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ARTICLEINFO ABSTRACT

The study aims to examine the influences of Shariah Supervisory Board (SSB) characteristics and risk-
taking among Islamic Financial Institutions (IFls) in Bangladesh. The study conducts dynamic short
Received: 19" October 2021 panel data regarding the annual report of quoted 14 IFIs in Bangladesh from 2013 to 2018. The study
Accepted: 24" November 2021 has shown the first and second lag of dependent variables and applied them under the dynamic GMM
Online Publication: 31 December 2021 model in Stata software. Risk-taking is the most prejudicial issue that needs to be justified by findings.
The hypothesis result of SSB size is positive and insignificant due to its size. It means SSB is less essential
to reducing the risk-taking of IFls in Bangladesh. The study also finds that the positive result of scholars
in SSB is put in the right place that supports reducing excess risk-taking. It could be a valuable source
of knowledge for reducing risk-taking on the risk committee.
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INTRODUCTION
The awareness of Islamic finance is raptly raised innovation seeing the emergence of Islamic finance in the 1970s, especially
in the vicinity of risk and liquidity management. Generally, The IFIs consist of Islamic banks, insurance companies, mutual
funds, hedge funds, and issuers of Islamic bonds (Sukuk). Islamic rules and regulations are the predominant determinants
between Islamic Financial Institutions (IFIs) and non-Islamic Financial Institutions (Rammal, 2006).

Islamic finance is tremendously bromic in the conventional and non-conventional financial markets based totally
on fair prices, less risk, and splendid cooperation records between contracting parties. Over the previous decade, Islamic
finance has multiplied notably, posting double-digit rates, diversifying merchandise, and steadily gaining market penetration
internationally. Today, Islamic finance has become much more popular due to its safe and competitive package to the uneven
global market. The real assets of IFIs accelerated from USD 1.4 trillion to USD 1.5 trillion, the quantity of sukiik amazing
expanded (USD 318.5 billion), but Islamic funds’ belongings lowered (USD fifty-six billion); takaful contributions
expanded slightly (USD 25 billion). However, the dynamics of the IFSI are not visible on the stage of global aggregates.
Instead, the analysis focuses on the regional composition of aggregates and Islamic finance achievements and setbacks in
man or woman jurisdictions (IFSB, 2014).

The study examines the Shariah Supervisory Board (SSB) characteristics and risk-taking among Islamic Finance
Institutions (IFIs) in Bangladesh. Islamic Financial Institutions (IFIs) are institutions that abide by Islamic law, rules, and
standards (Pathan, 2009). To maintain the IFIs needed a set of rules, regulations, and standards that denote corporate
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Governance (Abdullah, Khan, & Nazir, 2012; Alman, 2012). The shariah supervision is the essential part of incorporating
Governance. The Shari’ah regulation also establishes a set of principles prohibiting interest (riba), gambling, and
speculation.

Furthermore, the Shari’ah supervisory board characteristics in Islamic Financial institution (IFIs) is important to
expose the external shocks. Hence, the external shocks lead to the unstable condition of fact in a broad shariah arrangement:
the threat and legal responsibility between Islamic Financial institutions (IFIs) and their patron. In contrast with its
counterpart, Shariah supervisory board is not solely responsible for risk cover. However, its monitoring position on Shari’ah
regulation performs in the governance structure as adversarial to traditional banks (Mollah & Zaman, 2015). On the other
hand, shari’ah scholars in Shariah Supervisory Board (SSB) operate a supervisory position to influence an advisory
function's role in audit.

Risk is the most concerning issue for financial institutions that occurred borrowers do not repay their loans on time,
unsatisfied debt and demand with depositors, and uneven liquidity distribution that underpin credit and Liquidity risk. To
overcome the endogeneity problem, the empirical test of dynamic two steps system GMM and the study comprised of IFls
for the time frame between 2013 and 2018, two steps system GMM method were used in this study (Arellano & Bover,
1995). In 2016 another survey was conducted on the financial sectors in Bangladesh. There were 134 valid respondents;
87.2% of those valid respondents argued that around 86.3 % of risk occurred due to liquidity and credit limitation. Another
survey analysis shows that credit risk in the short term (2 months) was mostly affected by own shocks up to 79.30% and by
MTC (10.52%) in the long term (12 months) risk are the most concerning issues in a financial sector (Akbar, Kharabsheh,
Poletti-Hughes, & Shah, 2017). The rest of the paper is organized as follows: After the introduction sections, the literature
review and hypothesis development are presented in 2.0. Section 3.0 - discusses the research methodology. The results are
reported and discussed in the 4.0 section. The final section concludes and provides a few recommendations.

RESEARCH PROBLEM
The study examines the effects of the Shariah Supervisory Board characteristics on risk-taking among Islamic financial
Institutions in Bangladesh. Risk is the most alarming issue in Islamic financing systems. The risk has occurred in its
respective parties and their governance mechanism. Corporate governance attributes underpin the risk-taking of IFls in
Bangladesh. However, Shariah governance is an essential part of corporate governance attribute. According to Basel accord
(iii) and BD central bank: About 75% of banking failures or scandals occur due to risk and lack of governance characteristics
particulars SSB characteristics (Alman, 2012).

LITERATURE REVIEW AND DEVELOPMENT HYPOTHESIS
The elements of Shariah issues include faith, worship, and economic, social, political, and cultural components of Islamic
societies. The concepts are derived from three essential sources: the Holy Quran, Sunna (the practice and way of life of the
Prophet Muhammad,) and ljtihad (the reasoning of qualified scholars). Further elaboration and interpretation of the policies
dictated by the Holy Quran and Sunna are provided with certified Islamic jurisprudence, which is carried out in a framework
in light of the Quran and Sunna. Shari'ah supervision as a spiritual audit (especially to Western observers and regulators),
its scope is comprehensive (Garas, 2012).

Shari’ah supervisor Board (SSB) characteristics take different forms: Shari’a Supervisory Board (SSB) size,
Shari’ah scholars in SSB, or Shari’ah experts in SSB. They are appointed by the shareholders, similar to the BOD. Previous
research emphasized the existence of SSB in IFIs; however, there is no agreement on the standard number of SSB members
(Molla, 2015). The Shari’a audit was significantly associated with the SSB (Garas, 2012), whereas the Shariah Board
directly related to manipulating the firm's objectives. In addition, the work of the Shari'ah board was once determined to
have a negative impact on risk (Nathan, 2010). Shariah board size and SSB experts may influence risk (Alman, 2012).

The previous studies found whether the distinction governance constructions Shari’ah Supervisory Board (SSB)
impact the overall performance of Islamic banks. Few studies have contributed to shariah governance and risk, particularly
insolvency and portfolio risk (Alman, 2012; Mollah, Hassan, Farooque, & Mobarek, 2017). Credit and liquidity risk are
economically meaningful on reciprocal contemporaneous, but it is considered the mainstream of such failures (Stojkovic,
2013; Vazquez & Federico, 2015). The previous study was conducted with secondary data with a fixed effect method of 20
private commercial banks in Bangladesh from 2015 to 2019. The risk-taking depends on a set of Corporate Governance.
However, Shari’ah supervisory board is viewed as an important part of shari’ah governance (Kamali, 2008). Shari’ah
governance gives instruction and a framework for the route of corporate Governance (IFSB, 2014)

In the case of SSB, that leads to the company's objectives (Askari, Igbal, Krichene, & Mirakhor, 2010). The size
of SSB is subjected to declare their opinion to the respective authority (Lahsasna, 2014). SSB is the crucial part of Shari’ah
governance that can be defined as the divine rules of Shari’ah (Grassa, 2013). The study has explained that the legal
supervisory features of an SSB affect the IFIs' risk-taking behavior (Garas & Pierce, 2010). Prior literature argues that board
characteristics play an important role in influencing IFI's risk-taking. In this case, the board shape of IFls impacts risk-taking
behaviors in the unique Shariah supervisory board (SSB). Under Shariah rules, IFls are expected to have interaction in less
risk-taking investments. In addition, the study finds that SSB size is positively associated with IFI's risk-taking behaviors.
Coordination and freedom of board impact the risk-taking of IFIs (Alman, 2012; Pathan, 2009).

The study addresses how the compositional traits of the SSB affect the risk-taking of Islamic Financial Institutions
(Farook & Farooq, 2011). Shari’ah supervisory Board (SSB) comprises a given number of independent Shari‘ah scholars
(Alman, 2012). Sharia-compliant governance structure supervises Shari’ah audit and significantly affects loan portfolio risk-
taking. In addition, the determinants of mortgage portfolio risk-taking can be prolonged to additional characteristics of SSBs,
such as desirable educational background key person as nicely as the scholars of SSB (Pathan, 2009).
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Some researchers declare that cross-memberships of SSB contributors may also negatively influence the board's
effectiveness (Alman, 2012). In contrast, some other researchers argue that cross-memberships expose participants in SSB
to additional debate regarding the Shari’ah regulation practices in the Islamic finance industry, which thereby can guide
their know-how about the implementation of Islamic regulations (Farook & Faroog, 2011). These cross-memberships of
SSB are positively affected by enhancing their knowledge and experience and then improving the objective of the IFIs. The
involvement of increasing SSB assists the opinion, thereby rectifying the productivity and efficiency of the IFls (Garas,
2012; Grassa & La Manouba, 2013). The SSBs' size has to be limited by its members (Alman, 2012).

Hypothesis 1(H1): Shariah Supervisory Board (SSB) size influence on risk-taking of IFIs in Bangladesh.

Most Islamic scholars in SSB influence its growth (Ginena & Hamid, 2015). Most Shari’ah scholars lack a journey in
banking, which affects their potential to issue well-informed selections on financial products that impact risk (Ginena &
Hamid, 2015). Hence, the scholars have confined know-how and publicity to the Shari’ah concepts that could no longer
function. The SSB scholars with knowledge and finance experts have a massive influence on risk-taking (Garas, 2012;
Ginena & Hamid, 2015). However, the mortgage risk of IBS is positively influenced by using the growing size of the SSB
and when pinnacles ranked Shari’ah scholars with more than one membership. The Sharia Supervisory Board is an internal
operational process of monitoring a unit of risk-taking (Alman, 2012). Sharia scholars and well-educated background key
people in SSB are assets of an organization who are better conscious of illegal, invalid contracts and transactions (Pathan,
2009). Board size is related to open-riding issues and prolonged durations for decisions. Besides these insufficiencies,
members create agency problems and cooperation obstacles for compromises (Cheng, 2008). Although, the relation between
board size and firm-particulars measures may be misguided due to misunderstanding the arguments in the literature that a
larger board might be connected to higher risk. Thus, the study expects that the supervisory effectiveness and the disciplinary
power of SSBs on loan diversified risk-taking in IFIs reduce with a large number of SSB members (Alman, 2012; Fayed &
Ezzat, 2017). The failure of an institutional and organizational approach led to a particular risk (Ahmed, 2009).

The scholars in SSB give the director creativity, leadership skills, and necessary experience that is possibly superb
due to peer community encompassed through a colleague (Matsuda & Matsuo, 2017). Further empirical research is
anticipated in this mechanism discussion; this view is in line with the RDT that considers the position of the company board
as an aid to the organization. From the RDT perspective, certified board members play a crucial role in bettering the
competitiveness of the corporations. With the recognition of the SSB, the high stage of SSB schooling leads to high overall
performance (Musibah & Alfattani, 2014). SSB member with a doctorate is simply better-versed in Islamic finance (Farook
& Farooq, 2011). Nevertheless, scholars are on SSB-related impact on risk-taking (Bakar, 2016). The proposed hypothesis:

Hypothesis 2 (Hz): Shari’ah Scholars in SSB influence on risk-taking of IFls in Bangladesh.

METHODOLOGY

Data Sample

The study used secondary data with purposive sampling to collect data from IFls' annual reports from 2013 to 2018. Most
of the annual report was obtained from the website of IFSB, GFDR, DSE, and Bank scope. The cross-section data are given
cross-sectional records (heterogeneities), and time-series data (autocorrelation) want to be addressed (Gujarati, 2004).
Dynamic GMM is most important to control endogeneity (Gujarati, 2004). However, the time-invariant correlation between
the error term and explanatory variables are key elements for dynamic GMM (Roodman, 2009). xtabond2 module in Stata
is conducted in the time-invariant variable (Arellano & Bover, 1995; Blundell & Bond, 1998). First, OLS ignores the panel
structure of the data (Gambin, 2004). Second, a time-invariant parameter cannot be estimated with fixed-effect methods.
Third, the CGI does not vary much over time, so the fixed-effect estimation could be inappropriate (Wooldridge, 2002) and
loosen freedom degrees (Baltagi, 2005).

Endogeneity is a common problem in studies on finance and accounting (Pindado & Requejo, 2014). In addition,
one of the main objectives of this research is to control the endogeneity. To control the endogeneity, the study used the
dynamic panel system-GMM for controlling all three types of endogeneity, i.e., simultaneity, unobservable heterogeneity,
and dynamic endogeneity (Wintoki, Linck, & Netter, 2012). The first source stems from simultaneity. The second
endogeneity source comes from unobservable heterogeneity (Hermalin & Weisbach, 2003). The third source of endogeneity
may arise in specification dynamic endogeneity (Wintoki et al., 2012). The GMM estimates the lagged values of the right-
hand-side variables. The lag variables eliminate the unobserved heterogeneity and omitted variable bias (Roodman, 2006).

Credit Risk

Credit Risk is the future unknown event due to the default of the creditor's reimbursement. The allotment of the credit loan
system is important for choosing a suitable analysis of borrowers' goodwill. The risk assessment and analysis mechanism
leads to reducing risk. To control the risk, we need a risk management committee with a financial key player. It also
documented that the investment policies in compliance with regulatory requirements cover investment assessment, collateral
requirements, risk grading, reporting, documentation, legal formalities and procedures, and up-to-date clean of CIB report
for a client (Hemmati & Vakilalroaia, 2015). We have highlighted in a previous study that there is a significant relationship
between committee and credit risk.
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Liquidity Risk

The liquidity is the loan to total asset ratio or inability to quickly mobilize funds. Liquidity occurs when loans are less liquid
than other assets (Ramzan & Zafar, 2014). Liquidity risk is the part of the Capital Adequacy Ratio (CAR) that impacts risk.
Nevertheless, the liquidity risk also influences the company's policy (Jedidia & Hamza, 2015). Liquidity risk is the time-
invariant requirement with sustainability and instability (Ghenimi, Chaibi, & Omri, 2017). Liquidity is a furnish of
protracted measurement (Khan & Ahmed, 2001), and it depends on assets (Ali, 2004). The miss management of assets is a
chance to manipulate the risk (Ramzan & Zafar, 2014). The manipulation process of liquidity is the access of financial
windows to minimum reserve requirement (RR) and financing to deposit ratio (FDR) (Sutrisno, 2016). The advance loan,
mortgage portfolio, and sound Governance have a significant relationship that leads to an organization's liquidity stability
(Rao & Dula, 2017).

Control Variables

IFI’s age: The maturity denotes an experienced institution that is the most important in assessing the institution's
management, strategy, and risk-taking. Age and experience influence a firm's growth (Arvelo, Bell, Novak, Rose, &
Venugopal, 2008; Fitch, 2009; S&P, 2007). Age is positively related to financial risk (Cull, Demirgu“¢-Kunt, & Morduch,
2007). There is a significant and negative relationship between age and the average asset size (Olivares-Polanco, 2005). The
age-related to the average firm size (Cull et al., 2007) and workers' capacity to work at a particular age that risk notification
methods suited to the specific abilities of workers, including their capacity to acquire knowledge, training conducted in
recognition of reduced ability to acquire knowledge and skills that protection from higher risk-taking (Gorney & Salvendy,
2011).

Empirical Model Design

The study conducts a dynamic panel regression analysis to measure the influence of SSB characteristics on the risk-taking
of IFIs in Bangladesh. "The regression analysis has used the simultaneous equation of risk-taking = f (Shariah supervisory
board, scholars and financial expert in SSB) as independent variables and IFI's age as control variable impact risk-taking.
In addition, credit and liquidity risk dependent variables. The study has examined the credit and liquidity risk by presenting
the test of the hypothesis model among IFIs in Bangladesh.

Risk-Taking
The risk-taking is the aggregate risk of Credit risk and liquidity risk used in the previous study (Akbar et al., 2017; Mollah,
Hassan, Farooque, & Mobarek, 2017).

Risk Taking = Credit risk + Liquidity risk .............c.ccccocceee. (1)

Credit risk is the dependent variable and is measured using total assets and total liabilities. Credit risk is total loan to total
assets (Hawileh, Abu-Obeidah, Abdalla, & AdilAl-Tamimi, 2015).

Liquidity risk is the dependent variable and is measured using the introduced financial gap ratio (Saunders & Cornett, 2007).
Liquidity gaps= Logarithm of (Assets-Liabilities). On the other hand, liquidity risk is the ratio between liquidity assets to
total assets (Al-sharif,2018; Al-Tamimi et al., 2015).
. £ . _ Liquidity Assets
Liquidity = T otal dssors | tetereeeeeeeeeeeseee 2)
The regression models are used in the study to determine the regression effects of IFls. Equation 1 estimates the main effects
of risk: corporate Governance Characteristics Index and risk-taking Among IFls.

(DRT;, =g+ K1Yy + KoYy + $1SSBS;, + B, + FEXP_SSB;,, + IFIs age;, + pin + & (1.1)
SSBS= Shariah Supervisory Board Size, Financial Expert in SSB, g,=are the positive or negative coefficients of the

explanatory variables,e; ,=is the error term (the time-varying disturbance term is serially uncorrelated with mean zero and
constant variance). y; = unobserved variable.

KiY,_, +K Y, =Lag-1and Lag-2 is proxy of dependent Variable.

DISCUSSION AND RESULT
Table 1. Descriptive Statistics of Credit and Liquidity risk for IFls

Name of the Institution CR LR Risk-Taking Rank
Islamic Bank Bangladesh Ltd. 0.9194 0.1217 1.0411 4
ICB Islami Bank Ltd. 1.7951 -1.0588 0.7364 8
Al Arafa Islami bank Ltd. 0.9158 0.1467 1.0624 2
Social Islami Bank Ltd (SIBL)Ltd. = 0.5716 0.1211 0.6927 9
Export-Import Bank (EXIM)Ltd. 0.9086 0.1202 1.0287 5

31



Islam et al., International Journal of Shari‘ah and Corporate Governance Research 4(1) (2021), 28-35

First Security Islami Bank Ltd. 0.9618 0.1000 1.0717
Shahajalal Islami Bank Ltd. 0.9216 0.1299 1.0514
Union Islami Bank Ltd. 0.8941 0.1220 1.0162
Islamic Insurance Bangladesh Ltd. = 0.4386 0.1407 0.5792
Takaful Islami Insurance Ltd. 0.2056 0.0964 0.3020
Fareast Islami Life insurance Ltd. 0.1230 0.0583 0.1813
Padma Islami Life Insurance Ltd. 0.1857 0.0719 0.2575
Prime Islami Life Insurance Ltd 0.0887 0.0586 0.1472
Islamic Finance and Investment 0.8367 0.0093 0.8460

Ltd.

1
3
6
10
11
13
12
14
7

Table 1 shows the combined risk-taking (CR and LR) of overall IFIs for the period from 2013 to 2018, where First
Security Islami Bank Ltd. shows the highest risk-taking (1.0514) and Prime Islami Life Insurance Company Ltd shows the

lowest risk (0.1472).

Table 2. Descriptive Statistics risk-taking of IFls

Descriptive Statistics

Obs Mean Std. Deviation Min Max
SSB_ size 84 0.4881 0.5028 0 1
Scholars -in SSB 84 0.1071 0.3111 0 1
IFI’s Age 84 0.2143 0.4127 0 1
Lag_1 83 0.7417 0.3651 0.1205 1.091
Lag 2 82 0.7400 0.3670 0.1205 1.091
RT 48 0.7435 0.3634 0.1205 1.091

Table 2 shows the mean, std, minimum and maximum value of risk-taking of IFls in Bangladesh. The mean score
of risk-taking is 0.7435 during Std. Min and Max. value are 0.3633, 0.1205 and 1.0910 respectively. In the same way, the

mean of SSB and Scholarchs are 0.4881 and 0.5029, respectively, and std.

and 0.3111, respectively. The maximum and minimum value is 1 and 0.
than the previous study, minimum and maximum values are relevant.

at the same time, min and max scores are 0.5029
Although the mean and standard values are less

Table 3 presents the correlation matrix among the variables of this study. The high collinearity among variables

influences econometric problems in that condition, while the correlation

between the variables is 0.80 or higher. Table 3

shows that none of the scores are high enough to cause any potential collinearity problems, and it is unlikely to affect results

Guijarati (2004).

Table 3. Correlation Matrix

SSB_Size Scholars_SSB _IFIs_age RT lag_1 lag_2
SSB_Size 1
Scholars_SSB 0.35476 1
IFIs_age 0.18656 0.19431 1
RT 0.00873 0.10123 0.18938 1
lag_1 -0.046 0.15072 0.14436 0.93601 1
lag_2 -0.0944 0.08765 0.08826 0.87502 0.93589 1

Table 3 shows the correlation among variables. The variables Risk-taking (RT) indicate that more than 80% reveal
a better relation between risk-taking and lag_1 and Lag_2 variables. The relation between SSB size and scholars in SSB is

below standard, indicating the risk of intense IFls in Bangladesh.

Table 4. Multiple regression analysis

Number of Instruments 14 & Observation (N)=56

RT Z test Std.Err.
L1.rt 0.6599723***  3.62 .1822723
(0.000)
L2.rt -0.20901587*** 002 .0690484
(0.021)
age_dmy -0.0052157 -0.04 1457951
(0.971)
SSB_Size  0.0030961 -0.16 .0198259
(0.876)
Scholars_SSB 0.0227819 1.76 012918

(0.048)
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_cons 0.4256697*** 4.06 1048568
(0.000)

N 56

p-values in parentheses
* p<0.05, ** p<0.01, *** p<0.001

The study examines the effect of SSB characteristics on the risk-taking of IFls in Bangladesh. Hence, SSB
characteristics consist of two items such as SSB size and scholars or financial expertise in SSB. The SSB's characteristics
are calculated based on 1 or 0 figure where RMC size is more than the median of sample than 0, otherwise 1, in the same
manner, the scholars in SSB are more than 0.20 then 1 or otherwise 0. The 0 or 1 figure of the study contributes to
constructing the panel on SSB characteristics. Table 4 shows the mean score of SSB size and scholars in SSB is around
0.4880952 and 0.1071429, respectively, which is inconsistent with the previous study. Table 4 multiple regressions analysis
shows SSB size and risk-taking is insignificantly associated with risk-taking at p < 0.876 (B = 0.0030961, z = -0.16). This
finding does not support hypothesis 1. A large board bears more cost than a small board but leads to less risk (Alman, 2012),
which does not advocate that SSB is an effective governance mechanism for risk-taking.

This finding is also consistent with (Brown, Steen, & Foreman, 2009; Council, 2011). The study also shows a
significant positive relationship between shariah scholars and risk (Alkdai & Hanefah, 2012). In terms of hypothesis 2, the
table 4 multiple regressions analysis also shows that Scholars_ SSB and risk-taking are significantly positively associated
with risk-taking at p <0.048 (B =0.0227819, z=1.76). This finding supports Alman (2012) that Scholars_SSB is an effective
governance mechanism that is also consistent with risk-taking.

CONCLUSION AND POLICY RECOMMENDATION

This study intends to examine the effects of Shariah Supervisory Board (SSB) characteristics and risk-taking among IFIs in
Bangladesh. The study was based on a sample of 14 IFIs (Islamic Financial Institutions) for six years, from 2013 to 2018.
The results were obtained using six-year panel data estimations; especially dynamic two steps systems GMM model is used
that includes four (includes lag 1 & 2 variables), independent variables of SSB characteristics on risk-taking as the dependent
variable. The results show that the first hypothesis, which examines that the size of the SSB is positive with insignificantly
related to risk-taking, reveals a need to increase SSB size to recover the insignificant relationship between SSB size and
risk-taking. The study also finds that Shariah scholars in SSB have a significantly positive relationship between SSB and
risk-taking, indicating that the larger proportion of Shariah scalars in SSB effectively impacts the risk-taking of IFls in
Bangladesh. Thus, further research to examine the relationship between the availability of independent directors in the SSB
and risk-taking practice must be undertaken in Bangladesh.
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