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Abstract 

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 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. 
 
Keywords: Corporate Governance, Islamic Banks, Shari’ah Supervisory Boards, Board of 
Directors, Contingency Theory, Agency Theory 

Introduction 

Research on the governance of Islamic financial organizations has become prolific, 
especially as it relates to Islamic banking industry. However, during the last decade no studies 
have empirically explored the internal governance mechanism specifically relating the boards of 
directors (hereinafter BoDs) and the integrated Shari’ah Supervisory Boards (hereinafter SSBs), 
nor do the studies evaluate these entities’ functions, structures, processes, or their impact on the 
financial performance of Islamic banks (hereinafter IBs). During this time, regulatory dynamism 
and the increasing global demand for organizational transparency, efficiency, and effectiveness, 
for both unregulated and regulated industries have renewed the focus on management and 
corporate governance models (Hoskisson, Castleton & Withers, 2009). 

Shari’ah-based corporate governance puts 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 
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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. SSBs proponents 
argue in favor of the integration of the SSBs within the governance structure of IBs and their 
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 the Shari’ah Supervisory Boards 
within their governance structure? Second, are there attributes of Shari’ah Supervisory Boards 
and Corporate Boards size and composition that correlate to superior performance? 

Using a sample of 82 IBs covering 15 countries in four different regions (i.e., Middle 
East, Near East, Far East, and North Africa) and consisting of 1,476 bank-year observations 
between 1993 and 2010, the findings of this study are as follows. SSBs do tend to improve the 
financial performance. Specifically, the results indicate that there is a highly significant positive 
relationship between the incorporation of SSBs within IBs, and an average a 13.5% increase in 
financial performance measured by ROA, ROE and Asset Growth (hereinafter AG). 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, 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 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 on average 
a 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 initial findings of this study that SSBs and BoDs do affect 
organizational financial performance. This finding holds 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 on average 2% decrease in risk 
taking. Additionally, there is a significant and positive relationship between SSBs and on 
average increase of 2.10% in organizational financial performance.  

This research contributes to the governance literature that relates to SSBs. In particular, the 
present paper speaks to the effect of SSB and their composition on IBs’ organizational behavior 
and performance, as well as the functions, structures, processes, and the roles that SSBs have 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 their 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. 



 

Literature Review& Hypotheses 

The contingency approach also expands networks and interlock effects, 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).Provan (1980) found that firms with larger boards have more visibility in the community. 
Pfeffer and  Salancik (1978) found BoD size 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).  

BoD independence is a key determinant BoD quality.1

Corporate leadership structure is another important determinant of a firm’s future. 
Anderson and  Anthony (1986), Brickley and James (1987), Finkelstein and  D’Aveni (1994), 
and Davis, Schoorman and  Donaldson (1997), 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). 

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, 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.  

Qualifications are important for decision-making. Empirical research implies that diverse 
educational backgrounds are linked with different social status, networking, 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, qualified and experienced members of 
either the SSBs or the BoDs improve managerial behavior and financial performance. 
Educational heterogeneity is based on whether the SSB members and the BoD members have 
one or more graduate degrees.  

The politically connected firms may have greater 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 So, (2009) examine 
companies that engage in another approach to become politically connected, i.e. lobbying. In 
addition, government officials have the ability to influence the allocation of lucrative 



 

government contracts (Goldman, Rocholl & So, 2008; Goldman, Rocholl & So, 2009). 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.  

SSBs contend that BoDs rely on the religious rulings provided by SSBs to ensure 
compliance with Shari’ah, 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: 
Hypothesis: 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 network are 
better and have 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.  
Hypothesis 3: For Islamic banks, Shari’ah Supervisory Boards’ size has a positive relationship 
to performance. 

Drawing on contingency theory, networking and information exchange favorably affects 
firm performance (Zaheer & Bell, 2005; Parker, 2007; Forbes & Milliken,1999; Goodstein et al, 
1996; Miller & Roth, 1994). Thus, hypothesis four states: 
Hypothesis 4: For Islamic banks, a higher proportion of outside directors have a positive 
relationship to performance. 

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. 
Hypothesis 6: Increases in Shari’ah Supervisory Board interlocks has 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, more 
positively related to R&D, and overall firm performance. It would therefore be expected that: 
Hypothesis 7: A Higher levels of CEO interlocks has a positive relationship to Islamic bank 
performance. 

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 has 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. Thus, it is 
hypothesized that: 



 

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

Unifying the interpretation of the Shari’ah law and the religious rulings by establishing 
organizations that overlook unifying such rulings, 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 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. 

Qualified and skillful members are assumed, as a strategic resource, to provide a strategic 
linkage to different external resources and to 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. 

Research Design& Methodology 

Sample Construction and Data 
Information on all available Islamic banks in the BankScope database was retrieved between 
1993 and 2010. To 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 19932

SSB size and composition were manually collected from relevant IBs’ official websites.

 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).  

3
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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.  

Insert Table 1 about here 
------------------------------------ 

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. 

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). 

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 identification of whether a director is an executive or nonexecutive. 
Outside directors plus inside directors equals the total number of board members. CEODuality 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 links to other 
IBs in the study.  

Control Variables 
Explanatory variables control for bank size using log total assets for each IB. In addition, this 
study controls for European Intelligence Unit country risk (EIUCR),4

------------------------------------ 

and for a specific region (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), which is a 
discrete variable that is set to 1 if a country has more than one supervisory body; otherwise, it 
equals 0.Table 2 summarizes the operational definitions in this study.  

Insert Table 2 about here 
------------------------------------ 

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.  



 

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.  

Table 3 depicts a pairwise correlation matrixto ensureno high correlation between the 
dependent and independent variables. The variables were tested for multicollinearity following 
the procedure in Hair, Anderson, Tatham, and Black, (1998). The first model (Panel 1 of table 3) 
uses 82 IBs with 1,476 IB-year observations. The second model (Panel 2 of table 3) 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).  

------------------------------------ 
Insert Table 3 about here 

------------------------------------ 

Robustness Tests 
To provide further evidence of the relationship between SSBs’ or BoDs’ sizes and organizational 
performance, and to address endogeneity and reverse causality concerns, a two-stage, least 
squares instrumental variable is used as an estimation approach to help build an instrumental 
variable. The use of 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 instrumental variables 
are 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.  

Results, Discussion& Robustness Tests 

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 composition on organizational performance. Approximately 41% of the 
sample in table 3 had a SSB (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.  

------------------------------------ 
Insert Table 4 about here 

------------------------------------ 

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 composition on organizational 
financial performance. It 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.   

------------------------------------ 
Insert Table 5 about here 

------------------------------------ 

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 = 0.02; 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 performance. 
The dependent variable here is ROE. As column 2 of table 5 shows, the coefficient of SSBs is 
again economically positive and significant (β = 0.19; p < 0.001). The analysis illustrates that 
SSBs have a positive impact on ROE Model 3 (third column) 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 = 0.20; 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 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 also mitigates 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 performance by taking too much time to 
issue religious rulings and by prohibiting IBs from engaging in profitable businesses.  

Corporate Boards and Shari’ah Supervisory Board Sizes 
Model 4 (fourth column) of table 5 analyzes the effect of BoDs’ size on IBs performance. 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 0.01, 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 = 0.02, 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 influences performance (β 0.02, p < 0.001), 
which support 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 = 0.01, 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 = 0.03, 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 0.02, p < 0.001), as well as 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). 

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 = 0.02, p < 0.05) and ROE (β = 0.02, p < 0.05). Moreover, the coefficient 
of AG also economically and statistically significant (β = 0.02, 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 look at 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’ tendency 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 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, such as the EIUCR, within the banking system, differences in 
institutional and regulatory settings (CSRS), 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 = 0.05, p < 0.001) for ROA.  

Moreover, model 5 uses ROE as a performance measure. The coefficient of BoDs’ 
interlocks is also economically significant (β = 0.42, 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 = 0.34, 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 = 
0.03, p < 0.001) for ROA. To support this finding, another performance measure, ROE, is used 
and as can be seen from model 5. Here the coefficient of SSBs’Interlock is positively and 
economically significant (β = 0.24, 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 = 0.18, 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 = 01, p < 0.001) for ROA. To 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 correlates 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, such as measures of performance, SSBs and BoDs and their 
composition, and the EIUCR, within the banking system, and 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 = 0.01, p < 0.001) 
for ROA. Model 5 (column 5) finds the coefficient of Gov. Director (β = 0.03, p < 0.001) for 
ROE. To support these findings, model 6 (column 6) finds the coefficient of Gov. Director (β = 
0.05, 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).  

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, such as measures of performance, SSBs and BoDs and their 
composition, and the EIUCR, within the banking system, and 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 < 0.03), ROE(β = 0.33, p < 0.001), and AG(β = 0.29, 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 = 0.04, p < 0.01), ROE (β = 0.03, p < 0.01), and AG (β = 0.05, 
p < 0.01). The results from the three models support Hypothesis 10. These results are robust to 
several controls, such as measures of performance, SSBs and BoDsand their composition, and 
the EIUCR, within the banking system, and 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 = 0.02, p < 0.001), ROE (β = 0.15, p < 0.001), and AG (β = 0.14, p < 0.001). These results 
support Hypothesis 11. 

The results are consistent with DeAngelo (1981b), Dopuch and Simunic (1980) and 
Dopuch and Simunic (1982), which 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, such as measures of performance, SSBs and BoDs and their composition, and 
the EIUCR, within the banking system, and 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 = 0.02, p < 
0.01), ROE (β = 0.13, p < 0.001), and AG (β = 0 .10, p < 0.001). As hypothesis 12 predicts, 
higher SSB members’ 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, such as measures of performance, SSBs and their 
composition, and the EIUCR, within the banking system, and differences in institutional and 
regulatory settings (CSRS).  

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 effectively 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, which is 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 and has a positive impact on IBs 
financial performance.  

------------------------------------ 
Insert Table 6 about here 

------------------------------------ 
 

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 
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 = -0.02, 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 = 0.02, p < 0.001), 



 

indicating that a one-unit increase in 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 = -0.1; p < 0.001), meaning 
that one unit increase in SSBs’size is associated with 1% decrease in risk. Moreover, model 3 
investigates the relationship between SSBs’Interlock and risk-taking. As table 6 model 3 shows, 
the coefficient of SSBs’Interlocks is economically negative and significant (β = -0.20; 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 = -0.01; 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 = 0.02; p < 0.001), meaning that a one unit 
increase in SSBs’size is associated with a 2.00% 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 = 0.34; p < 0.001). SSBs’Education is another determinant; it shows 
that the more educated SSBs are, the more likely it is that organizational risk decreases. The 
coefficient of SSBs’Education is significant and has an adverse impact on risk (β = 0.001; 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 Islamic finance and contemporary 
finance, improves decision-making. Furthermore, Useem and Karabel (1986) find heterogeneity 
in educational background supports and provides SSBs with different perspectives and cognitive 
paradigms that affect vocational development and social contacts 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. Further, the results support 
and are consistent with DeAngelo (1981b), Dopuch and Simunic (1980), and Dopuch and 
Simunic (1982), which 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.  



 

Conclusion 

SSBs, functions, structures, and processes ensure moral, ethical, and 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 
AAOIFItend 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. SSBs’ education is 
also associated with better financial performance, which is an interesting phenomenon, which 
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 
setting, 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.  

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 still improve their corporate governance and 
simultaneously improve their financing environment.  
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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 



 

 
 

Table 2: Correlation Table 

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 

                



 

 

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 
 



 

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 

 
 



 

Table 5: Impact of Shari’ah Boards and Corporate Boards on Performance 

 ROA ROE AG ROA ROE AG 
SSB 0.02*** 0.19*** 0.20***    
 (14.17) (14.89) (14.19)    
SSB Size    0.01*** 0.03** 0.02** 
    (4.20) (3.07) (2.62) 
SSB Interlock    0.03*** 0.24*** 0.18*** 
    (8.13) (7.45) (5.17) 
SSB Education    0.02*** 0.13*** 0.10*** 
    (7.10) (6.52) (5.98) 
AAOIFI    0.02*** 0.15*** 0.14*** 
    (5.79) (7.44) (8.08) 
IIFO    0.01** 0.03** 0.05** 
    (2.77) (2.70) (2.75) 
BoD Size    0.01*** 0.02*** 0.02*** 
    (12.42) (10.87) (10.20) 
Outside Director    0.02* 0.02* 0.02* 
    (2.25) (2.58) (2.26) 
Gov. Director    0.01*** 0.03*** 0.05*** 
    (4.82) (4.01) (4.84) 
BoD Interlock    0.05*** 0.42*** 0.34*** 
    (15.90) (16.00) (16.09) 
CEO Interlock    0.01*** 0.13*** 0.12*** 
    (4.13) (6.15) (6.70) 
CEO Duality    0.03** 0.33*** 0.29** 
    (2.69) (3.40) (2.69) 
Assets (Log)    0.01 0.01 0.01 
    (1.09) (1.36) (1.05) 
LLPR    -0.02 -0.35 -0.19 
    (-0.33) (-0.59) (-0.32) 
Middle East    0.02*** 0.18*** 0.21*** 
    (7.67) (7.22) (7.65) 
EIUCR    0.09* 0.05 0.08* 
    (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 
R2 0.15 0.17 0.15 0.44 0.46 0.47 
adj. R2 0.142 0.156 0.142 0.42 0.43 0.44 
    

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.  

 
 
 



 

Table 6: 2SLS Association between SSBs and BoDs on IBs Risks & Return 

 Risk Return Risk Return 

SSB -0.02*** 0.02***   
 (-3.77) (14.19)   
SSB Size   -0.01*** 0.02*** 
   (-3.62) (6.13) 
SSB Interlock   -0.20*** 0.34** 
   (-4.81) (2.74) 
SSB Education   -0.01** 0.001*** 
   (-2.68) (4.27) 
AAOIFI   -0.01 0.18*** 
   (-1.04) (8.99) 
IIFO   -0.04*** 0.04*** 
   (-3.76) (3.81) 
Board Size   -0.01** 0.01*** 
   (-2.87) (7.37) 
Outside Director   -0.05*** 0.12*** 
   (-4.12) (6.25) 
Gov. Director   -0.20*** 0.29*** 
   (-4.81) (4.35) 
Director Interlock   -0.06*** 0.28*** 
   (-3.96) (13.85) 
CEO Interlock   -0.02 0.07*** 
   (-0.23) (6.95) 
CEO Duality   -0.02*** 0.03* 
   (-3.83) (2.21) 
Assets (Log)   -0.01*** 0.01*** 
   (-3.90) (4.09) 
LLPR    0.229 
    (0.27) 
Middle East   -0.04** 0.07*** 
   (-3.29) (5.26) 
EIUCR   -0.02*** 0.02** 
   (-3.88) (3.05) 
CSRS     
     
Country & Year   Yes Yes 
_cons 0.04 0.02*** 0.13*** -11.36* 
 (1.86) (5.04) (4.55) (-2.04) 
N 1476 1476 607 607 
R2 0.09 0.17 0.23 0.45 
adj. R2 0.077 0.159 0.19 0.44 

 
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.  

 



 

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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