4, the coefficients on the SSBs 

are negative and statistically significant (β = -0.018; p < 0.001). The significance 

holds after controlling for firm level, country level, and year effects. The analysis 

illustrates that IBs integrating the SSBs have a negative impact on noninterest 

expense. It is evident that the SSBs affect managements’ behaviors due to the 

additional monitoring, controlling, and advising mechanisms they add. 

SSBs’ positive implications for IBs are independent of the expectations of 

the governing structure or ownership. Specifically when looking at IBs with SSBs, 

managerial propensity to engage in self-serving behavior is reduced. 

Hypothesis 2 predicts that managers of IBs that are owned by multifaceted 

entrepreneurs and do not integrate SSBs are less efficient and have higher agency 

costs specifically relating to expense-preference behavior as compared to IBs that 

embed SSBs. Model 5 presents different organizational forms on expense 



 

 105 

preference without any control variables. The coefficient of Multi_Entre is positive 

and statistically significant (β = 0.045; p < 0.001). Model 6 presents the same 

results as model 5, including controls for SSBs, year, and country effects. The 

coefficient on Multi_Entre is positive and statistically significant (β = 0.046; p < 

0.001). Nevertheless, the coefficient on SSB is negative and significant (β = -

0.016; p < 0.001). This indicates that IBs without Shari’ah Boards that are owned 

by multifaceted entrepreneurs who know nothing about IBs and who have no 

interest in monitoring activities effectively encourage managers to misappropriate 

the resources of the IBs. Nonetheless, when IBs have integrated SSBs within their 

governance structures, the presence of this second layer reduces managerial 

propensity to engage in self-serving behavior. Thus, Hypothesis 2 is supported.  

These results confirm the first paradigm: diversified investors who add IBs 

to their portfolios in order to fulfill their spiritual commitments without a 

corresponding commitments to supervise, monitor, or control their bank managers 

actually increase expense-preference behavior, especially where the banks do not 

integrate the SSBs. In addition, stockowners’ (principals’) lack of interest in 

controlling, monitoring, and advising managers’ (agents’) behavior encourages 

those managers to  avoid profit-maximization policies despite interlocking 

contracts between owners, customers, and managers that are designed to incentivize 

managers to allocate resources efficiently and reduce waste. This result is 

inconsistent with Safieddine (2009), who argues that “managers of Islamic Banks 

are not only entrusted by shareholders to maximize the value of their investments, 

but also have a more compelling duty to achieve these objectives in a Sharia-

compliant manner” (Safieddine, 2009, p. 143-144). 

Hypothesis 3 predicts that management decisions in quasi-government IBs 

that do not integrate SSBs are less efficient and coincide with occurrences of 

agency problems specifically related to expense-preference behavior as compared 

to managers of IBs that embed the SSBs in their governance structure. The 

coefficient of A Semi_State Owned is statistically significant and positive (β = 

0.018; p < 0.001). In the sixth model, the coefficient of A Semi_State is significant 

and positive (β = 0.014; p < 0.001).  
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Nevertheless, the coefficient on SSBs is negative and significant (β = -

0.010; p < 0.001). This indicates that although IBs with no Shari’ah Boards are 

quasi-governmental and involve inefficiency due to political issues of overstaffing, 

businesses are still granted to them, which adversely influences managements’ 

behaviors and exacerbates the agency cost that encourages managers to maximize 

their noninterest cost. Nonetheless, when the IBs have integrated SSBs within their 

governance structure, the presence of a second layer reduces managerial propensity 

to engage in self-serving behavior. Thus, this data supports Hypothesis 3: quasi-

government IBs exhibit more expense-preference behavior due to an absence of 

serious monitoring and advising functions from governments. 

This result supports Zif’s (1983) findings that overstaffing quasi-

government enterprises inversely affects managerial efficiency and encourages 

managers to avoid profit-maximizing policies. The coefficient of the A Semi-State 

Owned dummy variable could imply that quasi-government ownership indicates 

inefficiencies, either in managing expenses or in low employee productivity as 

compared to IBs with private ownership structure. This interpretation provides 

another avenue regarding quasi-government IBs and overstaffing issues. Although 

it may solve some persistent unemployment issues, overstaffing may hinder future 

economic development.  

This type of organizational form encourages the behavior of managers when 

they believe that governments may intervene during bankruptcies. However, 

governments may become reluctant to pay managers and employees bonuses or 

inform them that they may lose the shares that they own in their company. This 

result and analysis supports and coincides with Crivelli and Staal (2010), which 

finds quasi-government ownership encourages managers to misappropriate 

resources in order to increases their prestige and privileges, which is the 

phenomenon of expense-preference behavior.  

However, this result is consistent with Smirlock and Marshall (1983), which 

claims that any deviation from profit maximization occurs because the cost 

involved in an organizational structure that separates ownership from management 

requires hierarchy. Thus, with the integration of the SSBs within the internal 
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governance mechanisms of IBs, managements’ propensities to expense preference 

are almost nonexistent.  

Hypothesis 4 predicts that managers of IBs that do not embed SSBs and 

maintain Investment Account Holders and Unrestricted Investment Account 

Holders under the mudarabah concept exhibit more agency costs precisely as they 

are related to expense-preference behavior in comparison with managers of IBs that 

integrate the SSBs. Model 6 depicts a coefficient of mudarabah that is positive and 

significant (β = 0.022; p < 0.001). The sixth model is identical to the fourth model 

and controls for SSBs, country, and year effects. The coefficient on mudarabah is 

positive and significant at (β = 0.014; p < 0.001).  

Nonetheless, the coefficient on SSBs is negative and significant (β = -

0.010; p < 0.001). This indicates that although IBs with no Shari’ah Boards offer 

mudarabah accounts under the IAH and UIAH, they involve an agency problem. In 

particular, agency costs that stem from transaction costs that are proxied by the 

noninterest cost inefficiency negatively affect managerial behavior that influences 

and leads them to misappropriate the banks’ resources. Consequently, when the IBs 

have integrated SSBs within their governance structure, the presence of a second 

layer reduces managerial propensity to engage in self-serving behavior. Thus, this 

data supports Hypothesis 4. This result is inconsistent with Safieddine (2009), who 

argues that “managers of Islamic banks are not only entrusted by shareholders to 

maximize the value of their investments, but have a more compelling duty to 

achieve these objectives in a Sharia-compliant manner” (p. 142-143).  

Although there is some support to the notion that managers of IBs without 

Shari’ah Boards are inefficient and are utility maximizers, the integration of the 

Shari’ah Boards results in eliminating expense preference behavior due to the 

religious, ethical and moral audit the Shari’ah Boards implement. This result is 

consistent with Suleiman’s (1999) and Safieddine’s (2009) theoretical findings that 

IBs cannot function and are like limping infrastructure when an important 

component like the SSBs is missing. Hence, managers may deviate from the trust 

that they will work in favor of the principals’ interest in maximizing their profits. 

This paradigm prevails in the UIAH contractual agreements.  
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When managers of the UIAH funds invest in the mudarabah accounts 

without providing depositors with voting rights or representation, they control 

virtually all aspects of the banks’ decisions, including decisions to distribute profits 

on a predetermined pro-rata basis. Instead of maximizing the UIAH profits, 

managers may misappropriate resources and avoid profit-maximization policies 

that adversely affect economic returns. This is partly because the increased 

consumption is “borne by the bank while the benefits are entirely consumed by the 

entrepreneur” or the mudarib (El-Hawary et al., 2004; Safieddine, 2009). 
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Table 11: Islamic Banks vs. Commercial Banks (Panels 1, 2, 3 and 4) 

 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 

Islamic (Dummy) 0.035*** 0.034*** 0.034*** 0.033***    

 (65.96) (68.55) (66.02) (67.56)    

SSB   -0.018*** 

(-24.20) 

-0.017*** 

(-21.01) 

 -0.016*** 

(-12.28) 

-0.010*** 

(-7.31) 

Multi_Entre     0.045*** 0.046*** 0.017*** 

     (32.72) (34.49) (16.35) 

A Semi_State      0.018*** 0.014*** 0.014*** 

     (19.24) (17.10) (18.21) 

Mudarabah     0.022*** 0.022*** 0.015*** 

     (28.70) (28.85) (20.24) 

Multi_Entre* Mudarabah       0.025*** 

       (4.18) 

Semi_State* Mudarabah       0.013*** 

       (5.50) 

Assets (Log)  -0.001***  -0.008***  -0.003*** -0.001*** 

  (-12.36)  (-11.20)  (-13.88) (-12.79) 

EIUCR  0.001  0.005***  0.002 0.002*** 

  (1.54)  (3.88)  (0.99) (8.22) 

Middle East  0.005***  0.004***  0.004** 0.002* 

  (10.33)  (4.56)  (2.27) (2.30) 

Year and Country  Yes  Yes  Yes Yes 

_cons 0.018*** 0.019*** 0.035*** 0.038*** 0.031*** 0.047*** 0.041*** 

 (83.45) (15.20) (47.31) (25.25) (20.89) (24.20) (19.47) 

N 2950 2950 2950 2950 2950 2950 1474 

R2 0.396 0.418 0.446 0.459 0.470 0.487 0.498 

adj. R2 0.396 0.415 0.445 0.456 0.465 0.479 0.485 

 
This table presents OLS robust estimation models for comparing expense preferences in IBs and 

commercial banks. Column 1 examines expense-preference behavior between IBs and 

commercial banks. The dependent variable, the noninterest expense ratio, is a proxy for expense-

preference behavior. Islamic is a dummy variable that equals 1 if the bank is an IB; it equals 0 

otherwise. Column 2 depicts the first model with control variables. Column 3 represents IBs and 

SSBs on expense-preference behavior without control variables. Column 4 depicts model 3 

control variables. Column 5 examines diversified shareholders, quasi-government IBs, and 

mudarabah accounts. Column 6 depicts model 5 and SSBs on expense-preference behavior. 

Column 7 depicts model 6 with interaction variables. Standard errors are in parentheses † p<0.10, 

* p<0.05, ** p<0.01, *** p<0.001. 
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4.6 Robustness Test 

This section presents a series of robustness checks and includes two measures that 

proxy for expense-preference behavior. These measures do not find evidence that 

the estimates from the first regression techniques are biased or overstated. They 

also support the initial findings of the first estimation techniques, as table 11 

depicts; IBs exhibit more expense-preference behavior than commercial banks due 

to the legal status of IBs’ depositors. In addition, table 11 depicts diversified 

entrepreneurs who own IBs as neglectful monitors that virtually encourage 

managers to engage in expense-preference behavior.  

Table 12 shows the estimated noninterest cost inefficiency scores of 15 

countries that cover four regions (Far East, Middle East, Near East, and North 

Africa) in the banking sectors (Islamic and commercial) from 1993-2010 on the 

aggregate. The first row of table 12 depicts overall estimated noninterest cost 

inefficiency scores between IBs with SSBs and IBs without the SSBs of -27.50%. 

The second row of table 12 depicts overall estimated noninterest cost inefficiency 

scores between IBs with SSBs and commercial banks of -16.10%. However, when 

comparing the IBs that do not embed the SSBs with commercial banks, the overall 

noninterest cost inefficiency scores are, on average, 22.40% higher than 

commercial banks within the same regions. This supports the initial findings that 

IBs’ organizational behavior (managements’ behavior) exhibits more expense-

preference than commercial banks. 
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Table 12: Cost Inefficiency between Islamic and Commercial Banks 

Islamic Banks with SSBs versus Islamic Banks without SSBs 

Islamic Banks with SSBs Islamic Banks Diff 

0.207 0.464 -0.275 

Islamic Banks with SSBs versus Commercial Banks 

Islamic Banks with SSBs       Commercial Banks Diff 

0.255    0.416 -0.161 

Islamic Banks without SSBs versus Commercial Banks 

Islamic Banks                         Commercial Banks Diff 

0.514                       0.29 0.224 
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Table 13 depicts results for the noninterest cost inefficiency regression by 

assuming identical production technology. The results are economically significant 

and support the initial findings. Furthermore, the regression results investigate the 

likely association between organizational form under different paradigms and the 

dependent variable of noninterest cost inefficiency scores by controlling for the 

integration of the SSBs. The OLS estimation regressions use estimated inefficiency 

scores assuming the same production technology for Islamic and commercial 

banks. Higher noninterest cost inefficiency in IBs is consistent with the expense-

preference behavior scenario. The key is to understand whether the organizational 

form of an organization with and without the SSBs has negatively or positively 

influenced managerial behavior in terms of agency and transaction costs 

specifically relating to expense-preference behavior.  

Inefficiencies of IBs with and without integrated SSBs are further 

investigated; the OLS cluster robust standard error estimation regressions use 

personnel expense as the dependent variable. Table 13 depicts regression results 

that investigate the likely association between organizational forms under different 

paradigms and noninterest cost inefficiency scores. Higher personnel expense in 

IBs is consistent with the expense-preference behavior scenario when SSBs are not 

integrated. Overall, there is a strong and negative association between IBs that 

embed the SSBs, noninterest cost inefficiency, personnel expense, and employee 

cost inefficiency, especially when estimates of efficiency scores are corrected for a 

different production technology, thereby indicating a lower degree of agency and 

transaction costs (and hence is the expense-preference behavior). However, with 

IBs that do not integrate the Shari’ah Boards, findings indicate that managers have 

higher agency and transaction costs as compared to IBs with Shari’ah Boards and 

commercial banks. 

Lower average noninterest cost inefficiency suggests that IBs with Shari’ah 

Boards do not engage in expense-preference behavior compared to IBs without 

Shari’ah Boards and commercial banks. The results from the robustness checks 

support the findings from the first estimation techniques and thus far support all 

three hypothetical paradigms of ownership structures, the Restricted Investment 
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Account Holders, and the Unrestricted Investment Account Holders under the 

mudarabah concept. Despite that, IBs with Shari’ah Boards, on average, have 

lower noninterest cost inefficiency than those IBs without Shari’ah Boards and 

commercial banks, thus supporting the initial findings.  
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Table 13: Noninterest Cost Inefficiency: Islamic vs. Commercial 

 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 

Islamic (Dummy) 0.258*** 0.253*** 0.186*** 0.183***   

 (58.21) (55.44) (9.66) (9.83)   

SSB   -1.146*** -1.147*** -1.312*** -1.270*** 

    (-3.41) (-3.47) (-3.41) 

Multi_Entre     0.183*** 

(25.75) 

0.209*** 

(10.44) 

A Semi_State Owned     0.083*** 0.173*** 

     (7.86) (7.06) 

Mudarabah     0.093*** 0.121*** 

     (5.76) (5.84) 

Multi_Entre* Mudarabah      0.047* 

      (2.17) 

Semi_State* Mudarabah      0.105*** 

      (5.36) 

Assets (Log)  -0.004***  -0.004*** -0.003** -0.003*** 

  (-4.34)  (-4.91) (-2.79) (3.33) 

EIUCR  -0.0102***  -0.010*** -0.017*** -0.005 

  (-5.05)  (-4.64) (-6.63) (-1.42) 

Middle East  -0.0158***  0.00544 -0.043 -0.011 

  (-3.36)  (1.53) (-7.69) (-1.09) 

Year  Yes  Yes Yes Yes 

_cons 0.486*** 0.540*** 0.558*** 0.578*** 0.601*** 0.616*** 

 (125.56) (41.49) (29.23) (41.21) (39.03) (43.75) 

N 2388 2388 2388 2388 2388 2388 

R2 0.358 0.390 0.429 0.463 0.473 0.500 

adj. R2  0.386 0.405 0.457 0.466 0.489 

 

This table presents OLS robust estimation models for comparing expense-preference behavior in 

IBs and commercial banks. Column 1 examines expense-preference behavior between IBs and 

commercial banks. The dependent variable, noninterest cost inefficiency, is a proxy for expense-

preference behavior. Islamic is a dummy variable that equals 1 if the bank is an IB; it equals 0 

otherwise. Column 2 depicts the first model with control variables. Column 3 examines expense-

preference behavior between IBs without SSBs, IBs with SSBs, and commercial banks. Column 4 

depicts model 3 with control variables. Column 5 examines the effects of diversified shareholders, 

quasi-government IBs, and mudarabah accounts on expense-preference behavior with control 

variables. Column 6 depicts model 5 with SSBs and control variables including interaction 

variables. Standard errors are in parentheses † p<0.10, * p<0.05, ** p<0.01, *** p<0.001. 
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Table 14: Islamic Banks vs. Commercial Banks on (EPB) Personnel  

Expenses (Panels 1, 2, 3, and 4) 

 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 

Islamic (Dummy) 17.64
***

 16.14
***

 24.26
***

  23.62
***

   

 (8.22) (8.23)   (6.02) (6.04)   

SSB  -12.76
** 

 -14.68
**

 -13.29
***

  -13.22
***

 

  (-2.93) (-3.28) (-5.65)  (-5.52) 

Multi_Entre     38.00
***

 39.45
***

 

     (3.63) (3.79) 

A Semi_State Owned     84.03
***

 81.88
***

 

     (7.08) (6.93) 

Mudarabah     14.67
***

 14.92
***

 

     (6.28) (6.18) 

Multi_Entre* Mudarabah      27.23
***

 

      (4.27) 

Semi_State* Mudarabah      14.93
***

 

      (3.46) 

Assets (Log)   -2.54
***

 -2.64
***

  -3.681
**

 

   (-6.98) (-6.87)  (-3.13) 

EIUCR   -6.265
***

 -3.29
***

  -6.175
***

 

   (-3.35) (-5.65)  (-3.31) 

Middle East   -2.51 -2.57  -19.02
***

 

   (-1.20) (-1.23)  (-4.33) 

Year   Yes Yes  Yes 

_cons 0.0127
***

 0.0127
*** 

 28.78
***

 30.13
***

 17.88
***

 47.57
***

 

 (19.77) (19.77) (7.732) (3.81) (3.68) (3.72) 

N 2388 2388 2388 2388 2388 2388 

R
2
 0.033 0.041 0.061 0.071 0.272 0.285 

adj. R
2
 0.033 0.035 0.053 0.063 0.263 0.275 

 

This table presents OLS robust estimation models for comparing expense-preference 

behavior in IBs and commercial banks. Column 1 examines expense-preference behavior 

between IBs and commercial banks. The dependent variable is personnel expense, which is a 

proxy for expense-preference behavior. Islamic is a dummy variable that equals 1 if the bank 

is an IB; it equals 0 otherwise. Column 2 depicts the first model with control variables. 

Column 3 examines the effects of diversified shareholders, quasi-government IBs, and 

mudarabah accounts on expense-preference behavior with control variables. Column 4 

depicts model 3 with interaction variables. Standard errors are in parentheses † p<0.10, * 

p<0.05, ** p<0.01, *** p<0.001. 



 

 116 

4.7 Conclusion 

An investigation for organizational form and managerial scale efficiencies of both 

Islamic and Commercial Banks operating in four different regions and organization 

forms was performed by employing a parametric approach and using a data set that 

spans the period 1993-2010. This is the first investigation that focuses on X-

efficiency, which determines managerial efficiency or inefficiency from an 

economic perspective and more precisely relates to agency costs that stem from 

agency problems.  

The components of managerial efficiencies suggest that the source of X-

inefficiency in IBs that do not integrate SSBs within their governance structure is 

minimized (in terms of average per unit production cost) as compared to managers 

of IBs that embed SSBs and managers of commercial banks that are not operating 

at optimal scale. In addition, managerial inefficiency is a proxy for agency costs, 

which is expense-preference behavior. It increases when: (i) the multifaceted 

owners of IBs without Shari’ah Boards increase; (ii) when the banks are quasi-

government IBs and do not integrate the SSBs; and (iii) when the IB that does not 

embed the SSBs offers mudarabah investment accounts that do not give 

shareholders voting rights or board representation and thus exacerbates transaction 

cost problems.  

Moreover, the results indicate that IBs without SSBs exhibit significant 

preference, including agency costs relating to personnel expenditures, which is 

consistent with earlier empirical studies. The findings are important for several 

reasons. First, although IBs that do not embed SSBs present themselves as Shari’ah 

compliant, being Shari’ah compliant is not a key determinant in eliminating agency 

problems or transaction costs. However, when the presence of SSBs is controlled 

for, IBs that integrate the SSBs eliminate the agency costs and transaction cost 

problems that stem from contractual issues due to the controlling, monitoring, and 

advising functions that the SSBs offer in terms of Shari’ah compliance. 

Managers of IBs without the integrated SSBs are cost inefficient and are 

more likely to have higher agency and transaction costs resulting from expense-



 

 117 

preference behavior than commercial bank managers. However, Shari’ah corporate 

governance employs rigorous steps in issuing religious rulings for investments and 

business transactions, and by having the Shari’ah Boards integrated within the 

governance structure, agency cost and transaction cost problems become less 

prevalent. Second, the findings suggest that managers in regulated industries 

exhibit significant expense-preference behavior rather than profit-maximization 

behavior when the controlling and monitoring functions of the Shari’ah Boards are 

nonexistent.  

Third, significant social costs, in the form of X-inefficiency, exist in stock-

form IBs, especially those that do not integrate the Shari’ah Boards within the 

governance structure. The results also have at least one important policy 

implication: Islamic organizations with embedded SSBs can improve a firm’s 

efficiency by reducing managers’ overindulgence and self-serving behavior.  

This phenomenon validates the empirical findings of Berle and Means 

(1937) regarding the separation of ownership from control. They state that with 

such a separation, agency problems in terms of agency costs, transaction costs, and 

expense-preference behavior become more prevalent due to the fulfillment of the 

functions and roles of the corporate boards, and most importantly in the case of 

IBs, are due to the absence of the integrated SSBs within the governance of IBs. 
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4.9 Appendix II. 

Table 15: Variable Description 

Variable Description 

NINTEXP Noninterest expense: salaries, wages, occupancy, and 

other noninterest expenses divided by lagged assets. 

(Srinivasan, 1992; Johnson, 1993). 

Islamic (Dummy) A dummy variable that equals 1 if the bank is an 

Islamic bank; it equals 0 otherwise. 

Multi_Entre Multifaceted Entrepreneur: A dummy variable that 

equals 1 if the shareholder of the Islamic banks invest 

in diverse businesses; it equals 0 otherwise. 

A Semi-State Owned  A dummy variable that equals 1 if the Islamic bank is a 

quasi-government entity; it equals 0 otherwise. 

Mudarabah A dummy variable that equals 1 if the Islamic bank 

offers mudarabah accounts; it equals 0 otherwise. 

EIUCR A control variable used as a proxy for the quality of 

regulation and the legal environment, as well as 

economic, political, and business-trend developments 

that are likely to affect bank creditworthiness. In 

addition, bank size is used to test for external validity 

and for the purposes of control. It is measured via the 

log of total assets. Year dummies are included to 

control for time fixed effects. 

 



 

 123 

5. Do Islamic Banks Engage Less in Earnings Management?

 

5.1 Introduction 

This paper compares the effects of Islamic banks (hereinafter IBs), commercial 

banks’ governance, and organizational form on earnings management. The 

motivation for this study comes from the notable phenomenon that the global 

financial crisis has not severely affected Islamic banks. Although IBs operate in a 

global market, their socioeconomic and institutional environments are significantly 

different from those in Europe and the United States. In addition, IBs apply 

Shari’ah, which is a series of religious rules that circumscribe resource allocation, 

income and wealth distribution, and financial reporting.  

Prior research has been limited to examining earnings management in 

specific industries or to the impact of governance and cultural values on 

organizational behavior or organizational form (Kwok & Tadesse, 2006; Xie et al., 

2003). The research questions that this paper attempts to investigate are fivefold. 

First, do Islamic banks engage in less earnings management? Second, which factors 

influence the accounting accrual choices that managers make in Islamic banks? 

Third, does the organizational form of Islamic banks influence managers’ decisions 

on accounting accruals? Fourth, does the existence of Shari’ah Supervisory Boards 

reduce earnings-management behavior? Fifth, how do Shari’ah Supervisory 

Boards’ characteristics, such as size and composition, affect Islamic banks’ 

earnings-management behaviors?  

In IBs, Shari’ah plays a pivotal role in manager behavior, and many IBs 

therefore have a second board called Shari’ah Supervisory Boards (hereinafter 

SSBs). The distinct characteristics of SSBs affect earnings-management behavior, 

as the differences in earnings manipulations between IBs and traditional 

commercial banks show. 

                                                 

 Portions of this chapter previously appeared as: Quttainah, M., Song, L., & Wu, Q. (2011). Do 

Islamic Banks Employ Less Earning Management? The Economic Research Forum, 645.  
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Earnings-management issues are often attributable to an organization’s 

governance mechanism or organizational form (Switzer 2007; White 2002; Xie et 

al., 2003). The existing literature provides many proxies for earnings-management, 

but discretionary accrual is the most common proxy (Beasley, 1996; Abdul 

Rahman & Mohamed, 2006; Wilson & Wang, 2010). In following prior studies 

such as Beasley (1996), White (2002), Xie et al. (2003), Abdul Rahman and  

Mohamed (2006), Switzer (2007), Wilson and  Wang (2010), and Kanagaretnam, 

Lim and  Lobo (2010), two measures are used to examine earnings management: 

discretionary accruals and abnormal loan-loss provisions. Both measures control 

for major bank characteristics, as well as period and country effects that are likely 

to affect earnings management. 

This study uses a sample of 82 IBs and 82 commercial banks in 15 

countries and four different regions (Middle East, Near East, Far East, and North 

Africa) and consists of 2,950 bank-year observations between 1993 and 2010. The 

findings of this study are threefold. First, IBs that integrate SSBs and those that do 

not embed SSBs are less likely to engage in earnings management compared to 

commercial banks. The results indicate that a one-unit increase in SSB is, on 

average, associated with a 5% decrease in the likelihood that an IB that embeds the 

Shari’ah Supervisory Board will manage its earnings depending on different model 

specifications. In addition, findings indicate that IBs that do not integrate the SSBs 

are, on average, 3% less likely to engage in income smoothing compared to 

commercial banks. Both results are statistically and economically significant, thus 

indicating that Shari’ah is one of the key determinants that favorably affect 

managements’ behavior. The monitoring and advising functions of the SSBs may 

also account for the lower frequency of earnings management among IBs with 

embedded SSBs in comparison to those IBs that do not embed SSBs.   

An additional interpretation of this finding is that the AAOIFI
18

 

recommends that IBs adopt dynamic provisioning, which is a tool that enables IBs 

                                                 

18 The Accounting and Auditing Organization for Islamic Financial Institutions. 
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to anticipate expected credit losses. Another possible interpretation is that IBs 

disperse their loans based on mudarabah (limited partnership) and musharakah 

(full partnership) projects to form new ventures. IBs, acting as venture capitalists, 

assume the monitoring and advising roles in regard to the new ventures. The 

governance structure of IBs requires another independent board that overlooks, 

audits, monitors (ex-ante and ex-post), and advises on the religious, moral, and 

ethical compliance of transactions. Thus, SSBs and the BoDs ensure close and tight 

monitoring and advising functions in new ventures. Both improve managers’ moral 

and ethical standards. Therefore, SSBs and the AAOIFI are both key determinants 

in deterring unethical and immoral managerial behavior that misleads stakeholders. 

Second, the findings indicate that managers’ accruals decision choices are 

somewhat higher in IBs that are owned by multifaceted entrepreneurs and do not 

embed the SSBs as compared to IBs with Shari’ah Boards. In addition, managers’ 

power abuses via excessive earnings smoothing are associated with quasi-

government IBs, which do not integrate SSBs within their internal governance 

structure. Additionally, managers’ choices of accounting accruals are higher in IBs 

that offer the mudarabah accounts and do not integrate SSBs compared to IBs that 

integrate SSBs. Findings indicate that a one-unit increase in IBs that integrate SSBs 

is associated with a 1% to 3% decrease in the likelihood that the bank will manage 

earnings. The latter is in comparison to IBs that do not embed SSBs, depending on 

different model specifications. The result suggests SSBs are key factors to reducing 

earnings management within IBs.  

Third, the findings indicate several SSBs’ characteristics are important 

determinants of earnings management for IBs with integrated SSBs. For example, 

there is a negative relation between SSBs’ size and earnings management, which 

suggests that larger SSBs monitor managers more effectively and therefore deter 

earnings management. Surprisingly, the findings indicate that if SSBs have a 

member who is affiliated with the Accounting and Auditing Organization for 

Islamic Financial Institutions, the IBs are less likely to manage earnings as 

compared to IBs without such members. This suggests the importance of the 
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professional accounting and auditing background of board members in monitoring 

behavior. 

This study contributes to the existing literature and is the most systematic 

and comprehensive empirical comparison of earnings-management behaviors 

between IBs and conventional banks. The existing literature shows that culture has 

a significant impact on earnings-management behavior (Han, Kang, Salter & Yoo, 

2010). The findings in this paper, however, suggest that religion also has an 

important impact on managerial behavior. This study also examines how different 

SSBs’ structures influence effectiveness, and in turn, how SSBs’ structures 

influence earnings-management behavior in the IBs.  

The remainder of this paper is organized as follows: Section 5.2 discusses 

the related literature and develops hypotheses. Section 5.3 presents the sample, 

measures, and data sources, and also reports descriptive statistics. Section 5.4 

provides empirical results. Section 5.5 summarizes the conclusion. 

5.2 Literature Review and Hypotheses Development 

5.2.1 Literature and Historical Background 

Stolowy and Breton (2000) empirically investigate the motivations for earnings 

management in unregulated industries. They argue that managers manipulate 

earnings in order to mitigate political costs, lower financing costs, and/or maximize 

their own wealth instead of maximizing shareholder wealth. In addition, Ma (1998) 

documents that such managers in regulated industries are more likely to manage 

earnings to improve equity returns on assets and increase the capitalization rate of 

earnings. To preserve and protect national and global economies, the regulatory 

capital requirement under the Basel Accord (1988) incentivizes bank managers to 

manage earnings in order to meet this minimum requirement by manipulating their 

most discretionary accrual: loan-loss provisions (Kim & Kross, 1998; Shrieves & 

Dahl, 2003).  

Prior empirical literature documents earnings management in regulated 

industries and how bank managers smooth their earnings upward (downward) when 



 

 127 

their financial results are lower (or higher) than expected due to asymmetric 

information (Bhat, 1996; Gonzalez, 2008; Hasan & Wall, 2004; Wahlen, 1994). 

Furthermore, empirical studies that specialize in Shari’ah-compliant regulated 

industries document the income-smoothing hypothesis using a sample of 55 

commercial banks and 10 IBs from the Gulf Cooperation Council region. A 

considerable return was paid out from profit-and-loss sharing investment accounts 

to smooth income in a sample of 14 IBs in 8 countries (Sundararajan, 2005; Zoubi 

& Al-Khazali, 2007).   

Zoubi and Al-Khazali (2007) argue that managers routinely manage 

earnings for unscrupulous reasons and they document that Shari’ah “discourage[s] 

opportunistic behaviors,” which prevents Muslim managers in IBs from managing 

earnings. Using a sample of 10 commercial banks that offer Islamic banking 

windows from 1998 to 2001, they document that managers did not use loan-loss 

provisions to manage capital and earnings. This supports the theory that IBs are 

less likely to engage in earnings management due to the moral and ethical values 

that Shari’ah stresses.  

To examine IBs’ efforts to improve socioeconomic development, note that 

the MitGhamr Savings and Loan
19

 was the first bank to apply the core values of 

Shari’ah,
20

 now the cornerstone of Islamic banking (Ready, 1981). The second IB 

was a multi-government bank established during the 1970s. The Islamic 

Development bank
21

 is an international financial institution that was established in 

December 1973 to offer loans to needy countries and assist entrepreneurs who had 

expertise but required capital.  

                                                 

19 Dr. Ahmad Elnaggar was a pioneer in the Islamic banking system and successfully engineered the 

MitGhamr Savings Bank in Egypt in 1963. 
20 Shari’ah is the Islamic law of human conduct, which regulates all matters of the lives of Muslims. 

It is based on the Qur’an, the deeds and sayings of the prophet Mohammed, and the consensus of 

Islamic religious scholars. 
21The function of the Islamic Development Bank is to participate in equity capital and grant loans 

for productive projects and enterprises, as well as to provide other forms of financial assistance to 

member countries for economic and social development. It fosters the socioeconomic development 

of members and Muslim countries and communities in accordance with Shari’ah. 
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Since the cornerstone of Islamic banking is to improve the socioeconomic 

standards of societies and needy countries, Shari’ah prohibits IBs from charging 

and receiving interest on any business transactions, which is the feature that makes 

IBs distinct. The financial assistance is based on the “benevolent loan,” or 

mudarabah (limited ownership), which depends on loss sharing, and musharakah 

(full partnership), which is based on sharing both profits and losses.  

5.2.2 Accounting Standards 

IBs have two types of investment-account holders. The first is the Restricted 

Investment Account holder (IAH). These accounts apply funds to particular 

projects (mudarabah
22

 or musharakah
23

 projects) that suit the depositors and grant 

them voting rights regarding the types of investments. However, IAH accounts 

deny any representation on the board. The distribution of investment income occurs 

on a pro-rata basis. The second type of account holder is the Unrestricted 

Investment Account holder (UIAH). Here, funds go to diverse projects (either 

mudarabah or musharakah) or investment activities. The UIAH receive a 

percentage share of the investment income as with the IAH.  

The financial reporting rules set by the International Accounting Standards 

Board and Generally Accepted Accounting Principles do not reliably reflect the 

true performance of IBs, especially with regard to profit and loss sharing (PLS) in 

                                                 

22 “The term refers to a form of business contract in which one party brings capital and the other 

personal effort. The proportionate share in profit is determined by mutual agreement. However, the 

loss, if any, is borne only by the owner of the capital, in which case the entrepreneur gets nothing 

for his labor. The financier is known as ‘rabal-maal’ and the entrepreneur as ‘Mudarib’. As a 

financing technique adopted by Islamic banks, it is a contract in which all the capital is provided by 

the Islamic bank while the other party manages the business. The profit is shared in pre-agreed 

ratios, and loss, if any, unless caused by negligence or violation of terms of the contract by the 

‘Mudarib’ is borne by the Islamic bank and the bank passes on this loss to the depositors” (Institute 

of Islamic Banking and Insurance). In other words, this is a limited partnership between the Islamic 

Banks, the IAH or UIAH, and the entrepreneur. 
23 “Musharakah is word of Arabic origin, which literally means sharing. In financial world or 

banking and  finance industry, it means either a full partnership or a joint enterprise in which all the 

partners share the profit of a business or partnership according to predetermined profit sharing ratio 

while the loss is distributed in the ratio of contribution (capital)” (Institute of Islamic Banking and 

Insurance). In other words, this is a full partnership between the Islamic Banks, the IAH or UIAH, 

and the entrepreneur. 
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musharakah projects. Both sets of accounting standards are unable to mitigate a 

number of problems that stem from musharakah projects.  

First, conventional accounting deals with the entity theory, which considers 

liabilities as equities with different rights and legal standing. The entity theory fails 

to account for musharakah holdings on a balance sheet because depositors 

(investors) in IBs contribute capital in return for a share of either the profit or the 

loss. IBs account for the depositor on their balance sheets, but they do not account 

for the entrepreneurs (ventures) who receive the depositors’ capital.  

Second, conventional accounting takes into consideration the separation of 

ownership from control in the corporate form (Berle & Means, 1932; Maurer, 

1999). However, managers of musharakah accounts are simultaneously the agents 

of the shareholders and the principals of the corporation.  

Third, conventional accounting deploys different methods to calculate 

income, but all require knowledge of the value of the entity’s assets. Determining 

this by the original purchase price adjusted for inflation, or even by projecting 

value at some future liquidation date, are both common methods. Both introduce 

the possibility of engaging in, receiving, or charging interest, which violates 

Shari’ah law. Thus, the establishment of the AAOIFI
24

 in 1991 helped 

accommodate the spectrum of Islamic financial operations that do not reflect the 

true performance of the IBs (Abdel Karim & Archer, 2002; Grais and Pellegrini, 

2006a).  

Consequently, IBs deploy different accounting treatments for the IAH and 

UIAH that deal with musharakah projects. Some IBs treat these accounts as either 

equities or liabilities, and others may report them as an off-balance sheet item 

(Abdel Karim, 2001). The risk sharing and PLS make IBs distinct in nature. Hence, 

the AAOIFI recommends dynamic provisioning, which enables IBs to anticipate 

credit losses rather than record actual losses. Thus, musharakah projects are treated 

                                                 

24  The Accounting and Auditing Organization for Islamic Financial Institutions develops 

accounting and auditing pronouncements relevant to Islamic financial institutions. The activities 

of the AAOIFI underpin Islamic banking activities by keeping them away from individuals. 
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exactly like any other liability and exactly like deposit accounts in a conventional 

bank.  

5.2.3 Corporate form of Organization 

Differences in corporate organizational form affect earnings management decisions 

by managers. Beatty, Ke and Petroni (2002) examine the impact of publicly traded 

banks and private banks on earnings management. Their findings indicate that 

publicly traded banks smooth earnings to meet certain benchmarks while private 

banks do not. Clearly, the organizational corporate form places pressure on public 

banks to meet their earnings targets. 

 Moreover, Ang, Cole, and Lin (2000) examine agency costs between 

private companies with 100% ownership and publicly traded companies with 

dispersed ownership and their impact on the use of accounting data. Their findings 

indicate that publicly traded companies have much higher agency costs due to 

dispersed ownership. Consistent with the agency theory, the authors document that 

public companies are less efficient than privately fully owned companies are, which 

suggests that public companies face higher agency and transaction costs.  

5.2.3.1 Corporate Boards and Shari’ah Boards 

According to (H. AL Yaseen, Personal Communication, January 2011), the 

chairman of the SSB of the largest IB in Kuwait and the second-largest IB in the 

Middle East reveals crucial information on the interaction between SSBs and 

BoDs. First, IBs typically have both BoDs and SSBs. The BoDs delegate 

responsibilities and duties and then monitor management behavior to ensure 

compliance in implementing and deploying the regular board’s strategies. SSBs 

also monitor and control management behavior, but their focus is primarily on 

religious and ethical compliance (Al-Mahmoud, 2007). 

Second, by having access to all resources and information, SSBs can justify 

their decisions and relieve managers via religious rulings. Their presence often 

attracts more depositors and clients because they help IBs promote social welfare 
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and economic development rather than just profit maximization. Third, the SSBs 

educate, explain, advise, and counsel the external and internal environments about 

the benefits of following such principles.  

Finally, the SSBs are responsible for auditing (ex-ante and ex-post) IB 

transactions. Since the SSBs are committed to Islamic tenets and answer to a higher 

authority (Shari’ah), the SSBs have full autonomy and independence in issuing 

fatwas (religious rulings). Although the regular board recommends the appointment 

of SSB members who are employees of the IBs, the SSBs answer to a higher 

authority. Thus, the relationship between SSBs and IBs is stronger than the 

relationship between external auditing firms and IBs. 

5.2.3.2 Religion, Shari’ah Boards, and Shari’ah Apex 

Shari’ah governance “entails the notion of protecting the interest and rights of all 

stakeholders within the Shari’ah rules” (Hasan, 2008). Hasan (2008) provides rules 

to circumscribe the allocation of resources, production, consumption, capital-

market activity, and the distribution of income and wealth. IBs and SSBs audit the 

behavior of IBs’ managers and employees to ensure conformity with Islamic ethics. 

Hence, banks that comply with Shari’ah should comply with full and creative 

accounting disclosure, legal form over substance, and a precept of social 

accountability.  

5.2.3.3 Hypotheses 

Based on these ideas, the first hypothesis is: 

  

Hypothesis 1: Islamic banks are less likely to manage earnings than commercial 

banks. 

 

Shaffaii (2008) explains that corporate governance in IBs involves two vital 

components: “a Shariah apex Body as appointed by regulators and a Shari’ah Body 

as set up by a financial institution,” which we refer to as the SSBs (Shaffaii, 2008, 
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p. 4). His model consists of (1) an external regulatory system, (2) an internal 

regulatory system, and (3) an internal control system. Shaffaii (2008) defines the 

Shari’ah Apex Body as a body that intends “to assist the Islamic financial industry 

in the interpretation of the Shari’ah issues” (Shaffaii, 2008, p. 5). However, Shaffaii 

(2008) argues that when one of the governance structures is missing, either the 

Apex Body or the in-house SSBs, the governance infrastructure suffers, which 

Shaffaii refers to as “a limping infrastructure” (Shaffaii, 2008, p. 12). The theory 

extends the Shaffaii (2008) model to examine countries such as Iran, Pakistan, and 

Sudan, which do not require SSBs in IBs. 

Banks in these countries rely only upon the Shari’ah Apex for fatwas on 

certain products or services. In turn, approaching the Shari’ah Apex and waiting for 

its religious ruling may negatively influence a bank’s performance and result in 

lower operating efficiencies. In addition, IB literature neglects IBs that operate 

without SSBs. In fact, Iran, Pakistan, and Sudan have more “inclusive regulation 

either to Islamise the entire domestic financial system as in Iran or to Islamise a 

range of financial instruments as in Pakistan” (Wilson, 2000, p. 9).  

Because IBs in Iran, Pakistan, and Sudan neglect to embed SSBs, they may 

exhibit lower performance because they are unable to benefit from an SSB’s 

monitoring, controlling, advising, counseling, and access to resources. 

Furthermore, the increasing market for Islamic banking makes for a very interesting 

area of research.  

Moreover, according to Thanasegaran and Shanmugam (2007), “The 

statutory corporate governance in…the Shari’ah [where the author refers to the 

SSBs] governs the bank’s operations and transactions in accordance with Islamic 

principles. It needs to be reiterated here that Shari’ah in Islamic banking has a 

crucial role not only in governing bank transactions and operations, but also in 

monitoring and supervising the roles of all players within the banking system” (p. 

432-433). Thus, Hypothesis 2 addresses the relationship between earnings 

management and SSBs: 

 



 

 133 

Hypothesis 2: Islamic banks with Shari’ah Supervisory Boards are less likely to 

manage earnings than Islamic banks without Shari’ah Supervisory Boards, ceteris 

paribus. 

 

The literature relating to traditional boards of directors generally finds that 

several characteristics determine board effectiveness, including board composition, 

board size, interlocked directors, and directors’ professional backgrounds.
25

 

Following the literature, this study examines how these characteristics for SSBs 

affect earnings management in IBs. 

The role of size of board effectiveness is still controversial. Lipton and 

Lorsch (1992) argue that it is difficult to express ideas and opinions in the limited 

time available to boards with many members. Jensen (1993) argues that small 

boards are more effective because of the high coordination costs and free-rider 

problems associated with large boards. Several studies detect a negative relation 

between board size and firm performance (Eisenberg, Sundgren, & Wells, 1998; 

Yermack, 1996). However, Singh and Harianto (1989) suggest that large boards 

might enhance corporate governance by reducing CEO domination and by 

providing broader services. Klein (2002) finds that board size influences board 

committee assignments because large boards have more directors. She suggests that 

board monitoring is more effective for large boards due to their ability to distribute 

the workload over a greater number of observers. Recent work by Boone, Casares, 

Field, Karpoff and Raheja (2007), Coles, Daniel and Naveen (2008), and Linck, 

Netter and Yang (2008) argues that the optimal board size should depend on firm-

specific traits, such as firm size, age, and complexity of business. Anderson et al. 

(2004) find a negative relation between board size and the cost of public debt. 

Hypothesis 3 forms accordingly:  

 

                                                 

25 For surveys of corporate boards, see Hermalin and Weisbach (2003) and Adams et al. (2008). 
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Hypothesis 3: Islamic banks with larger Shari’ah Supervisory Boards are less 

likely to manage their earnings as compared to Islamic banks with smaller 

Shari’ah Supervisory Boards or general boards, ceteris paribus. 

 

Barnea and Guedj (2006), Hallock (1997), and Larcker, Richardson, Seary, 

and Tuna (2006) find that interlocked boards result in higher levels of CEO 

compensation, suggesting that the presence of interlocked directors and connected 

boards may compromise the effectiveness of board monitoring. Singh and Harianto 

(1989) argue that the presence of interlocked directors is indicative of weak 

governance and entrenched managers. Therefore, board interlocks are expected to 

reduce the effectiveness of board monitoring. Thus, Hypothesis 4:   

 

Hypothesis 4: Islamic banks with more interlocked Shari’ah Supervisory Boards 

are more likely to manage earnings as compared to Islamic banks with less 

interlocked Shari’ah Supervisory Boards, ceteris paribus. 

 

It is also important to analyze how different SSBs’ characteristics affect 

earnings management in IBs with such boards, because prior studies show that 

board quality affects earnings management and the effectiveness of board 

monitoring (Klein 2002). Prior studies also show that directors’ professional 

backgrounds are important for high quality monitoring and advising of directors. 

For example, DeFond, Hann, and Hu (2005) find that the market reacts positively 

to companies that add audit committee members who have financial and accounting 

backgrounds. For Islamic financial institutions, the Accounting and Auditing 

Organization for Islamic Financial Institutions provides the necessary implicit and 

explicit expertise for directors. Implicit knowledge accumulates when IB staff 

members and management accumulate the necessary expertise in executing the 

accounting and auditing services in compliance with Shari’ah. Explicit knowledge 

involves turning expertise into group property. Thus, Hypothesis 5 is: 
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Hypothesis 5: Islamic banks with higher-quality Shari’ah Supervisory Boards are 

less likely to manage earnings as compared to Islamic banks with lower-quality 

Shari’ah Supervisory Boards, ceteris paribus. 

 

It is also important to analyze how different SSBs’ characteristics affect earnings 

management in IBs with such boards, because prior studies show that board quality 

affects earnings management and the effectiveness of board monitoring (Klein, 

2002). Prior studies show that directors’ professional backgrounds are also 

important for high quality monitoring and advising of directors. For example, 

DeFond et al. (2005) find that the market reacts positively to companies that add 

audit committee members who have financial and accounting backgrounds. For 

Islamic financial institutions, the Accounting and Auditing Organization for 

Islamic Financial Institutions provides the necessary implicit and explicit expertise 

for directors. Implicit knowledge accumulates when IB staff members and 

management are overseen by audit committee members with financial and 

accounting backgrounds. However, prior studies examine organizational form and 

earnings management and their effects on managerial behavior. Findings indicate 

that stock form organizations, specifically the concentrated ownership by “transient” 

institutions with short-term investment horizons, adversely influence managements’ 

inclinations to smooth their earnings by cutting research and development budgets 

to meet or beat earnings benchmarks (Bushee, 1998). Thus, Hypothesis 6 is: 

 

Hypothesis 6: Mangers of Islamic banks without Shari’ah Supervisory Boards that 

are owned by multifaceted entrepreneurs or are quasi-governmental and provide 

mudarabah accounts are more likely to manage earnings compared to Islamic 

banks with Shari’ah Supervisory Boards that have the same organizational forms. 
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5.3 Methods 

5.3.1 Sample Selection and Data 

Information on all available Islamic banks in the BankScope database was retrieved 

between 1993 and 2010. To make a fair comparison, a balanced panel sample is 

constructed and banks that do not have full 18-year (1993 to 2010) bank 

information were excluded. In addition, new Islamic Banks that were established 

and incorporated after 1993 were excluded from the sample. The sample includes 

Islamic banks in 15 countries: Bahrain, Bangladesh, Egypt, Indonesia, Iran, Jordan, 

Kuwait, Lebanon, Malaysia, Pakistan, Qatar, Saudi Arabia, Sudan, Turkey, and 

United Arab Emirates. Table 16 reports the observation distribution by country. 

Bahrain has the highest number of observations (342) and Indonesia has the lowest 

number of observations (18). Information for all IBs in these countries between 

1993 and 2010 is from the BankScope database.  
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  Table 16: Observation Distribution by Country 

 

Country Name Number of Obs. Percent 

Bahrain 342 23.17 

Bangladesh 36 2.44 

Egypt 54 3.66 

Indonesia 18 1.22 

Iran 108 7.32 

Jordan 36 2.44 

KSA 54 3.66 

Kuwait 108 7.32 

Lebanon 36 2.44 

Malaysia 126 8.54 

Pakistan 162 10.98 

Qatar 72 4.88 

Sudan 126 8.54 

Turkey 72 4.88 

UAE 126 8.54 

Total 1,476 100 
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IBs were matched with commercial banks based on size and locations. The 

matched sample includes 82 IBs and 82 commercial (conventional) banks from 15 

countries. In addition, SSBs’ and BoDs’ characteristics, including the number of 

the SSBs and outside directors, were hand-collected by searching relevant websites. 

Bank financial information is from the BankScope database. The final sample 

consists of 2,950 observations for 164 banks from 1993 to 2010.  

5.3.2 Measures of Earnings Management 

Following prior studies, this study employs two measures of earnings management 

for the empirical analysis. The first one is discretionary accruals. Echoing Yasuda, 

Okuda and Konishi (2004), the definition of total accruals (ACCR) is the variation 

between net income (NI) and the operating cash flows (OCF). That is, ACCR = NI-

OCF. The following model, which follows models based on the modified Jones 

model (1995), measures the discretionary accruals as Eq. (1) depicts. 

 

 

      

       
    (

 

       
)    (

      

       
)                                                           

 

The nondiscretionary (NDAC) portion is defined as Eq. (2) depicts: 

 

 

       
 
  

(
 

       
)  

 
  

(
      

      
)                                                               

 

 

The nondiscretionary accruals are derived from the portion of total accruals 

dictated by changes in bank business conditions (    ). The residual between the 

ACCR measure and the NDAC measure is the discretionary accruals (DA).  

 The second measure is abnormal loan-loss provision (LLP), which is a 

widely used measure in the banking industry for earnings management. Following 
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Kanagaretnam et al. (2010), this study first estimates the normal or 

nondiscretionary component of LLP. It regresses LLP on beginning loan loss 

allowance (Beglla), change in total loans outstanding (Change_Loan), total loans 

outstanding (Loan_Ratio), and nonperforming loans (Npl), Dum_Npl (an indicator 

variable that equals 1 if the value for Npl is missing and 0 otherwise), and controls 

for period and country effects using the following model: 

 

                                                  

                                           

                                                                                                                                                                                                            

 

The residuals from Eq. (1) are the abnormal or discretionary component of 

LLP, referred to as ALLP, and are the second measure of earnings management. 

5.3.3 Testing Variables 

Islamic is a dummy variable that equals 1 if a bank is an IB and 0 otherwise. SSB is 

a dummy variable that equals 1 if the IB has a Shari’ah Supervisory Board; it 

equals 0 otherwise. SSBs’ Size is the total number of Shari’ah Supervisory Board 

members on the board. SSBs’ Interlock is the proportion of SSB members serving 

on multiple boards. AAOIFI is a dummy variable that equals 1 if at least one SSB 

member is a member of the Auditing and Accounting Organization for Islamic 

Financial Institutions; it equals 0 otherwise.  

5.3.4 Control Variables 

Following prior studies, several bank characteristics are included in the empirical 

analysis. Log_Assets is the log of total assets at the end of the year. Growth is the 

growth in total assets from the beginning to the end of year t. Loan_Ratio is the 

total loans scaled by total assets at the beginning of year t. Change_Cash_Flow is 

the change in total loans outstanding deflated by beginning total assets. Allow is the 
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allowance for loan losses at the end of year t, scaled by total assets at beginning of 

year t.  

Additionally, corruption is controlled for by using the corruption index, 

which is a compilation of a global network that includes 90 locally well-established 

local chapters and chapters-in-formation. They fight corruption in the globalized 

national arena in different ways. They interact with government players, civil rights 

movements, business, and the media in each national media country to ensure the 

removal of corrupt functionaries in governments. The index starts from 0 to 10 and 

a higher number indicates a country with greater transparency and less corruption.  

5.3.5 Summary Statistics 

Table 17 panel 1 depicts the summary statistics, which are based on all 2,950 bank-

year observations. The mean (median) value of Discretionary Accruals is 0.04 

(0.04) and the mean (median) value for ALLP is 0.02 (0.01). With respect to the 

bank characteristics, the mean (median) value of Log_Assets is 7.05 (6.46). The 

mean (median) value of Growth is 0.12 (0.00), Loan_Ratio is 0.47 (0.46), and 

Change_Cash_Flow is 0.00 (0.00). Panel 2 indicates that SSBs consist of 

approximately 41% of IBs and 21% of the total sample of both Islamic and 

commercial banks. The average Shari’ah Supervisory Board size in panel 2 is 5.35, 

with a median of 5. The mean (median) of SSBs’ Interlocks is 0.04 (0.00). About 

16% of the SSB members are affiliated with the Accounting and Auditing 

Organization for Islamic Financial Institutions.  

5.3.6 Methods 

Using linear regression models requires a linear relationship between dependent 

and explanatory variables, no serial correlation independence of the errors, constant 

variance (homoskedasticity) of the errors versus time and any explanatory variables, 

and normal error distribution. Pooled OLS requires the errors in each time period to 

be uncorrelated with the explanatory variables in the same time period in order for 

the estimator to be consistent and unbiased (Wooldridge, 2002). Correcting for 
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heteroskedasticity, a OLS cluster robust variance estimation technique is used to 

adjust for within-cluster correlation. This technique complies with Stock and 

Watson (2002), who show that the standard method of calculating 

heteroskedasticity-robust standard errors for the fixed-effects estimator generates 

inconsistent variance estimates.  

Thus, using the OLS cluster robust variance is consistent with the fixed-

effects estimator. Omitted variable bias is corrected by including year dummies to 

control for time fixed effects, which exploits within-group variation over time. In 

addition, country dummies are included to control for the average differences 

across countries for any observable or unobservable predictors that enhance the 

reliability of the coefficient estimates (Wooldridge, 2002).  
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Table 17: Descriptive Statistics Panels (1 and 2) 

   Panel (I)    

Variable n Mean S.D. 0.25 Median 0.75 

Earnings-Management Measures     

Discretionary Accruals 2950 0.04 0.03 0.04 0.04 0.09 

Abnormal Loan-Loss 

Provision 2950 0.02 0.02 0.02 0.01 0.04 

Bank Characteristics      

Islamic 2950 0.50 0.50 0.00 0.00 1.00 

Assets (Log) 2950 7.05 2.62 5.44 6.46 8.08 

Growth 2950 0.12 0.40 0.00 0.00 0.16 

Loan_Ratio 2950 0.47 0.36 0.19 0.46 0.66 

Change_Cash_Flow 2950 0.00 0.02 0.00 0.00 0.00 

Allow 2950 0.02 0.04 0.00 0.01 0.03 

   Panel (II)    

Variable n Mean S.D. 0.25 Median 0.75 

Earnings-Management Measures     

Discretionary Accruals 1474 0.03 0.02 0.03 0.03 0.03 

Abnormal Loan-Loss 

Provision 1474 0.01 0.01 0.01 0.00 0.01 

SSBs & BoDs Characteristics     

SSB 1471 0.41 0.49 0.00 0.00 1.00 

SSB Size 607 5.35 1.52 4.00 5.00 7.00 

SSB Interlocks 607 0.04 0.07 0.00 0.00 0.09 

AAOIFI 607 0.16 0.36 0.00 0.00 0.00 

Bank Characteristics      

Assets (Log) 1474 6.69 2.35 5.30 6.19 7.75 

Growth 1474 0.10 0.31 0.00 0.00 0.10 

Loan_Ratio 1474 0.45 0.38 0.07 0.43 0.71 

Change_Cash_Flow 1474 0.00 0.02 0.00 0.00 0.00 

Allow 1474 0.01 0.03 0.00 0.00 0.02 

 

The dependent variables in this study are Discretionary Accruals and ALLP. Discretionary Accruals 

is calculated as the total discretionary accruals less current noncash nondiscretionary accruals. ALLP 

is an abnormal loan-loss provision variable and it is calculated from equation 1. Log_Assets is the 

log of total assets at the end of the year. Growth is the growth in total assets from the beginning to 

the end of year t. Loan_Ratio is the total loans scaled by total assets at the beginning of year t. 

Change_Cash_Flow is the change in total loans outstanding deflated by beginning total assets. 

Allow is the allowance for loan losses at the end of year t, scaled by total assets at the beginning of 

year t. Islamic is a dummy variable that equals 1 if the bank is an IB; it equals 0 otherwise. SSB is a 

dummy variable that equals 1 if the bank has SSBs; it equals 0 otherwise. SSBs’ Size is the total 

number of SSB members on the board. SSBs’ Interlock is the ratio of SSBs’ interlocks to the total 

number of SSB members serving on each board. AAOIFI is a dummy variable that equals 1 if at 

least one SSB member is a member in the Accounting and Auditing Organization for Islamic 

Financial Institutions; it equals 0 otherwise. 
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5.4 Empirical Results 

5.4.1 E. M. between Islamic Banks and Commercial Banks  

5.4.1.1 Discretionary Accruals and Abnormal Loan-Loss 

Provisions between Islamic Banks and Commercial Banks 

Table 18 presents the results of an ordinary OLS cluster robust variance estimation 

technique on earnings management in IBs. The results are for two dependent 

variables: Discretionary Accruals, which is derived by regressing the differences of 

total discretionary accruals and noncash nondiscretionary accruals (the residual is 

the discretionary accruals; heteroskedasticity-robust t-statistics are in parentheses), 

and ALLP, which is the abnormal loan-loss provision calculated from equation 1. 

Heteroskedasticity-robust t-statistics are in parentheses.  

The regression results in table 18, columns 1 and 2, focus on the effects of 

IBs on earnings management without controlling variables. The coefficients of 

Islamic are economically significant (β = -0.011; p < 0.001) and (β = -0.0051; p < 

0.001). Both coefficients indicate that an IB that does not integrate an SSB is a full-

fledged Islamic institution that tends to engage in less earnings management 

activity as compared to commercial banks. Columns 3 and 4 depict that initial 

results hold after controlling for other explanatory variables such as corruption, 

Log_Assets, Growth, Loan_Ratio, Change_Cash_Flow, and Allow.  

Columns 5 and 6 depict the results for all models, including the 

organization corporate form for IBs. Results indicate that IBs that do not embed the 

SSBs manage earnings more as compared to IBs with SSBs, as table 19 depicts. 

However, this result is inconsistent with commercial banks, and despite the 

organizational corporate forms, IBs without SSBs are not smoothing earnings as 

compared to commercial banks.  

Table 18 confirms the theoretical models by Shaffaii (2008) that 

governance in IBs conforms to contemporary and religious standards. The 

mechanism deals with micro and macro regulations and extends by building and 

strengthening the ethical and moral aspects of business. Therefore, any missing 
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element of the Islamic governance structure leaves IBs with “a limping 

infrastructure” (Shaffaii, 2008). The full implementation of the religious 

governance reinforces and strengthens moral and ethical aspects that improve 

organizational behavior. 
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Table 18: Earnings Management between Islamic and Commercial Banks 

 (1) (2) (3) (4) (5) (6) 

 Dis_Acc ALLP Dis_Acc ALLP Dis_Acc ALLP 

Islamic -0.011*** -0.005*** -0.012*** -0.003*** -0.002*** -0.002*** 

 (-25.34) (-9.86) (-26.60) (-4.97) (-6.98) (-3.17) 

Multi_Entr     0.008*** 0.005** 

     (41.20) (3.16) 

Quasi-Gov     0.001*** 0.002** 

     (3.55) (2.92) 

Mudarabah     0.008** 0.002** 

     (3.19) (3.04) 

Corruption   0.004*** -0.006*** -0.006 -0.003 

   (4.07) (-3.75) (-1.02) (-1.86) 

Assets (Log)   0.004*** 0.003 0.003*** 0.002* 

   (5.67) (0.03) (8.26) (2.11) 

Growth   0.005 0.003* 0.001 0.005** 

   (0.97) (2.55) (0.54) (3.14) 

Loan_Ratio   -0.003*** 0.002* -0.008* 0.002* 

   (-3.45) (2.32) (-2.49) (2.18) 

Change_Cash_Flow   -0.007 -0.070*** 0.003 -0.079*** 

   (-1.20) (-3.36) (0.13) (-3.68) 

Allow   0.008 0.12*** -0.002 0.093*** 

   (1.92) (8.12) (-1.18) (6.08) 

Country and Year 

Effect 

No No No No Yes Yes 

_cons 0.010*** 0.002*** 0.007*** -0.005 0.007 -0.002 

 (25.05) (4.57) (13.48) (-0.51) (0.19) (-0.99) 

N 2950 2950 2950 2950 2950 2950 

R2 0.179 0.032 0.190 0.221 0.411 0.211 

adj. R2   0.188 0.220 0.403 0.201 

 

The table presents the regression results on the effect of earnings management in IBs. The dependent 

variables in this study are Discretionary Accruals and ALLP. Discretionary Accruals is the total 

discretionary accruals less current noncash nondiscretionary accruals. ALLP is the abnormal loan-loss 

provision variable and it is calculated from equation 1. Islamic is an indicator variable that equals 1 if the 

IB is fully owned by an Islamic institution; it equals 0 otherwise. Log_Assets is the log of total assets at the 

end of the year. Growth is the growth in total assets from the beginning to the end of year t. Loan_Ratio is 

the total loans scaled by total assets at the beginning of year t. Change_Cash_Flow is the change in total 

loans outstanding deflated by beginning total assets. Allow is the allowance for loan losses at the end of 

year t, scaled by total assets at beginning of year t. Heteroskedasticity-robust t-statistics are in parentheses. 

Standard errors are in parentheses † p<0.10, * p<0.05, ** p<0.01, *** p<0.001. 
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5.4.1.2 Earnings Management between Islamic Banks with and 

without Shari’ah Supervisory Boards  

Table 19 presents the OLS cluster robust variance regression technique results 

regarding how the existence of SSBs affects earnings management. To investigate 

this question, the sample only includes IBs. The dependent variables are 

Discretionary Accruals and ALLP in columns 1, 3, and 5 and 2, 4, and 6, 

respectively. Table 19 depicts six models with two dependent variables that proxy 

for earnings management. Columns 1 and 2 depict the effects of SSBs (without 

control variables) and organizational corporate forms on managerial behavior and 

the likelihood that they decrease earnings management. 

The coefficients on SSBs are economically significant and impact earnings 

management adversely at (β = -0.008; p < 0.001) and (β = -0.006; p < 0.001). Both 

results indicate that SSBs are important in ensuring compliance with Shari’ah, as 

well as enhancing moral and ethical behavior on organizations. In particular, the 

results indicate that a one-unit increase in SSBs is associated with an average 11% 

decrease in the tendency to manage earnings (less income-increasing earnings 

management). The results hold after controlling for other explanatory variables, 

such as Corruption index, Log_Assets, Growth, Loan_Ratio, Change_Cash_Flow, 

and Allow.  

Table 19 columns 3 and 4 depict identical regression models as 1 and 2 with 

control variables where the coefficients on SSBs are (β = -0.009; p < 0.001) and (β 

= -0.004; p < 0.001). Both results grant further support to the initial findings in the 

first two models that indicate that the embeddedness of the SSBs enhances the 

monitoring and advising functions that ensure religious, moral, and ethical 

compliances. Thus, IBs with SSBs are less likely to manage earnings in comparison 

with IBs that do not have SSBs.  

Furthermore, columns 5 and 6 in table 19 depict identical regression models 

as columns 3 and 4 with additional explanatory variables that relate to 

organizational corporate forms and their effects on managerial behaviors 
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specifically related to income smoothing. As discussed earlier in table 18, IBs that 

do not embed SSBs are likelier to smooth earnings than are IBs that embed SSBs.  

However, in comparison with commercial banks, IBs that do not integrate 

the Shari’ah Boards engage in less earnings management. Nevertheless, when 

controlling for the SSBs, it is indicated that the SSBs’ negative implications for IBs 

are independent of the expectations of the governing structure or ownership. When 

looking at the IBs with SSBs, the presence of a second layer reduces managerial 

propensity to engage in self-serving behavior or earnings management. 

The results from all models in table 19 endorse the theoretical models by 

Al-Mahmoud (2007), Shaffaii (2008), and Thanasegaran and Shanmugam (2007), 

which indicate the importance of SSBs in IBs’ transactions and their operations. 

Specifically, SSBs are important determinants in ensuring proper monitoring and 

supervising “of all players within the banking system” (Thanasegaran & 

Shanmugam, 2007, p. 433-434). Despite the fact that the roles and functions of 

SSBs and corporate boards often overlap, the focus of SSBs ensure that all 

transactions comply with religious, moral, and ethical requirements. This decreases 

the amount of self-serving activities among managers, who distort organizations’ 

credibility among stakeholders, stockholders, and bondholders (Al-Mahmoud, 

2007). Additionally, Shaffaii (2008) argues that without SSBs, an IB has “a limping 

infrastructure” (Shaffaii, 2008). 

5.4.1.1 Earnings Management between Islamic Banks with and 

without Shari’ah Supervisory Boards  

Table 19 presents the OLS cluster robust variance regression technique results on 

how the existence of SSBs affects earnings management. To investigate this 

question, the sample only includes IBs. The dependent variables are Discretionary 

Accruals and ALLP in columns 1, 3, and 5, and columns 2, 4, and 6, respectively. 

Table 19 depicts six models with two dependent variables that proxy for earnings 

management. Columns 1 and 2 depict the effects of SSBs (without control 

variables) and organizational corporate forms on managerial behavior and the 

likelihood that they decrease earnings management. The coefficients on SSBs are 
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economically significant and influence earnings management adversely at (β = -

0.008; p < 0.001) and (β = -0.006; p < 0.001). Both results indicate that SSBs are 

important in ensuring compliance with Shari’ah, as well as enhancing moral and 

ethical behavior in organizations. In particular, the results indicate that a one-unit 

increase in SSBs is associated with an average 11% decrease in the tendency to 

manage earnings (less income-increasing earnings management). The results hold 

after controlling for other explanatory variables, such as Corruption index, 

Log_Assets, Growth, Loan_Ratio, Change_Cash_Flow, and Allow.  

Columns 3 and 4 of table 19 depict identical regression models as columns 

1 and 2 with control variables where the coefficients on SSBs are (β = -0.009; p < 

0.001) and (β = -0.004; p < 0.001). Both results grant further support to the initial 

findings in the two first models that indicate the embeddedness of the SSBs 

enhances the monitoring and advising functions that ensure religious, moral, and 

ethical compliance. Thus, IBs with SSBs are less likely to manage earnings in 

comparison with IBs that do not have SSBs. Furthermore, columns 5 and 6 of table 

19 depict identical regression models as columns 3 and 4 with additional 

explanatory variables that relate to organizational corporate forms and their effects 

on managerial behaviors specifically related to income smoothing. As discussed 

earlier in table 18, IBs that do not embed SSBs are likelier to smooth earnings than 

IBs that embed SSBs.  

Despite the fact that the roles and functions of SSBs and corporate boards 

often overlap, the focus of SSBs ensures that all transactions comply with religious, 

moral, and ethical requirements. This decreases the amount of self-serving 

activities among managers, which distort organizations’ credibility among 

stakeholders, stockholders, and bondholders (Al-Mahmoud, 2007). Additionally, 

Shaffaii (2008) argues that without SSBs, an IB has “a limping infrastructure.” 
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Table 19: Earnings MGMT. between Islamic Banks with and without SSBs 

 (1) (2) (3) (4) (5) (6) 

 Dis_Acc ALLP Dis_Acc ALLP Dis_Acc ALLP 

SSB -0.008*** -0.006*** -0.009*** -0.004*** -0.007*** -0.004*** 

 (-20.00) (-13.22) (-9.11) (-5.78) (-7.01) (-5.71) 

SSB_Arab   -0.003** -0.002** -0.006*** -0.001* 

   (-2.26) (-0.33) (-5.30) (-1.21) 

Multi_Entre     0.013** 0.120*** 

     (2.88) (8.29) 

Quasi_Gov     0.022*** 0.121*** 

     (4.52) (8.19) 

Mudarabah     0.005*** 0.002*** 

     (14.89) (6.15) 

Corruption   0.004** 0.004* 0.003* 0.001* 

   (3.11) (2.27) (2.12) (2.44) 

Assets (Log)   0.004*** -0.009 0.003*** -0.001 

   (4.16) (-1.01) (3.39) (-1.50) 

Growth   0.006 0.004** 0.001 0.003 

   (1.04) (2.60) (1.85) (2.34) 

Loan_Ratio   -0.002* 0.002** -0.003*** 0.003*** 

   (-2.20) (2.62) (-4.32) (3.49) 

Change_Cash_Fl

ow 

  -0.012* -0.067*** -0.011 -0.069*** 

   (-2.16) (-3.33) (-1.90) (-3.40) 

Allow   -0.003*** -0.001* -0.004*** -0.003 

   (-10.99) (-2.32) (-13.60) (-0.80) 

Country and Year 

Effect 

No No No No Yes Yes         

_cons 0.006*** 0.009* 0.003*** -0.002 0.005*** 0.003* 

 (23.28) (2.35) (4.83) (-0.89) (4.38) (2.39) 

N 2950 2950 2950 2950 2950 2950 

R2 0.059 0.029 0.075 0.225 0.148 0.249 

adj. R2   0.073 0.223 0.140 0.242 

 

The table presents the regression results for the effect of IBs on earnings management. The 

dependent variables in this study are Discretionary Accruals and ALLP. Discretionary Accruals is 

calculated as the total discretionary accruals less current noncash nondiscretionary accruals. ALLP is 

an abnormal loan-loss provision variable and it is calculated from equation 1. SSB is a dummy 

variable that equals 1 if the IB has a SSBs; it equals 0 otherwise. Log_Assets is the log of total assets 

at the end of the year. Growth is the growth in total assets from the beginning to the end of year t. 

Loan_Ratio is the total loans scaled by total assets at the beginning of year t. Change_Cash_Flow is 

the change in total loans outstanding deflated by beginning total assets. Allow is the allowance for 

loan losses at the end of year t, scaled by total assets at beginning of year t. Heteroskedasticity-

robust t-statistics are in parentheses. Standard errors are in parentheses † p<0.10, * p<0.05, ** 

p<0.01, *** p<0.001. 
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5.4.1.2 The Association between Shari’ah Supervisory Boards’ 

Demographics and Earnings Management 

Table 20 depicts the OLS cluster robust variance estimation technique regression 

results for the effect of SSBs’ characteristics on earnings management. The sample 

only includes IBs with SSBs. The dependent variables are Discretionary Accruals 

and ALLP in columns 1 and 2, respectively. The regression result in all models 

represents OLS cluster robust variance estimation technique regression result that 

focus on the effect of SSBs’ characteristics on earnings management. In addition, 

both models in table 20 control for other explanatory variables, such as Log_Assets, 

Growth, Loan_Ratio, Change_Cash_Flow, Allow, and country and year effects. 

Column 1 depicts regression results using the first dependent variable, 

Discretionary Accruals.  

The coefficient of SSBs’ Size is economically significant (β = -0.0332; p < 

0.001) and indicates that the larger IBs’ SSBs are, the less they engage in income-

increasing earnings management. Using the same regression techniques with ALLP, 

the coefficient of SSBs’ Size in column 2 is economically significant (β = -0.0476; p 

< 0.001), which supports the findings in the first model. This supports the notion 

that SSBs and regular boards complement each other. Both models support 

Hypothesis 3.  

These findings are inconsistent with Jensen (1993), Eisenberg et al. (1998), 

and Yermack (1996). Large boards incur more coordination and monitoring costs, 

and they are associated with negative performance. However, these findings 

support Klein (2002) and Singh and Harianto (1989). Large boards are associated 

with enhanced corporate governance because they reduce the CEO’s dominance 

and are able to provide more monitoring and expertise. 

The estimated coefficient of SSBs’ Interlocks is 0.263 in column 1, which is 

insignificant and indicates that having interlocking members of SSBs does not lead 

to earnings management. Column 2 employs the same estimation techniques with a 

different dependent variable, ALLP. The estimated coefficient of SSBs’ Interlocks is 

0.0101 and is insignificant, which does not support the notion that interlocks 
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relationships among SSBs members leads to less earnings management. Neither 

column supports Hypothesis 4.  

The regression results in all models represent an OLS cluster robust 

variance estimation technique that focuses on the effect of SSBs’ member quality 

on earnings management. In addition, both models in table 19 control for other 

explanatory variables, such as Log_Assets, Growth, Loan_Ratio, 

Change_Cash_Flow, Allow, and country and year effects. Column 1 of table 20 

depicts regression results using the first dependent variable, Discretionary 

Accruals.  

The coefficient of AAOIFI is economically significant (β = -0.198; p < 

0.001). Model 2 employs the same regression techniques with a different dependent 

variable, ALLP, and here the coefficient of AAOIFI is economically significant as 

well (β = -0.398; p < 0.001), which supports the findings in the first model. This 

supports the notion that having high-quality SSB members who belong to the 

AAOIFI improves organizational behavior. Therefore, both models support 

Hypothesis 5.  

Findings indicate that Shari’ah Board Members’ expertise in the fields of 

jurisprudence and contemporary and Islamic finance is associated with higher 

control and monitoring functions that reduce income smoothing. This is evident 

when IBs appoint members with such affiliations to serve on SSBs. In turn, these 

members transfer their knowledge to their organizations via their advising roles, 

and earnings management decreases.  

These results support DeFond et al. (2005) and Klein (2002), who find that 

board member quality affects monitoring effectiveness and the flow of expert 

advice that mitigates risks and improves strategy. It also provides quality that 

affects earnings management (Klein, 2002). In addition, DeFond et al. (2005) find 

favorable market reactions when companies announce the addition of audit 

committee members who have quality financial and accounting backgrounds. 

Because members of the SSBs are jurists in the field of Islamic commercial 

institutions as well as IBs, they are able to enhance and ensure conformity to moral 
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and ethical issues that reinforce Shari’ah compliance. This compliance is associated 

with a favorable organizational behavior. 
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Table 20: The Association between SSBs’ Composition and E. M. 

 (1) (2) 

 Dis_Acc ALLP 

   

SSB Size -0.0332*** -0.0476*** 

 (-4.96) (-4.59) 

   

SSB Interlocks 0.0263 0.0101 

 (1.12) (0.39) 

   

AAOIFI -0.198*** -0.389*** 

 (-4.07) (-3.85) 

   

Assets (Log) 0.0064*** 0.0132*** 

 (3.53) (3.47) 

   

Growth 0.0151*** 0.0731*** 

 (3.86) (5.30) 

   

Loan_Ratio -0.0743*** -0.00647 

 (-5.20) (-0.34) 

   

Change_Cash_Flow -0.676*** -0.659*** 

 (-4.06) (-3.50) 

   

Allow 0.336*** 0.159* 

 (3.95) (1.97) 

   

Country and Year Effect Yes Yes 

   

_cons 0.0799*** -0.170*** 

 (3.59) (-5.25) 

N 605 605 

R2 0.391 0.383 

adj. R2 0.350 0.342 

 

The table presents the regression results for the effect of Shari’ah Supervisory Board 

characteristics on earnings management. The dependent variables are Discretionary Accruals 

and ALLP in column 1 and 2, respectively. SSB is a dummy variable that equals 1 if the IB has a 

Shari’ah Supervisory Board; it equals 0 otherwise. SSBs’ Size is the total number of Shari’ah 

Supervisory Board members on the board. SSBs’ Interlock is the ratio of SSBs’ interlocks to the 

total number of SSB members on each board. AAOIFI is a dummy variable that equals 1 if at 

least one SSB member is a member of the Accounting and Auditing Organization for Islamic 

Financial Institutions; it equals 0 otherwise. Heteroskedasticity-robust t-statistics are in 

parentheses. Standard errors are in parentheses † p<0.10, * p<0.05, ** p<0.01, *** p<0.001. 
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5.5 Conclusion 

This paper examines whether IBs without SSBs engage in less earnings 

management, whether the integration of the SSBs within the governance structure 

of IBs reduces earnings-management behavior in IBs, whether the organizational 

corporate forms influence management’s behavior on earnings management, and 

how different SSBs’ characteristics affect IBs’ earnings-management behaviors.  

First, the findings indicate that regardless of the presence of embedded 

SSBs, IBs are less likely to manage earnings compared to commercial banks. 

Second, there is a difference between IBs with and without SSBs in terms of 

earnings management. Third, several distinguishing characteristics such as size and 

educational basis of IBs’ selected SSBs are crucial determinants in the deterrence 

of earnings management.  

Most notably, organizational corporate forms are significant and positively 

associated with earnings management. However, when controlling for SSBs, the 

propensity for earnings management is no longer existent due to the integration of 

the SSBs within the governance structure. Fourth, several SSBs characteristics such 

as size and education are important determinants in deterring earnings management 

in IBs with SSBs.  

This paper is the first that compares earnings-management behaviors 

between IBs (both IBs that integrate SSBs and those that do not) and conventional 

banks in the international perspective. The findings suggest that religion does have 

an important impact on mangers’ accounting decisions. In addition, the results 

suggest that the mere presence of SSBs is not enough for effective monitoring; 

instead, to deter earnings-management behavior in IBs, those banks should have 

Shari’ah Supervisory Boards with the appropriate structures’ individuals. 

Currently, the U.S. government is trying to enact stricter banking regulations due to 

the recent global financial crisis. Given the concern over the quality and accuracy 

of financial reporting in the banking industry, this study of the effects of this unique 

governance feature on earnings management is of considerable interest to 

regulators and investors. 
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5.7 Appendix III. 

Table 21: Variables Description 

Variable Definition  

Log_Assets Log of total assets at the end of the year 

Growth 

The growth in total assets from the beginning to the end of 

year t 

Loan_Ratio Total loans scaled by total assets at the beginning of year t 

Change_Cash_Flow 

Change in cash flows (income before taxes and loan-loss 

provisions) from the beginning to the end of year t, scaled by 

total assets at the beginning of year t 

Allow 

Allowance for loan losses at the end of year t, scaled by total 

assets at beginning of year t 

Llp Provisions for loan losses deflated by beginning total assets 

Beglla 

Beginning loan-loss allowance deflated by beginning total 

assets 

Change_Loan 

Change in total loans outstanding deflated by beginning total 

assets 

Npl Nonperforming loans deflated by beginning total assets 

Dum_Npl 

An indicator variable that equals 1 if the value for NPL is 

missing; 0 otherwise 

Islamic 

An indicator variable that equals 1 if a bank is fully owned by 

an Islamic institution; 0 otherwise 

SSB 

An indicator variable that equals 1 if a bank has a Shari’ah 

Supervisory Board; 0 otherwise 

SSB Size The size of the Shari’ah Supervisory Board  

SSB Interlocks 

The ratio of Shari’ah Supervisory Board member interlocks to 

the total number of Shari’ah Supervisory Board members on 

each board 

AAOIFI 

A dummy variable that equals 1, if at least one Shari’ah 

Supervisory Board member is a member of the Accounting 

and Auditing Organization for Islamic Financial Institutions; it 

equals 0 otherwise 

  


