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Abstract 

Corporate governance is a set of relationship between a company’s boards, its shareholders, and other stakeholders as 
well as provides the structure and mechanism through which the objectives of the company are set and the means for 
attaining those objectives and monitoring performance are determined. The concept of corporate governance (CG) has 
gained critical interest and has become a debating point since the mid-1980s. It became an aspect of concern when the 
corporate world became aware of the importance of protecting the rights of all stakeholders. This paper critically 
reviews the existing literature on Islamic Corporate Governance (ICG), presents a basic understanding of Islamic 
Corporate Governance (ICG) and compares the Islamic concept of Corporate Governance to the Organization for 
Economic Cooperation and Development principles. The study reveals that the Islamic system of governance 
encourages and promotes the ethical norms of transparency and honesty in every business transaction.  

Keywords: Corporate Governance; Islamic Corporate Governance; Shura; Sharia; Organization for Economic 
Cooperation 

1 Introduction 

The term “corporate governance” and its everyday usage in the business world are new phenomena of the last decade 
and half. Corporate ownership structure is considered as having the strongest influence on corporate governance 
system, although many other factors affect governance including legal systems, cultural and religious traditions, 
political environment and economic events. Corporate governance is a set of relationship between a company’s boards, 
its shareholders, and other stakeholders. It provides the structure and mechanism through which the objectives of the 
company are set and the means for attaining those objectives as well as monitoring performance are determined. Prior 
to 1997, the research carried out on corporate governance around the world was minimal (Shleifer and Vishny, 1997; 
O'Sullivan, 2000). However, the crisis that swept the financial markets and economies of the major Asian countries in 
1997 and the failure of several famous names (e.g., Enron, WorldCom and Parmalat) that have occurred in the last 20 
years led to questions over the importance and significance of good corporate governance practices.  

Therefore, interest in corporate governance has grown and attracted considerable attention in the area of academic 
research and public policy in both developed and less-developed countries (Mallin, 2004; Solomon and Solomon, 2004; 
Sternberg, 2004). Corporate governance has also changed markedly to be an essential feature of companies (Hussain 
and Mallin, 2002), and a key to developing a market economy and civil society in transitional economies (McCarthy and 
Puffer, 2003), where investors are uncertain about the protection of their property rights.Islamic corporate governance 
(ICG) has received much attention in the recent years. After the financial global crisis of 2008, Islamic banking and 
finance has emerged as an alternative to its conventional counterpart (Aebi et al.,). The literature on ICG is growing 
quite rapidly and has attracted the attention of scholars and society. (Choudhury, M and Hoque, 2006) 
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2 General objectives of the study  

The main objective of this study is to briefly portray the models of corporate governance and present the Islamic 
corporate governance to explore its features comparing with non-Islamic model.  

2.1 Specific objectives of the study 

This study aims to compare the principles of CG in Islam to the modern corporate world. The specific objectives are as 
follows: 

 To present a basic understanding of the concept of CG in Islam, 
 To gain a broader understanding of the building blocks of the Islamic system of Corporate Governance, 
 To present an understanding of the concepts of Shura, Hisba, and the Shari’ah supervisory process and religious 

audit. 
 To compare Corporate Governance in Islam to the OECD principles. 

3 Research problem and justification 

Corporate governance is one of the essential elements of any corporation development as it plays roles to design and 
promote principles of fairness, accountability and transparency. Western concept of corporate governance either the 
Anglo-American model that promotes shareholder-value system or the European Model that upholds the stakeholder-
value system has been subject of continuing debate for well over a century. It is observed however that there is not 
much discussion or literature on the issue of corporate governance from the Islamic perspective.  

As such, this study will try to fill the contextual gap in the literature related to comparison between the Islamic corporate 
governance and the conventional corporate governance.  

4 Methodology 

The study takes a theoretical approach, and reviews the existing literature on corporate governance. Accordingly, the 
literature related to the theories and concepts of Corporate Governance (CG) pertaining to the Western and Islamic 
models are reviewed.  

5 Definition of corporate governance 

There is no real consensus on the definitions of corporate governance (Keasey et al, 1997; Solomon and Solomon, 2004). 
Solomon and Solomon (2004) argued that there are substantial differences in the definitions of corporate governance 
according to which country is considered, and the viewpoint of the policy maker, practitioner, researcher or theorist. 
More precisely, the core of corporate governance depends on who controls the corporation and the extent of separation 
of ownership from control is the crucial issue (Shleifer and Vishny, 1997). In the same perspective, the term corporate 
governance is related to the term corporation, so to understand corporate governance we need to know what does 
corporation mean. Monks and Minow (2004) define a corporation as: “A mechanism established to allow different 
parties to contribute capital, expertise and labour for the maximum benefit of all of them. The investor gets the chance 
to participate in the profits of the enterprise without taking responsibility for the operations. The management gets the 
chance to run the company without taking the responsibility of personally providing the funds.” 

Corporation in Islam is defined as “a legal entity where the principle and proportionate of the firm’s shares owned by 
the shareholders based on equity participation and profit-sharing ratios and deals with legal and organizational 
structures that control the internal governance of a firm with an objective to define and attain an objective criterion by 
way of understanding the relations between variables supported by policies, programs and strategic coalition” 
(Choudury and Hoque, 2006).According to the National Governance Policy Committee [2012], corporate governance is 
a set of rules or rules that are useful to encourage the achievement of corporate sustainability through management 
based on the principles of transparency, accountability, responsibility, independence, and fairness and equality. 
Furthermore, according to the national policy committee, good corporate governance is also needed to encourage the 
empowerment of functions and independence of each part of the company, namely the board of commissioners, 
directors and general meeting of shareholders. [National Governance Policy Committee [2012].  
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According to the organization for economic cooperation and development [2015] good corporate governance is a 
system that is applied to direct and control the company's business activities. Corporate governance regulates all rights 
regarding the division of duties, rights, and obligations of those who have authority and interests in the life of the 
company, including shareholders, boards, managers, and all members of stakeholders who are not part of shareholders 
[OECD 2015]. The concept of conventional corporate governance has five principles, namely transparency, 
accountability, reliability, independence, and fairness. The five principles are expected to make the company a high-
quality company and going concern for a long time. 

6 The nature of governance 

The word “governance” comes from the Greek word kybernan, meaning to “steer”, “guide” or “govern”. At its broadest, 
governance - the act of governing - refers to the relationship between the governors and the governed, such as that 
between the government and the people, and has at its basis the decision-making powers ceded by individuals to those 
in authority so that the common interests of society can be served. The ship of state needs a good captain and crew to 
guide it but it also has to have a clear idea of where it is, where it is going, and how well it is progressing. Governance 
mechanisms are designed for these ends. Governance is essentially about decision-making: by whom, for whom, and 
with what resources. These three dimensions of decision-making apply irrespective of whether we are governing a 
nation or governing an organization such as a business enterprise. Nevertheless, just as governance of the nation state 
is informed by a theoretical model of the ideal state and the proper way to run a country (in Plato`s Republic monarchy, 
democracy, oligarchy), so too corporate governance is rooted in the conceptual basis of the firm.  

Here we distinguish three alternative frameworks, covering the firm as a legal entity, the firm as an economic entity, 
and the firm as an accounting concept. Each of these concepts produces a perspective on one of the three decision-
making aspects. 

6.1 The Legal View 

Decision-making “by whom” is implicit in the legal notion of the firm. For the lawyer, a firm is either an association of 
persons, a partnership, a limited partnership or a corporation, as well as several variants attached to each type. But the 
corporation is distinguished by virtue of the fact that it is assigned a distinct legal personality by the law, whereas a 
partnership is not. The corporate shareholders own the corporation as a legal entity, but the corporation as the legal 
body in turn owns the corporate assets.  

Every corporation has the same contractual rights as an individual under law and is treated as capable of owning real 
property, entering into contracts, suing and being sued, all in its own name, separate and distinct from its shareholders. 

Thus, the legal position of the incorporated firm is straightforward, and provides for three sets of participants:(Iwai, 
2002) 

 Shareholders, who supply risk capital under conditions of limited liability; 
 Directors, who are responsible for the stewardship of the company’s resources; and 
 Employees, especially managers, who conduct the company’s operations and manage corporate assets on a day-

to-day basis under powers delegated to them by the directors. 

Moreover, there is a strict two sequence line of the delegation of authority, running from shareholders to directors to 
management, which is designed to prevent shareholders from interfering directly in the management of the company. 

In the United States before 1914, bankers and institutional investors held sway in the boardroom and executives had 
little real decision-making powers (Hawkins, 1997; Simon, 1998). It was not until the 1950s and 1960s that the 
“Imperial” CEO emerged. Prior to that time, most companies selected one person as chairman of the board and another, 
typically younger, executive as president. Thus, the legal position of the incorporated firm is straightforward, and 
provides for three sets of participants: 

 Shareholders, who supply risk capital under conditions of limited liability; 
 Directors, who are responsible for the stewardship of the company’s resources;  
 Employees, especially managers, who conduct the company’s operations and manage corporate assets on a day-

to-day basis under powers delegated to them by the directors. 
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6.2 The Economic View 

Decision-making “for whom” flows from the economic view of the firm, which envisages a firm as a business enterprise 
in pursuit of profits that then accrue to shareholders as claimants of the residual income from corporate assets. The 
economic organization replaces a large number of market transactions that would otherwise be undertaken by 
individuals (and usually are in a simple economy). As societies and technology grow more complex, the problem of 
coordination by the price system becomes increasingly difficult and costly, pushing the firm to the forefront as an 
organizing device. By gathering functions within its corpus, the firm reduces the transactions, cost of negotiating the 
individual transactions.  

Instead of numerous separate contractual relations between owners, employees, suppliers, customers, creditors, and 
governments in order to generate profits, the corporation is able to act as an independent holder of property rights, and 
to form contractual relations with others.  

The complex network of contractual relations is greatly simplified, leading to a large reduction of transaction costs for 
all participants, shielding outside parties from the disruptions posed by internal disputes, illness, death or the entry of 
new partners or owners. While efficiency enhancing, the separation that is therefore introduced between ownership 
and control requires a governance framework to ensure that the decisions of the directors and management are 
compatible with the interests of those supplying the corporation with economic and financial resources. (Monks,1995).  

6.3 The Accounting View 

This leads us, finally, to the question of “with what” resources and thus the issue of “to whom” accountability is due for 
the use of resources. In the accounting view of the firm, the enterprise is viewed as a collection of resources for business 
activities, and information on those assets and the uses made of them is kept, maintained and reported for the benefit 
of participants and other parties. As such, the concept clearly pre-dates the development of the joint stock company, 
and grew out of the commercial necessity to treat a group or association of persons as a single entity for record keeping 
and continuity of business transactions. This “mercantile notion of the firm enabled merchants and their accountants to 
assign partnerships and other forms of collective business activity a personality in their books, and allowed financial 
contributions to become the capital of the firm and maintain this status in the books over time. It facilitated the flow of 
information to a range of contracting parties and meant that a number of persons (in the legal sense) could be regarded 
in practice as one individual in the rules of trade. (Brancato, 1997) 

7 Models of corporate governance in a non - Islamic economy 

7.1 Modern Concept of Corporate Governance 

Good CG means good business, and it significantly helps to prevent corporate scandals, fraud, and the resultant civil and 
criminal liability toward organizations. A good CG image enhances the reputation of the organization and makes it more 
attractive and acceptable to all stakeholders, including customers, investors, and suppliers. A corporation with good CG 
can help the organization to maintain an effective management structure and activity system, which will subsequently 
facilitate the corporation’s ability to meet the needs of all its stakeholders.  

Corporations that focus on achieving the principles of CG through the prescribed guidelines will be capable of keeping 
pace with the changing times. There is a broad consensus that the underlying problem of corporate governance is 
related to the company’s growth and through the separation of management and ownership (Keasey et al, 1997; 
Solomon and Solomon, 2004; Mallin, 2004). This separation might lead to conflicts of interests between owners, whose 
interest is to maximize their profit, and the management, which usually focuses on finding a balance between the 
shareholders’ interest and maintaining the corporation especially, in the long-term. Therefore, corporate governance 
systems differ between countries, reflecting contrasts of legal systems, cultural systems and economic environments. 

In this way, corporate governance models in non-Islamic economy are divided into two models:  

 Anglo-American Model (Unitary System) and  
 The German Model (Dual System).  

7.2 Anglo-American Model (Unitary System) 

In the Unitary system the “Corporation” concept is based on a fiduciary relationship between shareholders and 
management. Based on the concept of market capitalism, the Anglo-Saxon system is founded on the notion that self-



International Journal of Scholarly Research and Reviews, 2024, 04(02), 001–010 

5 

interest and decentralized markets can function in a self-regulating, balanced manner (Cernat, 2004). The model 
assumes the dispersal of ownership across a large number of individual and institutional investors (Keasey et al, 1997; 
Solomon and Solomon, 2004). The Unitary System model is also characterized by the recognized primacy of shareholder 
interests and the protection of minority investors and strong requirements for disclosure. Hence, the concept of 
corporate governance focuses on the relationships between the corporation and its shareholders, and refers to a 
company’s relationship with its shareholders to ensure that it acts in accordance with their interests. Keasey et al (1997) 
stated that corporate governance may be described as “a form of accountability of senior management to the 
shareholders’’ 

7.3 The German Model (Dual System) 

The second model is the German Model (Dual System), where, the accountability and responsibility of the corporation 
is not just to the shareholders, but goes beyond them to other stakeholders. The corporation is responsible to the wider 
society and should be resolving the conflict of interest between the related groups. This corporate governance model 
has been characterized by a pyramidal ownership structure, with companies owning each other through a series of 
cross-shareholding, extensive bank proxy voting and family ownership (Solomon and Solomon, 2004). 

8  Islamic corporate governance 

CG in Islam is unique and presents distinctive characteristics compared with the Western concept. The principles of CG 
are not new or unfamiliar to Islam. Whereas the debate is centered mainly on agency issues in the conventional CG 
model, the Islamic view focuses on stewardship or trusteeship. According to Islamic tenets, wealth belongs to the 
Almighty Allah and everyone. Regardless of position or stature, the director, manager, shareholder, or any other 
stakeholder is the trustee of this immense wealth. This assertion makes the Islamic concept of CG fundamentally 
different from others. Islamic CG is rooted in justice and fairness. It has a wide commission with obligations normally 
extending beyond shareholders, financiers, and management to a host of other stakeholders, such as suppliers, 
customers, competitors, and employees. Furthermore, it should embrace the spiritual and temporal needs of the 
individual and the community at large. All Muslims believe that human life aims to achieve Falah (success and eternal 
happiness) in the Hereafter. They believe that the world is a journey to reach the final destination of the Hereafter. Falah 
calls upon Muslim businessmen and directors of companies to be spiritually motivated to comply with all Shari’ah rules 
and regulations in their daily lives. They are expected to bear this in mind while conducting routine business dealings, 
making complex economic decisions, and managing the company’s affairs. (Choudhary, M.A & Hoque,2006).  

Moreover, conducting business dealings according to the Shari’ah principles will absolutely eliminate the possibility of 
causing any harm to others. At the same time, it will bring in a plethora of benefits to all the parties involved in terms of 
both physical and spiritual wealth. Falah can also effectively influence the minds and attitudes of businessmen and 
prompt their decisions toward good CG. Overall, Falah in the Hereafter acts as a spiritual motivating factor toward 
awareness about Hisab (accountability). (Dusuki, A. W. 2006). 

8.1 The Basic Building Blocks of The Islamic System of Corporate Governance  

The basic building blocks of the Islamic system of CG are the concepts of Shura, Hisab, and the Shari’ah supervisory 
process and religious audit. Converted into the current CG practices, these constructs translate to transparency, 
accountability, and trustworthiness.  

8.2 Shura 

In simple parlance, Shura means mutual consultation and consensus. Shura involves the selection of representatives 
and the use of consultation in the formulation of policies. The concept can be found in the Holy Qur’an (42:38): “Those 
who respond to the Lord, and establish regular prayer, who (conduct) their affairs by mutual consultation; who spend 
out of what We bestow on them for sustenance.” Shura is capable of providing transparency in all operations, given that 
crucial decisions can only be made after careful deliberation and discussions. As decisions are made with due 
deliberation, decisions tend to be reinforced with the aspects of justice, equality, and human dignity. Therefore, the 
process of Shura can be considered as the most profound Islamic institutional and organizational model of governance 
in general and CG in particular. The basis and overall functioning of Islamic governance are based on Shura. The net 
result of Shura is transparency. This built-in openness and transparency in business dealings with members, 
shareholders, and other stakeholders increases the effectiveness of CG. Shura is one of the four cardinal principles in 
the Islamic perspective on socio-political organization. It is rooted in the Holy Qur’an, and various modes of 
consultations are mentioned in it. Prophet Mohammed (PBUH) used to consult with his companions on various 
occasions. The Muslim community is described as, among its other attributes, one that administers its affairs through 
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mutual consultation. This consultative procedure is conducted to specifically and undoubtedly adapt Islamic basics. 
Furthermore, for Muslims, the religious dimension of existence broadly extends to encompass the whole gambit of life. 
Therefore, the principle of Shura calls upon Muslims to have all issues, whether social, economic, or political, be 
ultimately related to the basic Islamic conceptions. Dealing with issues within the basic Islamic ideas will facilitate the 
achievement of unreserved societal and public acceptance and support. Mawdudi argues that there are three reasons 
behind the shuratic decision-making process. First, on ethical grounds and in line with the basic Islamic precept of 
justice, those most affected by a decision, and/or those whose duty it is to implement the decision, should participate in 
its making. Second, consultation and consensus-seeking prevent one or a small group of individuals from over-riding 
others’ rights and imposing their will on others for selfish motives or because of a belief that their views carry more 
weight. Such behavior is deplorable in Islam. Third, decision-making is an important trust from God, and Islam demands 
from those holding this trust to engender truthfulness, justice, consultation and a spirit of consensus-seeking among 
participants during group decision-making. (Mawdudi, A. 1974).  

8.3 Hisab 

The Holy Qur’an clearly considers humans to be accountable (Hisab) for their deeds before the Almighty. The word 
Hisab is repeated a number of times in the Holy Qur’an. The direct meaning of Hisab is “account.” Hisab relates to one’s 
obligation to “account” to the Almighty all earthly matters and accounts. Therefore, according to the Holy Qur’an, human 
beings are “accountable” for all their words and deeds. Those who have attempted to describe Islamic accountability 
(e.g., Abbassi, Rehman & Bibi, 2010; Nahar & Yaacob, 2011) have opined the inherent duality of Islamic accountability. 
The primary accountability is towards the Almighty given that man is a trustee (khalifah) entrusted with all worldly 
resources. The secondary accountability is the contractual relationship that human beings may have with organizations, 
managers, employees, local community, and environment, among others (Hameed, 2000, 2001). As Per the tenets of 
Islam, man is made the trustee (vicegerent) of all resources of the earth based on verse 33:73 of the Holy Qur’an. God 
subjects everything He has created on earth to the trusteeship of human beings. Verse 2:30 of the Holy Qur’an proclaims 
humans to be as follows: “Behold, the Lord said to the angels: ‘I will create a vicegerent on earth.” All human beings are 
expected to accomplish this responsible role of vicegerent or trustee justly, wisely, and with “accountability to God 
Almighty”. This accountability does not stop here. Trust should be returned with due care and responsibility. Sura An-
Nisa: 58 exalts humans as follows: “Allah doth command you to render back your trusts to those to whom they are due; 
and that when ye judge between people, that ye judge with justice. Verily, how excellent is the teaching which He (Allah) 
gives you! Truly, Allah is he who heareth and seethe all things. “This assertion was highlighted by Prophet Mohammed 
(PBUH) when he taught, “Each one of you is a guardian and each guardian is accountable to everything under his care.” 
Furthermore, according to Qur’an (21:47): “We shall set up scales of justice for the Day of Judgment, so that not a soul 
will be dealt with unjustly in the least and if there be (no more than) the weight of mustard seed, we will bring it (to 
account), and enough are we to take account.” This Qur’anic injunction extols Muslims to make their business policies 
and affairs fair, just, and honest. Moreover, Islam does not inhibit people’s right to use nature to accumulate wealth. In 
fact, Islam encourages people to use nature fully as long as it is within the limits prescribed in the Holy Qur’an and 
Sunnah (Al-Faruqi, 1992). 

Islam prevents exploitation in whatever form, and humans are expected to behave responsibly and with accountability. 
Applying this principle in the corporate world, businessmen are expected to exercise a high level of accountability when 
undertaking business operations. Apart from the expected accountability to the various stakeholders, they are also 
expected to act in a way beneficial to the public at large and the broader society.  

As far as Islam is considered, the primary accountability is voluntary and paramount, and applies to Muslims in general 
and businessmen in particular. The main difference between Muslim and non-Muslim businessmen are considered as 
follows: whereas Muslim businessmen believe in superimposing religious activities in the daily activities, non-Muslim 
businessmen focus on a secular worldview. 

8.4 Trustworthiness 

The concept of trustworthiness can be found in Sura al-Anfal (8:27): “O ye who believe! Betray not the trust of Allah and 
the Messenger, nor misappropriate knowingly things entrusted to you.” According to Sura al-Baqarah (2:282): “O ye 
who believe! When you deal with each other, in transactions involving future obligations in a fixed period of time, reduce 
them to writing. Let a scribe write down faithfully as between the parties: let not the scribe refuse to write: as Allah has 
taught him; so, let him write. Let him who incur the liability dictate, but let him fear Allah his Lord and not diminish 
aught of what he owes.” All Muslims are expected to conduct a Shari’ah supervisory process and religious audit over all 
their activities. Such an activity has the capacity to bring in trustworthiness in their decisions and dealings. Compliance 
with Shari’ah norms facilitates morality in the personal and professional life of any Muslim. History is replete with 
examples of mighty corporations, governments, and civilizations collapsing because of their laxity in moral norms or 
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Shari’ah. If moral norms are not reflected in the laws, or if such laws are not implemented effectively by the political 
authorities, individuals and organizations could be led to a variety of morally objectionable behaviours, including 
dishonesty, fraud, unfairness, and so on. Classic examples are the Enron and Lehman Brothers cases in the United States 
and Satyam issue in India. 

8.5 Hisba 

Under the early Abbasids (750 CE onwards), the institution of Hisba was established to ensure compliance with the 
requirements of Sharia. An office of local administration, the office of the “inspector of the market”, continued into Islam 
from Byzantine times (Schacht, 1964). This office was called Hisba and the officeholder Muhtasib; its functions were 
Islamized by entrusting to the Muhtasib the collective obligation in the Holy Qur’an to “encourage good and discourage 
evil”, making him responsible for enforcing Islamic behavior in terms of community affairs and behavior in the market, 
such as accuracy and honesty in business dealing. Duties traditionally carried out by the Muhtasib include: correct 
weights and measures, fair trading rules, checking business frauds, auditing illegal contracts, keeping the market free, 
and preventing hoarding of necessities (Abdul Rahman, 1998). Hisba, like the institution of shura, is a long-standing 
tradition of Islamic society that can be seen to represent a core element of Islamic corporate governance.  

The role of the institution became significant during the expansion of the Islamic state as the number of business and 
commercial activities expanded, exemplifying the nature and extent of the adoption of an ideal system of sacred law in 
early Islam. 

To what extent the office could be revived in its traditional form is problematical. Nevertheless, the institution of Hisba 
survives in terms of the right of every Muslim, irrespective of the presence or absence of an officially appointed 
Muhtasib, to come forward as a “private prosecutor” or enforcer of Islamic standards of governance (Schacht, 1964:52). 

9 Aims of corporate governance in Islam  

Islamic values require company management and board of directors to perform their duties with satisfying the needs 
of the shareholders, other stakeholders and Allah. Therefore, corporate governance in Islam aims to enhance 
accountability, transparency, responsibility and fairness where these values are paramount and introduced in Islam as 
follows: 

9.1 Accountability 

Muslims believe that they will be made accountable for whatever they do (i.e., both bad and good actions). The word of 
accountability is repeated in the Holy Qur'an in different verses.  

For instance, Surah Al-Baqarah verse 284 says:  

" To Allah belongs all that is in the heavens and all that is on the earth, and whether you disclose what is in your own 
selves or conceal it, Allah will call you to account for it". Surah Ibrahim verse 51 "That Allah may require each person 
according to what he has earned. Truly, Allah is swift at reckoning". 

The generic sense of accountability in Islam is accountability to God (Allah) and to society for all activities that a Muslim 
has to carry out. Consequently, each individual is under a "self-monitoring duty" that is an obligation to supervise 
adherence to his terms of reference and accountability to God and himself.  

9.2 Transparency and Disclosure 

Islam also requires an obligation of good faith in contracts and dealings. This requires taking positive steps to do the 
right thing, making full and honest disclosures and performing his obligations correctly. In this way, Allah has 
encouraged in the following verses (Ayat) transparency: 

“ O you who believe! When you contract a debt for a fixed period, write it down. Let a scribe write it down in justices 
between you”. (Al-Baqarah: 282) “... and knows what you conceal and what you reveal” (Surah An-Naml:25) 

Islamic values emphases on produces true and fair disclosure of financial facts and accurate information to community 
to pay of accurate Zakat. 
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9.3 Responsibility 

The concept of trustworthiness is stated in Surah Al- Anfal (verse 27): “O you who believe! Betray not Allah and his 
Messenger, nor betray knowingly your Amanat (things entrusted to you and all the duties which Allah has ordained for 
you)” 

It is a highly regarded virtue in Islam that every individual within an organization is required to subscribe to standards 
of ethical conduct while carrying out their commercial activities.  

10 He OECD (organisation for economic co-operation and development) principles of corporate 
governance 

The OECD (Organization for Economic Co-operation and Development) established Principles in 2004 to assist OECD 
and Non-OECD members in their efforts to improve corporate governance practices.). The OECD defined corporate 
governance in its Principles of Corporate Governance (2004) as: “Corporate governance involves a set of relationships 
between a company’s management, its board, its shareholders and other stakeholders. Corporate governance also 
provides the structure through which the objectives of the company are set, and the means of attaining those objectives 
and monitoring performance are determined”. Nowadays, the OECD principles of corporate governance serve as a basis 
in the sphere of international corporate governance having become a specific benchmark for corporate governance 
issues and being used by other organizations, such as the World Bank. The OECD principles of corporate governance 
covered the following areas; (OECD (2004).  

The Rights of Shareholders and key ownership functions through protecting and facilitating the exercise of 
shareholders' rights. 

The equitable treatment of shareholders by ensuring the equitable treatment of all shareholders, including minority 
and foreign shareholders. 

The role of stakeholders in corporate governance through recognizing the rights of stakeholders that established by law 
or through mutual agreements and encourage active co-operation between corporations and stakeholders in creating 
wealth, jobs, and the sustainability of financially sound enterprises. 

Disclosure and Transparency by ensuring that timely and accurate disclosure is made on all material matters regarding 
the corporation. 

The responsibilities of the board by ensuring the strategic guidance of the company, the effective monitoring of 
management by the board, and the board's accountability to the company and the shareholders. 

A comparison between the Islamic concept of cg (with Islamic concept as the foundation) and the OECD principles 

Table 1 Comparison between the Islamic concept of Corporate Governance and the OECD principles 

Islamic principle OECD principle OECD principle 
NO. 

Shari’ah – primacy of ethics, justice, and 
social welfare with social and spiritual 
obligation 

Ensuring the basis for an effective CG framework 
Equitable treatment of all stakeholders. 

Responsibilities of the board. 

1,3, & 5 

Khalifah (Vicegerency) – property as 
trust from the Almighty 

Rights of shareholders and key ownership functions. 
Primary accountability to God and then to 
stakeholders. Responsibilities of the board 

1&5 

Zakat and Sadaqa Equitable treatment of all stakeholders. 

Responsibilities of the board. 

2&5 

Falah Role of stakeholders in CG. 

Responsibilities of the board. 

3&5 

Hisab – Accountability Disclosure and transparency 

Responsibilities of the board. 

4&5 
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The table shows that the Islamic concept of CG encompasses all the principles of the OECD in multiple dimensions. A 
single Islamic principle is found to include multiple OECD principles. The meaning of one Islamic principle is much 
broader than all the OECD principles. For example, the concept of vicegerency (khalifah) or trusteeship is primarily the 
“accountability to God Almighty” and then to worldly resources. This meaning has no limit, and all activities of an 
individual, whether business or otherwise, can be included in this concept. The same holds true for the concept of 
trustworthiness. The Holy Qur’an (Sura al-Anfal, 27) extols humans by stating: “Betray not the trust of Allah and the 
Messenger, nor misappropriate knowingly things entrusted to you.” These comparisons reveal the comprehensiveness 
of the Islamic CG vis-à-vis the modern CG. The Islamic principles provided above can absorb other principles that can 
emerge from the modern concept of CG. Notably, these principles have been envisaged in previous centuries, even 
before people started thinking about the need for or importance of CG.  

11 Conclusion 

The purpose of this paper has been to explain the features of corporate governance in Islamic values and explain the 
existence of principles of good corporate governance in Islam. The paper highlights that the corporate governance is 
not new in Islam. Also, the above discussion of the Islamic perspective on corporate governance has provided clear 
differences between the traditional corporate governance perspectives and the Islamic model of corporate governance. 
The differences have emerged from the understanding of the nature of corporation. In Islam, the corporation is a legal 
entity of shareholders with proportionate ownership according to participation and profit-sharing ratios, whereas in 
non-Islamic economy, corporation is a mechanism established to allow different parties to contribute capital, expertise 
and labor for the maximum benefit of them. The study shows that Islamic corporate governance is driven by faith-based 
rationalism instead of only economic rationalism. Also, Islamic model of corporate governance sees the social welfare 
to stakeholders as the main goal of corporation; and Shariah Board acts to ensure that the corporation activities adhere 
to Islamic principles. 
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Abstract. Islamic finance has vast growth potential and will significantly impact
the international economy in the future. There have been many discussions on
Islamic finance in the past, but it has been few discussions on corporate Islamic
law, governance, and capital structure in developing countries. This article studies
the influence of Islamic law and corporate governance on capital structure. The
sample of this study is Indonesian-listed companies from 2012 to 2020. This
study uses panel data analysis ofmultiple linear regression- Ordinary Least Square
(OLS) with the Common Effect Model or Pooled Least Square (PLS) model. The
empirical results of this paper show that board size has a negative and significant
impact on debt ratios for Sharia-compliant firms. The independent directors have
a positive and insignificant impact on the debt ratio for Sharia-compliant firms.
Institutional ownership has a negative and significant impact on the debt ratio for
Sharia-compliant firms. Insider ownership has a positive and insignificant impact
on the debt ratio for Sharia-compliant firms. Since the conservative nature of Islam
and financing restrictions, Islamic firms are more cautious about debt financing
when considering their religious norms, resulting in a relatively low debt ratio.
The principal value of this paper is the contribution of Islamic Law to the influence
of corporate governance on capital structure from the Indonesian perspective.

Keywords: Islam Law · Corporate Governance · Capital Structure · Indonesia

1 Introduction

In the past, most studies on how religion affects corporate financial decisions focused on
Protestantism and Catholicism. There are few studies on Islam, one of the world’s three
major religions. El-Hawary et al. [1] point out that Islamic banks control assets of about
USD 250 billion and are expected to grow at 10% to 15% per year. Islamic finance has
enormous growth potential and will significantly impact the international economy in
the future. Imamah et al. [2] state that Indonesia is the most populous Islamic country
in the world and is also one of the countries with rapid growth in emerging markets. Its
capital market has become one of the three largest markets in Southeast Asia. However,
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Indonesia’s environment and legal system have not been appropriately implemented.
The information disclosure of the financial system is less supervised, and investors
are less protected. It also makes the traditional agency problem more severe than in
other emerging countries. The difficulties of external financing also hinder the growth
of enterprises and economic development. Therefore, this is still very interesting to do
research in Indonesia.

Capital structure is crucial to the future development of an enterprise. A too-high
debt ratio will increase the risk of bankruptcy, while a too-low debt ratio will make the
enterprise unable to use leverage to create opportunities. The factors affecting capital
structure have been discussed in the past literature. For example, Yildirim and Ilhan
[3] suggest that company size, growth opportunities, profitability, tangible assets, and
operational risks are all critical variables affecting the capital structure. In addition, it is
popular nowadays to explain corporate capital structure decisions from agency theory.

Liao et al. [4] mention that corporate governance is the most effective way to adjust
the debt ratio when both parties have conflicting perceptions of capital structure, espe-
cially when the capital structure is within the desired range of both parties. Further-
more, the board of directors’ characteristics significantly affect the capital structure in
a corporate governance mechanism. For example, independent directors provide advice
on maximizing shareholders’ interests through their professional opinions and make a
more efficient investment by taking advantage of liabilities. Therefore, the corporate
governance mechanism is an important factor affecting the decision of corporate capital
structure.

This study examines the influence of Islamic law and corporate governance on capital
structure. This paper has several contributions to relevant literatures: First, this paper
enriches literature regarding the influence of religion on capital structure compared to
other studies [5, 6]. Second, this paper takes Islamic Law in the influence of corporate
governance on capital structure, compared to Grullon et al. [6] study. Third, this paper
enriches the literature on corporate governance and capital structure in emergingmarkets.
This study uses corporate governance variables, including the characteristics of the board
of directors and ownership structure, to study the determinants of capital structure.

2 Literature Review and Hypotheses Development

2.1 The Relationship Between Islamic Law, Board Size, and Capital Structure

Islam might replace corporate governance mechanisms. Adams and Mehran [7] suggest
that a larger board of directors makes it easier to monitor the actions of the management
effectively and provide better management. Raheja [8] mentions that a larger board of
directors or a higher proportion of internal staff provides more effective monitoring.
However, some scholars think differently. For example, Akhtaruddin et al. [9] point
out that a larger board of directors operates less efficiently than a smaller one because
conflicts and disagreements among members may occur, causing negative effects and
resulting in costs greater than benefits.

In the Islamic framework, however, the “Shariatic decision-making process” is con-
sidered the basic trust offered by God. As a result, people involved should bring authen-
ticity, fairness, and “a spirit of consensus-seeking” during the process [10]. As a result,
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this paper deduces that the larger the board size is, the lower the debt ratio is, which also
shows that the board of directors can substitute the negative effect of the board size on
the debt ratio through the restriction of Islamic Law.

Hypothesis 1: Board size has a negative impact on the debt ratio for Sharia-compliant
firms compared to non-Sharia-compliant firms.

2.2 The Relationship Between Islamic Law, Independent Directors, and Capital
Structure

There are views in the literature on the impact of board independence on enterprises.
Berger et al. [11] suggest that the debt will be significantly reduced when the proportion
of independent directors is low. Abor [12] establishes a positive correlation between debt
and independent directors. Besides, Fama [13], Fama and Jensen [14] point out that out-
siders can add value to companies by providing professional knowledge and supervision
services. Therefore, outside directors should safeguard shareholders’ interests through
supervision.

Khan et al. [15] point out that from the perspective of Islam, board members must
have a high reputation for moral integrity and must also understand the principles and
rules related to business andfinance in Sharia. Therefore, this paper deduces that the char-
acteristics of the members of the independent directors of Sharia-compliant companies
may substitute for the importance of the ratio of independent directors.

Hypothesis 2: Independent directors have a positive impact on the debt ratio for Sharia-
compliant firms compared to non-Sharia-compliant firms.

2.3 The Relationship Between Islamic Law, Institutional Ownership, and Capital
Structure

Institutional investors [16–18] are frequently discussed in corporate governance mech-
anisms. Balsam et al. [19] point out that institutional ownership is better experienced
than non-institutional investors in obtaining timely information and making profits. The
importance of institutional investors in decisions on capital structure has also been paid
great attention to.

However, studies on institutional ownership in the Islamic framework show that
they are limited in their ability to supervise and profit under Islamic Law. Alqahtani
and Boulanouar [20] find that institutional investors prefer non-Sharia-compliant firms
comparedwith Sharia-compliant firms. Because non-Sharia-compliant firms have a rela-
tively low initial offering price, institutional investors will be able to earn higher returns.
Alqahtani and Mayes [21] discuss the influence of Islamic Law on pricing in Saudi Ara-
bia. They state that non-Sharia-compliant firms are grossly underpriced. Furthermore,
Sharia-compliant firms have a lower percentage of institutional ownership than those do
not compliant with Sharia. This is because institutional investors will choose the latter
to maximize profits, which shows that Islamic Law is relatively strict about company
norms, and institutional ownership may not be able to earn extraordinary returns. There-
fore, in an Islamic environment, the supervision effect of institutional ownership is likely
to be replaced by strict Islamic Law.
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Hypothesis 3: Institutional ownership has a negative impact on the debt ratio for
Sharia-compliant firms compared to non-Sharia-compliant firms.

2.4 The Relationship Between Islamic Law, Insider Ownership, and Capital
Structure

Insider ownership is a clear feature of ownership structures [22, 23]. Brailsford et al. [24]
found that the relationship between managerial ownership and debt ratios is non-linear,
inverted U-shaped. It is argued that when managerial ownership is low, managerial
ownership is positively correlated with firms’ debt ratios due to the convergence of
interests.However,with a high level ofmanagerial ownership, asmanagers seek to reduce
risk in pursuit of their interests, debt will decrease and become negatively correlated.

Due to Sharia restrictions on debt financing, other things being equal, Islamic com-
panies may prefer internal financing rather than debt financing, so equity financing is
an important source of financing for companies. Furthermore, according to Miller and
Hoffmann [25], Hilary and Hui [5], religion positively correlates with risk aversion.
Therefore, this paper argues that managers are more likely to accept religious rules
and avoid risky behavior when they hold more shares. Thus, if a company adheres to
Islamic Law, the higher the insider shareholding, the more cautious it will be about debt
financing, and therefore the debt ratio will be reduced. The research hypothesis is as
follows:

Hypothesis 4: Insider ownership has a negative impact on the debt ratio for Sharia-
compliant firms compared to non-Sharia-compliant firms.

3 Method

This paper uses listed companies in Indonesia from2012 to 2020 as samples to discuss the
influence of Islamic Law and corporate governance on corporate capital structure. The
source of information of this paper is Datastream and annual reports of listed companies
of the Indonesia Stock Exchange (IDX). In order to avoid the error of study results, this
paper has deleted the incorrect parts of the financial industry, public utilities, and extreme
values. This paper first carries out a narrative statistical analysis of the variables used
and discusses the distribution and characteristics of samples. Second, it uses correlation
coefficient analysis to test whether the independent variables are colinear. Third, this
study uses panel data analysis of multiple linear regression- Ordinary Least Square
(OLS) is supported by the Common Effect Model or Pooled Least Square (PLS) model.
Finally, the PLS regression model is used afterward to verify the research hypothesis.
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This paper refers to the research of Yildirim and Ilhan [3] to establish a model for
hypothetical testing. The model is shown below:

BLEVi,t = α + β1SHARIAi,t + β2PROFi,t + β3SIZEi,t

+ β4TANGi,t + β5RISKi,t + μi + ut + εi,t (1)

BLEVI,t = α + β1CGI,t + β2PROFI,t + β3SIZEI,t

+ β4TANGI,t + β5RISKI,t + μi + ut + εI,t (2)

BLEVi,t = α + β1SHARIAi,t + β2CGi,t + β3SHARIAi,t ∗ CGi,t

+ β4PROFi,t + β4SIZEi,t + β5TANGi,t

+ β6RISKi,t + μi + ut + εi,t (3)

Capital structure as a dependent variable consists of the debt ratio (BLEV), referred to
Yildirim and Ilhan [3]. BLEV is calculated by total debt/total assets. Further, from IDX
data, we identify and separate the sample into Sharia-compliant firms (SHARIA) and
non-Sharia-compliant firms (NON-SHARIA) by using Indonesia Sharia Stock Index
(ISSI). The dummy variables of SHARIA-1 and 0 are used for NON-SHARIA. Corpo-
rate Governance (CG) contains two board characteristics and two ownership structure
variables. The variables of board characteristics corporate governance (CG) include the
board size (BOARD_SIZE), which is calculated in the natural logarithmof the number of
board members, and the independent director ratio (BOARD_IND), which is calculated
by the number of independent directors in the total number of directors. The owner-
ship structure variables contain institutional ownership (INST), which is calculated by
the proportion of shares held by institutional investors in the outstanding shares [25];
and insider ownership (INSI), which is calculated by the proportion of the shares held
by managers and directors to the outstanding shares [26]. Finally, SHARIA*CG is the
interaction of Sharia-compliant firms and corporate governance variables.

Based on research byYildirim and Ilhan [3], this study employs the control variables.
Firm size (SIZE) ismeasured by the natural logarithmof total assets. Profitability (PROF)
is earnings before interest and tax divided by total assets. Tangible asset (TANG) is fixed
assets divided by total assets. Business risk (RISK) is the standard deviation of rolling
three years of profitability. α is the intercept, β is the slope, r is the vector, i is firm, t
is year, and ε_is error. In order to avoid collinearity, the firm fixed effect (μ_i), and the
year fixed effect (μ_t) are added to the regression equation.

4 Empirical Result

This paper uses listed companies in Indonesia from 2012 to 2020 as samples to discuss
the influence of Islamic Law and corporate governance on corporate capital structure,
and a total of 3.449 observations are obtained. In the descriptive statistics, the book
leverage (BLEV) mean (median) is 0.49 (0.48). It indicates that the leverage ratio of
listed companies in Indonesia is about 49%, which is lower than that of companies in
Western countries.
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The correlation coefficient of all variables. The correlation coefficients are beyond
the area of−0.6. The−0.6 indicates that there is no problemwithmultiple collinearities.
Therefore, further regression analysis on all variables will be conducted.

The empirical results in examining the impact of Islamic Law (Sharia) and corporate
governance (board size) on capital structure (debt ratio) are shown in Table 1. Model 1
is the impact of Sharia on the debt ratio. As shown in the Table, Sharia has a negative
and significant impact on the debt ratio. It indicates that Sharia-compliant firms have
a lower debt ratio. Model 2 is the impact of board size on the debt ratio. As shown in
the Table, a larger board of directors has a positive and significant impact on the debt
ratio. It indicates that companies with a larger board of directors have a higher debt ratio.
Model 3 is the impact of the interaction between Sharia and board size on the debt ratio.
It can be seen from Model 3 that Sharia and board size have a negative and significant
on the debt ratio (coefficient is −0.02, p = 0.01). It shows that board size reduces the
debt ratio for Sharia-compliant firms. This result supports Hypothesis 1 of this paper.
However, this result does not in line with the study of Abor [12], Bokpin and Arko [27].
Therefore, the larger the board size, the check and balances between each other will
make the company more cautious about debt financing and reduce the debt ratio.

In terms of the impact of Sharia and independent directors on the debt ratio, the
empirical results are shown in Table 2. Model 1 is the impact of Sharia on the debt ratio.
As shown in the Table, Islamic Law negatively impacts Sharia-compliant companies
on their capital structure, which is statistically significant. Model 2 is the impact of
independent director on the debt ratio. As shown in the Table, companies with a higher
ratio of independent directors have a negative impact on their capital structure (coefficient
is −0.15), but it is not statistically significant. Finally, model 3 is the influence of the

Table 1. The empirical result of the impact of Sharia and board size on the debt ratio.

Variable Model 1 Model 2 Model 3

C 4.44*** 0.80*** 1.02***

SHARIA −0.13*** −0.20***

BOARD_SIZE 0.01*** 0.03***

SHARIA*BOARD_SIZE −0.02***

SIZE −0.60*** −0.07*** −0.07***

PROF −0.07* −0.58*** −0.48***

TANG 0.10* 0.12*** 0.07*

RISK 0.00*** 0.00*** 0.00***

Year Fixed Effect yes yes yes

Firm Fixed Effect yes no no

Adjusted R2 0.61 0.05 0.13

F-statistic 10.97 12.94 28.724

No. Obs. 2570 2529 2529
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interaction between Sharia and independent directors on the debt ratio. As shown in
the Table, the interaction of Sharia and independent directors has a positive relationship
on the debt ratio (coefficient is 0.26), but it is not statistically significant. However, the
direction of its influence is consistent with the expectation of this paper, as states in
Hypothesis 2. In Sharia-compliant firms, however, conservative Law and rules restrict
corporate debt issuance. Therefore, the empirical analysis of this study shows that the
management practice influenced by IslamicLawdominates the effectiveness of corporate
governance mechanisms.

The empirical results of the impact of Sharia and institutional ownership on capital
structure are shown in Table 3. Model 1 is the influence of Sharia on the debt ratio. As
shown in the Table, Sharia negatively impacts Sharia-compliant companies on debt ratio,
which is statistically significant. Model 2 is the influence of institutional ownership on
the debt ratio. As shown in the Table, institutional ownership has a negative impact on
their capital structure (coefficient is −0.03), but it is not statistically significant. Finally,
model 3 is the influence of Sharia and institutional ownership on the debt ratio. Accord-
ing toModel 3, Sharia and institutional ownership have a negative and significant impact
on debt ratio (coefficient is −0.36, p = 0.01), indicating that the higher the institutional
ownership of Sharia firms, the lower their debt ratio. This finding supports Hypothesis 3
of this study. This study is in line with the study of Michaely and Vincent [17]. Institu-
tional investors will take on more debt when they aim for maximum returns. However,
under the influence of Islamic Law, institutional investors will limit the company’s debt
and reduce the debt ratio.

Table 4 shows the empirical results of the influence of Sharia and insider ownership
on the debt ratio. Model 1 is the influence of Sharia on the debt ratio. As shown in the

Table 2. The empirical result of the impact of Sharia and independent directors on the debt ratio.

Variable Model 1 Model 2 Model 3

C 4.44*** 3.76*** 3.16***

SHARIA −0.13*** −0.19***

IND −0.15 −0.22

SHARIA*IND 0.26

SIZE −0.60*** −0.50*** −0.39***

PROF −0.07 −0.04 −0.11

TANG 0.10* 0.10** 0.01*

RISK 0.00*** 0.00*** 0.00***

Year Fixed Effect yes yes no

Year Fixed Effect yes yes yes

Adjusted R2 0.61 0.63 0.13

F-statistic 10.97 11.65 28.72

No. Obs. 2570 2520 2520
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Table 3. The empirical result of the impact of Sharia and institutional ownership on debt ratio.

Variable Model 1 Model 2 Model 3

C 4.44*** 0.98*** 1.09***

SHARIA −0.13*** −0.13*

INST −0.023 0.26***

SHARIA*INST −0.36***

SIZE −0.60*** −0.07*** −0.07***

PROF −0.07* −0.71*** −0.55***

TANG 0.10* 0.09** 0.05*

RISK 0.00*** 0.00*** 0.00***

Year Fixed Effect yes yes yes

Firm Fixed Effect yes no no

Adjusted R2 0.61 0.04 0.11

F-statistic 10.97 10.01 25.59

No. Obs. 2570 2289 2289

Table, Sharia negatively impacts Sharia-compliant companies on their capital structure,
which is statistically significant. Model 2 is the influence of insider ownership on the
debt ratio, which shows a negative influence (coefficient is −0.29, p = 0.1). It indicates
that the higher the insider ownership, the lower the company’s debt ratio. Finally, model
3 is the influence of the interaction between Sharia and insider ownership on the debt
ratio, which shows a positive relationship (coefficient is 0.77, p = 0.05). It indicates that
the higher the insider ownership in Sharia firms, the higher the debt ratio. This finding
does not support Hypothesis 4 of this study. Furthermore, this study does not in line
with the study of Bokpin and Arko [27]. The possible reason is that when the insider
shareholding ratio is high, managers may increase the debt financing level in order to
maximize their personal interests, thus creating more corporate value.
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Table 4. The empirical result of the impact of Sharia and insider ownership on debt ratio.

Variable Model 1 Model 2 Model 3

C 4.44*** 0.96*** 1.26***

SHARIA −0.13*** −0.36***

INSI −0.29* −0.86**

SHARIA*INSI 0.77**

SIZE −0.60*** −0.07*** −0.07***

PROF −0.07* −0.71*** −0.58***

TANG 0.10* 0.10** 0.06

RISK 0.00*** 0.00*** 0.00***

Year Fixed Effect yes yes yes

Firm Fixed Effect yes no no

Adjusted R2 0.61 0.04 0.11

F-statistic 10.97 10.5 23.16

No.Obs. 2570 2291 2291

5 Conclusion

This paper examines the influence of Islamic Law and corporate governance on capital
structure. Panel data regression is used to verify the study’s hypothesis by taking the
sample of listed companies in Indonesia from 2012 to 2020.

The empirical results of this paper show that board size has a negative and significant
impact on debt ratios for Sharia-compliant firms. The independent directors have a pos-
itive and insignificant impact on the debt ratio for Sharia-compliant firms. Institutional
ownership has a negative and significant impact on the debt ratio for Sharia-compliant
firms, indicating that the conservatism of Islamic Law dominates the positive actions
of institutional ownership. Finally, insider ownership has a positive and insignificant
impact on the debt ratio for Sharia-compliant firms, indicating that there is still room for
further study and discussion on the influence of Islamic Law on corporate management
behavior.
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Corporate governance and Islamic law 
compliance risk
Hasan Mukhibad1*, Ahmad Nurkhin1, Kuat Waluyo Jati1 and Prabowo Yudo Jayanto1

Abstract:  This study examines the influence of the Shariah Supervisory Board (SSB), 
Board of Directors (BOD), Risk Officers (RO), Audit Committee, and market compe
tition (Lerner) on the Islamic Law Compliance Risk (ILCR). We use a sample of full- 
fledged Islamic banks in Indonesia with an observation period of 2009–2019. Data 
analysis uses Fixed Effect Model (FEM). Our results show that SSB and BOD are not 
proven to be able to control ILCR. ILCR can be decreased by increasing the number 
of audit committees and the proportion of independent RO. In addition, the Lerner 
index has a positive influence ILCR. The results of the robustness test also confirm 
the results of this study. This research extends the previous studies on evaluating 
the risk-taking of Islamic Banks beyond the common risk (insolvency, liquidity, 
credit, and market), particularly the unique risks faced by Islamic banks. This study 
recommends increasing the effectiveness of SSB and BOD supervision on bank 
operations, increasing the ILCR.

Subjects: Finance; Business, Management and Accounting; Accounting; Risk Management; 
Corporate Governance 

Keywords: Islamic law compliance risk; non-halal income; shariah compliance; Shariah 
Supervisory Board; risk officer

1. Introduction
Islamic bank (IB) is a bank that uses Islamic law in its operations (Alhammadi et al., 2020). Some 
of the prohibited transactions in Islamic law are interest (riba), uncertainty or excessive risks 
(gharar), gambling (maysir), and providing financing to companies producing/distributing haram 
products. Instead of the interest system is the profit-sharing system, which is the main character
istic of IB. In the particular characteristics of this IB product, there are two available contracts, i.e., 
mudharabah and musyarakah. Business profits will be distributed to banks and customers based 
on certain agreed ratios. In addition, the bank will earn income from the disbursed financing if the 
customer is able to manage the funds they receive from the bank. On the other hand, if the 
customer cannot manage funds or even go bankrupt, the bank may lose the funds invested in the 
customer.

For mudharabah collection products, IBs are also unable to provide fixed returns to owners of 
demand deposits, savings, and time deposits (also known as Investment Account Holders-IAH). 
This is because the amount of return given depends on the income received by the IB. This is 
different from Conventional Banks (CB), which can provide a fixed income for depositors (Farook 
et al., 2014). In dual-system banking, IBs often face the risk of withdrawal by large depositors, and 
they will withdraw funds when the IB does not have a large income or lower profit share than the 
CB’s interest. This difference in the distribution and collection system of funds causes IBs to have 
greater risk than CBs.
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The high risk faced by IB is the reason many experts have studied it (Alabbad et al., 2019). Of the 
various types of IB risk that previous studies have studied, they emphasized insolvency risk (Grassa, 
2016; Jabari & Muhamad, 2021; Lee et al., 2020; Saif-Alyousfi & Saha, 2021; Trinh et al., 2020), 
liquidity risk (Ben Selma Mokni et al., 2014; Effendi & Disman, 2017), and credit risk (Najwa et al., 
2019; Louhichi et al., 2019; Safiullah & Shamsuddin, 2018; Kabir et al., 2015; Isa & Lee, 2020; Khan 
et al., 2020; Mahdi & Abbes, 2018; Aljughaiman & Salama, 2019; Abedifar et al., 2013). Previous 
studies are still concentrated on the general risks of IB and are less related to the main business of 
IB, i.e., providing banking services under Islamic law (Alhammadi et al., 2020). We only found 
Basiruddin and Ahmed (2019), who used Islamic law compliance risk, which has explained the IB’s 
specific risk, i.e., ILCR.

In explaining this risk-taking, Najwa et al. (2019), Safiullah and Shamsuddin (2018), Mollah et al. 
(2017), El-Masry et al. (2016), and Alman (2012) have explained risk-taking with the agency theory 
approach. Agency theory views a conflict of interest between managers and owners (type 1), 
between majority and minority owners (type 2), and between owners and creditors (type 3; Faisal 
et al., 2020; Panda & Leepsa, 2017). However, in IB, agency conflicts also occur between directors 
and customers (Zainuldin et al., 2018). This agency conflict arises when management makes 
company policies that ignore compliance with Islamic law principles (Zainuldin et al., 2018).

Agency theory recommends the role of corporate governance in supervising agents in risk-taking 
(Elamer et al., 2018; Koerniadi et al., 2014; Singh et al., 2019). Since ILCR is a particular risk for IBs, 
IBs have a unique board structure, i.e., the Shariah Supervisory Board (SSB; Alam et al., 2020; Farag 
et al., 2018; Najwa et al., 2019). IB, which has different product characteristics from CB (Hussain & 
Al-Ajmi, 2012), requires additional supervision that is different from CB, i.e., SSB (Alabbad et al., 
2019; Mollah et al., 2017; Zeineb & Mensi, 2018).

This study focuses on the ILCR and uses SSB as a factor in explaining this risk-taking. This 
method is similar to what was used by Basiruddin and Ahmed (2019). However, Basiruddin and 
Ahmed (2019) only used the board of directors’ characteristics and the SSB’s characteristics 
including the number of members, expertise, number of meetings, and the amount of remunera
tion. This study assesses that Basiruddin and Ahmed (2019) ignored the function of the risk 
management committee (Risk Officer). RO has a function to formulate policies, strategies; imple
ment risk management; and evaluate the implementation of risk management (OJK Regulation 
No. 18/POJK.03/2016). Thus, CRO has an influence bank risk-taking as evidenced by Najwa et al. 
(2019), Aljughaiman and Salama (2019), Lee et al. (2020), and Safiullah (2021).

In addition, Basiruddin and Ahmed (2019) also ignored the market competition as a factor influen
cing IB risk-taking. Furthermore, Basiruddin and Ahmed (2019) used a sample of IBs in Malaysia and 
Indonesia that use a dual banking system where the system causes IBs and CBs to compete with 
each other to increase their market share. This market competition structure will influence the bank’s 
policy to take the risk or be averse to risk (Louati & Boujelbene, 2015; Salma & Younes, 2014).

This study aims to provide empirical evidence of the attributes of the Shariah Supervisory Board 
(SSB), Board of Directors (BOD), and Risk Officer (RO), as well as market competition towards 
Islamic law compliance risk-taking. This study fills the research gap on ILCR as a unique risk for 
IB. In addition, this study complements Basiruddin and Ahmed’s (2019) study, which ignored the 
role of CRO in controlling bank risk. According to OJK Regulation No. 18/POJK.03/2016, BOD, SSB, 
and CRO are supervisory directors in controlling IB risk, including ILCR. This study also uses the 
factor of business competition between IB and conventional. Indonesia uses a dual banking 
system, and IB customers in Indonesia still have economic motives compared to religious motives 
in conducting transactions with IBs (Ismal, 2011).

This study is presented in five parts. The first part contains the research gap, novelty, and 
research contributions. The second part is theory and hypothesis development. The third section 
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describes the sample, variable measurement, and data analysis methods. The fourth part is the 
research results. The last part is the conclusions, contributions, and recommendations for further 
researchers.

2. Literature review

2.1. Agency theory
Agency theory defines a contractual relationship between the owner or the so-called principles 
with the manager or often referred to as the agent. The principles will delegate the management 
of their assets to the agent. Fama and Jensen (1983) explained differences in decision making and 
decision control in complex and non-complex companies. In complex companies, decision-making 
and implementing company decisions are not the roles of company owners (Panda & Leepsa, 
2017). Thus, this agency problem needs to be controlled for the survival of the company (Fama & 
Jensen, 1983).

At the beginning of the emergence of this agency theory, agency problems occurred in owners 
and managers, as introduced by Jensen and Meckling in 1976. However, this agency theory has 
developed into three types. The first type is agency problems between managers as agents and 
company owners as principles (Faisal et al., 2020). This conflict occurs when the manager has 
a role as the recipient of the trust from the owner to manage the owner’s assets. However, the 
manager is more inclined to prioritize their interests and ignores the interests of the company 
owner.

The second type of agency theory is the agency conflict between majority and minority owners 
(Faisal et al., 2020). This conflict occurs when the majority holder controls the company, and the 
company’s policies are more inclined to the interests of the majority shareholder than the minority 
owner. This conflict occurs because the majority owner will control the company, and after all, this 
owner has the majority vote. Majority owners can control managers to take policies that benefit 
the interests of majority owners and minority owners are difficult to protect their interests (Panda 
& Leepsa, 2017). Control of the majority owner is to exercise greater voting power in selecting 
directors (Kusumadewi & Wardhani, 2020).

The third type of agency conflict occurs between creditors and company owners (Kusumadewi & 
Wardhani, 2020). This conflict arises because the owner can pressure the manager to invest in 
high-risk projects to earn greater profits. The company can take advantage of funding from 
creditors to finance this project. If the project fails, creditors will be forced to bear losses, for 
example, through delays in interest payments and restructuring of maturing debts. On the other 
hand, if the project is successful, the owner will receive a significant profit, and the creditor will 
receive a fixed interest income (Panda & Leepsa, 2017).

IB has Islamic law-based products. Islamic law compliance is a factor that must be complied 
with in all products and decision-making. The existence of an IB is part of the needs of Muslims in 
conducting banking transactions and halal investments. An agency conflict can arise when the IB 
director is negligent by making investments that are less or not under Islamic law to take 
advantage of investment opportunities that allow high profits (Zainuldin et al., 2018). This policy 
is contrary to the expectations of IAH fund owners to earn income from Islamic law-compliant 
investments (Zainuldin et al., 2018). The structure of Islamic banks is based on maqasid shariah as 
their business model, which is based on interest-free. However, several studies have found that 
Islamic banks imitate conventional banks, especially in the products available to conventional 
banks and profit orientation (Alhammadi et al., 2020). For instance, Chong and Liu (2009), using 
a sample of Islamic banks in Malaysia, found that the implementation of profit-sharing financing 
was deficient, and Islamic bank deposits were not interest-free and ignored the spirit to avoid 
interest. Hamza (2016) using a sample of 60 Islamic banks in the world found that capital ratios 
and interest rates positively affect deposit returns. Conventional bank interest rates are the 
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determinants of returns in Islamic banks (Hamza, 2016). Thus, agency problems can occur 
between directors and customers in Islamic banking.

One approach to reducing agency conflict is establishing a supervisory board to control agent 
behavior. This is because the design of effective corporate control mechanisms can make man
agers act in the best interests of shareholders (Bonazzi & Islam, 2007). The BOD and the audit 
committee can act as supervisors (Alam et al., 2020; Bonazzi & Islam, 2007; Farber, 2005; Panda & 
Leepsa, 2017; Zhou et al., 2020). Quality supervision and improving the quality of information as 
a medium to reduce information asymmetry can be used to reduce agency problems (Mollah & 
Zaman, 2015; Nomran et al., 2018; Khan & Zahid, 2020; Barako, 2007; El-Halaby & Hussainey, 
2015).

IB has more complex operations than CB, so the IB has an additional supervisor, i.e., the SSB 
(Alam et al., 2020; Farag et al., 2018; Najwa et al., 2019). IBs that have different product 
characteristics from CBs certainly require additional supervision that is different from CBs (Mollah 
& Zaman, 2015). This SSB has a function to ensure that banks have implemented Islamic law 
principles. AlShattarat and Atmeh (2016) argue that SSB also has a function to reduce agency 
problems in IB.

2.2. Hypothesis development
The Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) in its govern
ance standard No. 1 states that the SSB is an independent board that has the task of directing, 
reviewing, and supervising bank operations to comply with Islamic law and principles (AAOIFI, 
1997). SSB will certify (ex-ante) and monitor (ex-post) all financial contracts, transactions, and 
further activities of the bank on behalf of shareholders, stakeholders, and clients to ensure that 
they comply with Islamic law (Alman, 2012).

IB operations that prohibit interest transactions, gambling, and speculation (riba, gharar, and 
maysir) and require profit and loss sharing (equity-based) supported by real assets are the unique 
reasons for IB operations. Compliance with this unique and distinct operation with CB requires an 
advisory board, monitoring, and guarantor of operations, including managers’ policies, to be 
Islamic law compliant. In a dual banking system, IBs have to compete with CBs. Therefore, IBs 
need product innovation and risk-taking inherent in banking products (Alman, 2012). The products 
offered by the IB must have been approved by the manager, BOD, and SSB. Banks can reduce risk 
by providing non-profit-sharing financing with a lower risk than profit-sharing financing with 
product innovations that involve all bank management, including SSB (Najwa et al., 2019). There 
may be a role for SSB in taking bank risks in this case.

One widely used indicator in explaining risk-taking is the number of SSB members. SSB 
requires various backgrounds of expertise in reviewing and ensuring that bank operations are in 
accordance with Islamic law. Banks with many SSB members allow them to choose SSB members 
with different backgrounds, experiences, and expertise (Hamza, 2016). Therefore, these different 
backgrounds provide broader considerations before SSB makes the decision. The diversity of SSB 
backgrounds can also improve SSB in identifying risky policies and encouraging directors to avoid 
risks. Safiullah and Shamsuddin (2018), Alman (2012), and Jabari and Muhamad (2021) have 
provided evidence that the number of SSB members has a negative influence on bank risk. 

H1: The number of SSB members has a negative influence on Islamic law compliance risk (ILCR).

Safiullah and Shamsuddin (2018), Zeineb and Mensi (2018), and Najwa et al. (2019) have 
proven that the SSB is associated with risk-taking. Followed Isa and Lee (2020) by developing the 
relationship between SSB and risk-taking by looking at the background of SSB. IB regulators in 
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various countries around the world, such as AAOIFI and OJK, require that SSB members are Muslim 
and must have expertise in Islamic law, including usul fiqh or fiqh muamalat. In line with Safiullah 
and Shamsuddin (2018), who contend that Islamic law prohibits risk-taking, Isa and Lee (2020) 
prove that SSB expertise in Islamic law has negatively influence on risk-taking. 

H2: SSB expertise in Islamic law has a negative influence on Islamic law compliance risk (ILCR).

In the IB organizational structure, BOD function as a supervisor and consultant to directors in 
carrying out their duties as bank managers. The main difference is that the SSB focuses on 
managing the bank to comply with Islamic law, and the BOD has the scope of supervision of all 
bank operations. BOD and SSB are required to be involved in meetings with the director of strategic 
bank decisions, including developing bank products. Directors’ decisions are generally not taken 
individually but by the board (Ahn et al., 2010).

In agency theory, BOD has a function to reduce agency conflict. The supervision and con
sultation provided by the BOD are used to ensure that the interests of the owners are maintained 
through the avoidance of excessive risk-taking. Excessive risk-taking will approach the bank to 
bankruptcy. Khan et al. (2020), Lee et al. (2020), Basiruddin and Ahmed (2019), and Aljughaiman 
and Salama (2019) have proven that BOD size influences IB risk-taking. 

H3: The number of BOD members influences on Islamic law compliance risk (ILCR).

In a bank funding structure dominated by third-party funds, the BOD has the task of reducing 
type 3 agency problems between creditors and owners. BOD independence is required to carry out 
this task. The independence of the BOD will influence the quality of the supervision they carry out. 
Mollah et al. (2017), Lassoued (2018), Lee et al. (2020), Jabari and Muhamad (2021), and Gafrej 
and Boujelbéne (2021) have provided evidence that BOD independently influences risk-taking. 
Furthermore, Basiruddin and Ahmed (2019) found that a higher proportion of independent board 
members had higher Islamic law compliance. 

H4: BOD has a negative influence on Islamic law compliance risk (ILCR).

The Risk Officer (RO) should recommend the director in formulating policies, strategies, and 
implementation of risk management. In addition, RO also monitors director policies that deviate 
from routine procedures. RO consists of the director and BOD. In measuring the effectiveness of 
this RO, previous researchers used the RO chairman independence indicator (Chief Risk Officer- 
CRO) as used by Najwa (2019) and Aljughaiman and Salama (2019). Effective monitoring of the 
CRO has influenced lowering the risk of bankruptcy (Najwa et al., 2019). Thus, the following 
hypothesis can be developed: 

H5: Risk Officer (RO) has a negative influence on Islamic law compliance risk (ILCR).

Another board that has a role in reducing agency problems is the audit committee. The audit 
committee is the most important subcommittee of the board because of its special role in 
protecting the interests of shareholders about financial control and oversight (Musallam, 2020), 
so that the audit committee increases its effectiveness in risk-taking oversight (Nguyen, 2021; 
Younas et al., 2019). This is what underlies Aslam and Haron (2021), Nguyen (2021), Khan et al. 
(2020), and Safiullah and Shamsuddin (2018) use of the audit committee as a variable that 
explains risk-taking. Nguyen (2021) shows that the audit committee influences on risk. 
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H6: The audit committee has a negative influence on Islamic law compliance risk (ILCR).

Business competition between banks causes banks to take risky policies to maintain perfor
mance. In the dual banking system, IBs are required to be competitive in providing profit-sharing. 
A decrease in profit-sharing will cause depositors to divert their funds to CB (Akhtar et al., 2017; 
Aysan et al., 2018; Ismal, 2011). Business competition between IB and CB causes banks to take 
policies that are not ideal in Islamic banking, i.e., adopting a policy of providing deposit returns 
based on CB deposit interest (Chong & Liu, 2009). In addition, high market competition can also 
increase the z-score (Louati & Boujelbene, 2015). 

H7: Bank business competition positively influences Islamic law compliance risk (ILCR).

3. Methodology
This study used a quantitative research design and used panel data. The research sample is full- 
fledged Islamic banks in Indonesia with 11 years of observation (2009–2019). However, of the 14 
IBs in Indonesia, three banks did not report non-halal income, so we excluded these three banks. 
In addition, there were spin-off Islamic banks in the ongoing year, so we used unbalanced data 
with 103 units of analysis.

The independent variable of this study is the ILCR as measured by the Non-Halal Income Ratio 
(NHIR). NHIR is measured by comparing non-halal income to income from bank financing. IBs are 
prohibited from using interest transactions and investing in instruments that use interest (Fatwa of 
the Indonesian Ulema Council Number 1 of 2004). Therefore, IBs with a high NHIR indicate low 
Islamic law compliance and high ILCR.

The independent variable that used the SSB attribute was measured by two main attributes, i.e., 
the number of members (SSBSIZE) and expertise in Islamic law (SYARIAHEXPERT). We used these 
two indicators because the number of board members is the main proxy in corporate governance 
to reduce agency problems (Martín & Herrero, 2018). Therefore, SSBSIZE is measured by the 
number of SSB members (Aslam & Haron, 2021; Basiruddin & Ahmed, 2019; Najwa et al., 2019). 
SSB expertise in Islamic law (SYARIAHEXPERT) is measured by the percentage of SSB who have 
Islamic law educational background to all SSB members. Using this proxy is because education is 
a good proxy for measuring knowledge (Hambrick & Mason, 1984) or intellectual competence and 
level of professionalism (Grace et al., 1995).

Two indicators measure the Board of Directors (BOD), i.e., the number of members and the 
percentage of the independent BOD. Islamic banks in Indonesia use a two-tier system, so there is 
a clear separation between executives and non-executives. This non-executive board is called the 
board of commissioners. Therefore, we used the number of members of the board of commis
sioners (BOARDSIZE) and the ratio of independent commissioners to all boards of commissioners 
(BOARDIND) as proxies in measuring the BOD attribute. We developed this method from 
(Basiruddin & Ahmed, 2019; Najwa et al., 2019; Jia et al., 2019).

The Risk Officer (RO) variable is measured by the independence of RO members (ROIND). It is 
measured by the ratio of the number of independent RO members to the number of RO members. 
We developed this method from Najwa et al. (2019) and Lee et al. (2020), who emphasized the role 
of the CRO. We made this modification because of the effectiveness of supervision carried out by 
all RO members because certain policies were taken based on the approval of the entire board 
(Ahn et al., 2010). The audit committee (AUDITSIZE) is measured by the number of audit commit
tee members (Aslam & Haron, 2021).
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Business competition indicators are measured by the Lerner index (LERNER; Alam et al., 2019). 
Lerner is used to expressing the degree of market power when assessing the pricing power of 
a monopoly. Lerner is measured by the price minus the Marginal Cost (MC). Referring to Alam et al. 
(2019), MC is the derivative of Total Cost (TC) function to quantity. Learner's score is 0 to 1 where a high 
score indicates the bank has greater monopoly power. A large Lerner indicates low competition. 

Lerneri;t ¼
Pricei;t � MCi;t

Pricei;t 

In addition to the two types of variables, this study also used control variables, i.e., (1) (1) income 
diversity (INDIVER) as measured by the ratio of non-business income compared to bank financing 
income (Salma & Younes, 2014; Mateev & Bachvarov, 2021); (2) Capital ratio (EQUITY) as measured 
by the ratio of equity to assets (De Vita & Luo, 2018); and (3) total assets (SIZE) as measured by the 
logarithm of total assets.

Panel data regression processed all research data with a fixed effect model or random effect 
model. The selection of the model used in answering the hypotheses is based on the results of 
the Hausman test where if the probability result is >0.05, then the model used is FEM; and vice 
versa if the probability is <0.05, then the model used is REM. Before testing the model, we also 
conducted multicollinearity, heteroscedasticity, and autocorrelation test. The research model is 
as follows: 

NHIRi;t ¼ β0 þ β1SSBSIZEi;t þ β2SYARIAHEXPERTi;t þ β3BOARDSIZEi;t þ β4BOARDINDi;t

þ β5ROINDi;t þ β6AUDITSIZEi;t þ β7LERNERi;t þ β7CONTROLi;t þ ε (1) 

We also tested SSB and BOD individually for the consistency of the effects of these two boards. We 
created a second equation using only SSB and a third using BOD. 

NHIRi;t ¼ β0 þ β1SSBSIZEi;t þ β2SYARIAHEXPERTi;t þ β3ROINDi;t þ β4AUDITSIZEi;t

þ β5LERNERi;t þ β6CONTROLi;t þ ε (2)  

NHIRi;t ¼ β0 þ β1BOARDSIZEi;t þ β2BOARDINDi;t þ β3ROINDi;t þ β4AUDITSIZEi;t þ β5LERNERi;t

þ β6CONTROLi;t þ ε (3) 

4. Empirical results and analysis

4.1. Descriptive statistics
This study used the ratio of interest income to total bank income from bank financing to measure 
the ILCR. Table 1 shows that the sample has an average NHIR of 5.496% with a standard deviation 
of 23.587, and this score indicates a high heterogeneity of NHIR. The sample has an SSBSIZE of 2 to 
3 people. More samples have 2 SSB members and have low heterogeneity (standard deviation 
score 0.485). The sample also has a BODSIZE between 4 to 6 people, and 67.3% percent of BOD are 
independent. This BODINP also dominates their position as RO because 83.7% are independent. 
The audit committee members are between 3 to 4 people and more samples have 4 people. 
BODSIZE, BODIND, ROIND, and AUDIT have a low standard deviation (below 0.6) and indicate that 
the four variables have low heterogeneity. Table 2 also shows that the sample has a Lerner mean 
of 0.548, indicating slightly better competition. The Lerner index shows numbers 1 to 0, where 1 
indicates a monopoly situation (Salma & Younes, 2014). The LERNER standard deviation score was 
low and showed low heterogeneity.
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The correlation test result between independent variables were used to test the feasibility of 
each variable to be used as an independent variable to explain the dependent variable. The 
allowed correlation between independent variables is not greater than 0.8.

The correlation test result in Table 3 shows that the largest correlation is 0.791 (the correlation 
between SSBSIZE and BODSIZE). However, this correlation is still below 0.8 and indicates that both 
variables (SSBSIZE and BODSIZE) can be used for independent variables.

Average variance inflation factors (VIF) test result average score 1.74 (below 10) dan indicates 
that no multicollinearity exists in the data.

The Wald test for groupwise heteroskedasticity resulted in a probability of 0.000. Also, the 
Wooldridge test for autocorrelation in panel data resulted in a probability of 0.000. The results 
of this test indicate a problem of heteroscedasticity and autocorrelation existing in the data. 
Following Azad et al. (2020), we use the robust standard error to heteroscedasticity and serial 
(cross-sectional) correlation to overcome the problem of heteroscedasticity and autocorrelation.

4.2. Regression results
The results of the panel data test with the FEM and REM models are presented in Table 4.

The results of the panel data test show that SSBSIZE has a coefficient of 17.28 and std error of 87.05. 
The significance value is 0.84, and the probability value is > 0.01, indicating that SSBSIZE does not 
influence NHIR. By eliminating the role of BOD, the second model also shows that SSBSIZE has 
a coefficient of 33.09 with a significance of 0.68 > 0.1 and shows that SSBSIZE does not influence NHIR.

SSB’s expertise in Islamic law (SYARIAHEXPERT) shows the coefficient value of 595.21, standard 
error of 141.12, and significance value of 0.00 (less than 0.01). This result indicates that 
SYARIAHEXPERT expertise has a positive influence NHIR. The second equation also shows 
a coefficient value of 585.28 and a probability of 0.00 < 0.01. The test results of these two models 
show that SYARIAHEXPERT positively influences NHIR.

To measure the effectiveness of BOD, we used two indicators, i.e., BODSIZE and BODIND. Table 5 
of the first equation shows that BODSIZE has a coefficient of 44.45 and a probability of 0.45. The 
third equation shows that BODSIZE has a coefficient of −31.11 and a probability of 0.55 > 0.1. From 
these two equations, BODSIZE is shown to be unable to control NHIR.

The results were the same when we used the BODIND ratio proxy. The first equation produces 
a coefficient of 66.69 with a probability of 0.66. The third equation produces a coefficient of 55.74 
and a probability of 0.72. These two equations produce probability >0.1 and show that BODINP 
does not influence on NHIR.

The ROIND variable produces a coefficient of −448.28 with a significance of 0.00. The second 
equation shows a coefficient of −440.87 and a probability of 0.00. The third equation produces 
a coefficient of −372 and a probability of 0.01. These three equations produce a significance value 
of <0.01. The results of this test show that ROINDEP had a negative influence NHIR.

Table 1. Details of the research sample
Years 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
Banks that report non-halal 
income

4 7 8 8 10 11 11 11 11 11 11
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The influence of ROIND is the same as the AUDIT presented in Table 4, which shows that the first 
equation produces a coefficient of −59.64 and a probability of 0.06. The second equation produces 
a coefficient of −57.55 and a significance of 0.06, and the third equation produces a coefficient of 
−83.24 with a significance of 0.01. The results of these three equations produce consistent results 
with negative coefficient values and probability <0.1. These results indicate that AUDIT has 
a negative influence NHIR.

The test results of the influence of market competition (LERNER) on non-halal income produce 
a coefficient of 15.45 and a probability of 0.00 (the first equation); coefficient 15.58 and probability 
0.00 (second equation); and coefficient 16.49 and probability 0.00 (third equation). The three 
equations show consistent results where LERNER has a positive coefficient and probability <0.01. 
These results indicate that market competition has a positive and high impact on NHIR.

4.3. Discussion
The result of the first hypothesis test shows that the number of SSB members does not influence 
the ILCR. This result indicates that the number of SSB members is less able to monitor bank policies 
to avoid non-halal income. There are indications that SSB supervision is less effective, and the 
ineffectiveness of this supervision may be due to communication and coordination problems 
among SSBs. The ineffectiveness of supervision from the SSB is also evidenced by Isa and Lee 

Table 4. Fixed effect model test results
Variables Model 1 Model 2 Model 3
SSBSIZE Coefficient 17.28 33.09 -

Std. Error 87.05 80.67 -

SYARIAHEXPERT Coefficient 595.21 585.28 -

Std. Error 141.12*** 139.27*** -

BODSIZE Coefficient 44.45 - −31.11

Std. Error 58.89 - 51.81

BODIND Coefficient 66.69 - 55.74

Std. Error 149.28 - 156.01

ROIND Coefficient −448.28 −440.87 −372.00

Std. Error 149.24*** 146.36*** 133.60**

AUDIT Coefficient −59.64 −57.55 −83.24

Std. Error 30.62* 30.23* 30.95**

LERNER Coefficient 15.45 15.58 16.49

Std. Error 3.36*** 3.32*** 3.60***

INDIVER Coefficient −210.41 −227.27 −47.55

Std. Error 180.56 177.51 183.68

EQUITY Coefficient 19.52 19.47 51.37

Std. Error 33.25 32.92 29.54*

LOG(ASSETS) Coefficient −1.41 −0.01 26.11

Std. Error 32.72 32.25 26.00

C Coefficient 46.89 208.72 49.83

Std. Error 1094.25 1064.73 809.34

Robust standard error Yes Yes Yes

Adjusted R2 0.6719 0.5393 0.4292

*** sig.at 1%; ** sig. at 5%; * sig at 10% 
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(2020), Basiruddin and Ahmed (2019), Najwa et al. (2019), and Lassoued (2018), who showed that 
the amount of SSB is not able to reduce bank risk. Banks that have the large number of SSB 
members allow banks to choose SSB members who have various backgrounds. However, a large 
number of SSBs will cause coordination problems, ineffective communication, and free-riders 
(Abou-el-sood, 2019; Zeineb & Mensi, 2018).

Banks that have SSB with Islamic law expertise have a positive influence on ILCR. This result 
indicates that SSB with Islamic law expertise will recommend directors to increase transactions 
with CB and from this transaction will earn interest income (non-Islamic law income). The policy 
was taken because bank regulators in Indonesia allowed IBs to open services at CB offices to 
increase market share (Bank Indonesia Regulation Number 9/7/PBI/2007; Arif, 2014). The low 
market share of IBs in Indonesia has caused regulators to give IB freedom to work with CBs, 
especially in expanding customer service. However, the Indonesian Ulema Council requires this 
non-halal income to be channeled into bank social activities. However, this policy must be handled 
carefully because it can increase the ILCR.

BOD size and independent BOD did not influence ILCR. This result also indicates the ineffective
ness of BOD in supervising and controlling directors’ policies in transactions with conventional 
banks. This result confirms Najwa et al.’s (2019), Abou-el-sood’s (2019), and Lassoued’s (2018) 
finding that BOD size did not influence bank risk-taking. In addition, this finding also corroborates 

Table 5. Robustness test
Variables Model 1 Model 2 Model 3
SSBSIZE Coefficient −87.89 −45.51 -

Std. Error 55.47 62.61 -

SYARIAHEXPERT Coefficient 164.66 392.61 -

Std. Error 69.29** 114.47*** -

BODSIZE Coefficient −29.35 - 3.90

Std. Error 46.71 - 61.24

BODIND Coefficient 208.17 - 45.17

Std. Error 124.81 - 165.07

ROIND Coefficient −209.54 −325.64 −550.22

Std. Error 74.76** 124.04** 164.12***

AUDIT Coefficient −155.07 −77.52 −64.81

Std. Error 21.65*** 27.68** 34.04*

LERNER Coefficient 5.96 14.76 18.06

Std. Error 2.97** 3.26*** 3.67***

INDIVER Coefficient 52.87 −189.45 −32.62

Std. Error 151.30 168.66 195.08

EQUITY Coefficient 45.68 29.29 56.84

Std. Error 20.28** 27.36 35.67

LOG(ASSETS) Coefficient 38.46 7.73 32.38

Std. Error 14.54** 24.50 35.28

C Coefficient −286.27 252.49 −183.09

Std. Error 389.84 754.86 1187.25

Robust standard error Yes Yes Yes

Adjusted R2 0.2066 0.2281 0.1082

*** sig.at 1%; ** sig. at 5%; * sig at 10% 
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El-Masry et al. (2016) and Aljughaiman and Salama (2019) finding that independent BOD does not 
influence bank risk-taking.

This study has provided evidence that independent RO negatively influences ILCR. This finding indi
cates that RO has worked effectively and has carried out its duties. RO has the task of evaluating risk and 
recommending policies, strategies, and risk management to the directors as well as making recommen
dations to avoid transactions that can increase the risk of Islamic law compliance. The implementation of 
the tasks completed by this RO impacts the director’s policy to avoid risk (Najwa et al., 2019).

The number of audit committees has a negative influence ILCR. This finding also shows the effective
ness of the audit committee in carrying out the supervisory function of bank finances (Musallam, 2020). 
This effective audit committee can direct IBs to avoid policies that have the potential to increase the ILCR. 
This finding also strengthens Nguyen’s (2021) and Younas et al.’s (2019) notion that the effectiveness of 
the oversight of the audit committee will avoid risk.

The results of this study also show that the Lerner index has a positive influence on the ILCR. 
This finding is in line with Louhichi et al. (2019) that market competition will influence bank risk- 
taking. This finding indicates that a high Lerner value indicates low market competition, while 
a high NHIR indicates a high ILCR. The positive coefficient on the relationship between the two 
shows that low business competition causes banks to take policies that can increase the ILCR. 
There is a tendency for banks to practice monopoly (due to low competition), be able to dominate 
the market, have loyal customers, and these conditions cause increased cooperation with CBs to 
expand IB services by opening service offices in CBs. This policy will increase the ILCR. This 
condition may be different if the bank is in high competition, so the director will increase the 
ILCR because it can increase customers’ interest to use IB services.

4.4. Robustness test
We performed a robustness test by analyzing the Random Effect Model (REM) method. The 
first, second, and third equations above, the results of the REM test are presented in Table 5 below:

The results of this robustness test give the same results as the previous test. Table 5 confirms 
the finding that SSB size, BOD size, independent BOD do not influence ILCR. SSB’s expertise in the 
Islamic law sector is proven to have a positive influence ILCR. The independent audit committee 
and RO are also proven to reduce the ILCR. Table 5 also corroborates the finding that low market 
competition will increase the ILCR.

5. Conclusion and policy recommendations

5.1. Conclusion
This study explains the role of SSB, BOD, RO, and AC on the particular risk of IB, i.e., the ILCR. In 
addition, we also explain the influence of business competition on this risk. The results showed 
that ILCR could be controlled by increasing the number of audit committee members and the ratio 
of independent RO members. SSB size, BOD size, and independent BOD are not proven to reduce 
the ILCR. In addition, we also find that low business competition causes banks to increase the 
ILCR. Banks that practice monopoly (due to low competition) can dominate the market and have 
loyal customers. This condition causes banks to increase cooperation with CBs to expand IB 
services by opening service offices in CBs and subsequently increase the ILCR.

SSB and BOD are essential boards in the corporate governance structure of IBs and are not 
proven to influence the ILCR. The result shows that the size of non-halal income has not been the 
object of supervision by these two boards. There is a possibility that IBs use non-halal income for 
social activities, and the regulator has indeed regulated this. However, this IB investment in CB 
allows it to be used to finance industrial sectors that are not Islamic law-compliance. Therefore, 
we suggest that SSB and BOD increase their supervision on this non-halal income. In addition, the 
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regulator can also play a role in overseeing the cooperation between IB and CB, which tends to 
increase the ILCR.

5.2. Research implication
Agency problems in IBs can arise when directors adopt policies that ignore Islamic law compliance 
to increase revenue (Zainuldin et al., 2018). Meanwhile, customers have an interest in being able to 
transact or obtain profit-sharing following Islamic law. To reduce this agency problem, the super
visory role of SSB, audit committee, and RO can reduce this agency problem. SSB, which has the 
primary function to ensure that bank operations are under Islamic law, has not been proven in this 
study. Therefore, it is necessary to increase the role of SSB and BOD in carrying out their functions 
as supervisors and consultants can reduce the ILCR.

The results of this study indicate that the SSB, which is proxied by the number of members and 
the ratio of the SSB with shariah expertise, is not able to control the ILCR. BOD as measured by the 
number of members and the ratio of independent commissioners, does not reduce the ILCR. These 
results indicate the ineffectiveness of the SSB and BOD functions in controlling ILCR. Here there is 
a possibility that the ILCR has not been a concern of bank directors. Islamic bank regulators are 
required to issue strict rules related to compliance risk. Regulators can formulate indicators of 
shariah compliance that are more than the qualitative expression of the SSB (SSB report). In 
addition, regulators can add shariah compliance as one of Islamic banks’ primary performance 
assessments.

This ILCR is proxied by non-halal income received by the bank. In countries that use dual banking 
systems, cooperation between IB and CB is unavoidable. However, this cooperation needs to be 
properly monitored by regulators to minimize non-halal income. Although the income from the 
IB’s investment in BC is used as a social activity, this investment is profitable for CB. It allows CB to 
reinvest in financing that is not permitted by Islamic law.

This paper extends the previous studies on evaluating the risk-taking of Islamic Banks beyond 
the standard risk, which is mainly the particular risk faced by Islamic banks. Research studies on 
risk are not only limited to general types of risks such as insolvency, liquidity, market, and other 
risks. However, this study is expanded by adding shariah compliance risk as a particular risk 
assessment for Islamic banks.

5.3. Limitations
This study measures the ILCR based on non-halal income. Although this non-halal income will be 
used for social activities following regulatory regulations, the income derived from this cooperative 
transaction between the IB and CB can erode the trust of IB customers. Therefore, this collabora
tion must be done carefully. We also suggest that future researchers develop other indicators to 
measure the ILCR.
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Abstract: Corporate governance is one of the crucial elements of any corporation development as it plays roles to strategize 

and promote principles of accountability, fairness and transparency. Nevertheless, it is observed that there is not much 

discussion or literature on the issue of corporate governance from the Islamic standpont. It is strongly indicated that any Islamic 

corporation needs to have a strong governance model and proper strategies that will stimulate the adoption of solid and operative 

corporate governance within the Islamic paradigm. Current study is envisioned to offer an overview on the concept, principles 

and model of corporate governance from Islamic standpoint focuses on the governance framework of Islamic institutions. 

 

Key words: Corporate governance, Islam, Tawhid, Shura, Stakeholders. 

 

1. Introduction 

 

According to O’Sullivan (2000), prior to 1997 the research carried out on corporate governance around the 

world was negligible. However, the failure of several famous names (e.g. WorldCom, Enron and Parmalat) and 

the crisis that swept the financial markets and economies of the major Asian countries in 1997 that have occurred 

in the last twenty years led to questions over the importance and significance of good corporate governance 

practices. Therefore, interest in corporate governance has grown and attracted considerable attention in the area of 

academic research and public policy in both developed and less-developed countries (Mallin, 2004; Sternberg, 

2004; Okike, 2007; Tsamenyi et al, 2007; Mansor, 2015). The objective of this study is to provide the conceptual 

framework of corporate governance in Islamic perspectives. The initial study submits that Islam presents 

distinctive values and special characteristics of corporate governance with aim to uphold and maintain the principle 

of social justice not only to the shareholders of the firm but to the all stakeholders.  

 

2. The concept of corporate governance in islamic perspective 

 

There are not many studies have been carried out in the context of Islamic corporate governance (i.e. Islamic 

financial institutions) to come up with alternative models of corporate governance. The findings from those studies 

seem to recommend that Islamic corporation may adopt a totally different model of corporate governance or to 

adopt and adapt the Stakeholder based model as an alternative for its corporate governance framework. The former 

refers to the corporate governance framework based on the principle of consultation where all stakeholders share 

the same goal of Tawhid or the oneness of Allah (Choudury and Hoque, 2004; MICG, 2007; Hasan, 2008) and the 

latter concerns on adopting and adapting the stakeholders’ value system (Chapra and Ahmed, 2002; Iqbal and 

Mirakhor, 2004; Hasan, 2008).  

 

In the Islamic context, the stakeholders interest is beyond the financial return or profit maximization; it covers 

the element of ethic, Shari’ah or Islamic law and principle of Tawhid i.e. the oneness of Allah (Hasan, 2008). To 

address the issues, the rest of this paper is organized as follow: Subsection 2.1 discusses the Tawhid and Shura 

based model and Subsection 2.2 explain the Stakeholders based model.   

 

2.1 Tawhid and Shura Based Model 

 

According to Choudury, an Islamic corporation is a legal entity where the principle and proportionate of the 

firm’s shares owned by the shareholders based on equity participation and profit sharing ratios. Meanwhile, 

governance of corporation deals with legal and organizational structures that control the internal governance of a 

firm with an objective to define and attain an objective criterion by way of understanding the relations between 

variables supported by policies, programs and strategic coalition (Choudury and Hoque, 2004; Kasri, 2009). As an 

Islamic corporation, it has to have a distinct corporate governance values that enable to differentiate it with the 

western concept of corporate governance (Raju, 2021).  

 

There are four principles and instruments governing Islamic governance i.e. extension of Tawhid unity of 

knowledge through interactive, integrative and evolutionary process to the interacting environing factors, the 
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principle of justice, the principle of productive engagement of resources in social and the principle of economic 

activities and recursive intention amongst the above stages (Chetty and Phung, 2018). All of these principles are 

the main premises of the Islamic corporate governance where the Shari’ah rules embedded in al-Quran and al-

Sunnah make the Islamic corporation market driven and at the same time uphold the principle of social justice 

(Choudury and Hoque, 2004; Kasri, 2009). Figure 2.1 illustrates the Tawhid and Shura based corporate governance 

model as summarized by Choudury. 

 

  
Figure 2.1 Tawhid and Shura based model (Choudury) 

 

Figure 2.1 shows that the functional roles of corporation are working through the Shari’ah rules. The principle 

of Tawhid derives important concept of khilafah, and justice or equilibrium. The stakeholders as khilafah of Allah 

have fiduciary duty to uphold the principle of distributive justice through the Shuratic process. Here, the practice 

of Shura is an obligation (Chapra 1992; MICG, 2007). The constituent of Shura provides broadest possible 

stakeholders participation in the affairs of the state including corporation either directly or through representatives. 

There are two main institution involved in the above process of corporate governance namely the Shari’ah board 

and the constituent of shura’s groups of participants i.e. all the stakeholders. In determining the Shari’ah scope, 

the institution of Shari’ah board comes into a picture and it plays critical role to ensure that all corporation activities 

are in line with the Shari’ah principles (Hasan, 2008; MICG, 2007).  

 

Furthermore, the shareholders also play a significant role as dynamic participants and conscious stakeholders 

in the decision making process and policy framework by considering the interest of direct and indirect stakeholders 

rather than only focusing on maximizing their profit (Raju, 2021). The other stakeholders including community 

should also play their roles to provide mutual cooperation to protect the interest as a whole and to stimulate the 

social wellbeing function for social welfare. All of these processes are centered on toward satisfying the final 

objective of Islamic corporate governance of complementing the private and social goals through upholding the 

principle of distributive justice (Choudury and Hoque, 2004; MICG, 2007; Hasan 2008).  

 

2.2 Stakeholders Based Model   

 

Iqbal and Mirakhor (2004) suggested that the corporate governance model in Islamic economic system is a 

stakeholder based model in which the governance style and structures protect the interest and rights of all 

stakeholders rather than the shareholders per se. The definition of stakeholders refer to those who have active 

participation in the decision making process but it also includes non-investor or non-owner stakeholders i.e. any 

party who has direct or indirect participation in the corporation. Their major arguments are based on two imperative 

concepts of Islamic law namely principle of property rights and commitment to explicit and implicit contractual 
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agreements that govern the economic and social behavior of individuals, society and state. These two principles 

provide strong defense for the opinion of classifying Islamic corporate governance as a stakeholder based model 

(Iqbal and Mirakhor, 2004; Hasan, 2008).   

 

The principle of property rights in Islam clearly provides an inclusive framework to identify, recognize, respect 

and protects interest and rights of every individual, community, corporation and the state (Raju, 2018). In fact, 

rights of ownership, acquisition, usage and disposition of the property itself are considered as property (al-mal) 

which has beneficial use and value. In term of the rights of ownership, Islam affirms that Allah is the sole owner 

of property and human being is just a trustee and custodian in which it suggests the recognition to use and manage 

the properties in accordance with Shari’ah rules (Iqbal and Mirakhor, 2004: Hasan, 2008). There are many verses 

of al-Quran mentioned the principle of property rights and one of them is in surah 57:7 Allah says: Believe in 

Allah and His Messenger and spend of that whereof He made you trustee”. The implied meaning of this verse lays 

down the principle of property’s ownership where the mankind is only regarded as a trustee of God. In brief, the 

concept of property rights in Islam is based on these fundamental principles i.e. the rights on the property is 

subjected to Shari’ah, the enjoyment of rights to property is balanced with the rights of society and the state, every 

individual, society and the state is stakeholders and the recognition of rights of stakeholders by Islamic law (Iqbal 

and Mirakhor, 2004; Hasan, 2008).  

 

Contractual framework is also very exclusive in Islam. In al-Quran surah 5:1 Allah clearly reminds the Muslims 

on the principle of fulfilling each of their contractual obligations where He says: “O you who believe, fulfill 

contracts”. This verse presents a basic foundation the notion of contract that every individual, society, corporation 

and the state are bound by their contracts which defines the rights and obligations of the parties. In relation with 

the issue on corporate governance, each stakeholder has duty to perform his contractual obligations in accordance 

with the term stipulated in the contract directly or indirectly. For example, the shareholders has duty to provide 

business capital, the management to manage and run the business, the employees to perform their respective duties 

and the state to ensure enforceability of the contracts in case of violation by any party. All of these duties arise 

through contractual framework and they are subjected to the rules of Shari’ah (Iqbal and Mirakhor, 2004; Hasan, 

2008; Kasri, 2009; Azahari, 2018).  

 

Figure 2.2 depicted the Islamic corporate governance based on stakeholders model. It presents an impression 

on the stakeholders’ model for Islamic corporate governance which is preoccupied by two fundamental concepts 

of Shari’ah principles of property rights and contractual frameworks. The governance of any Islamic corporation 

is ruled by Shari’ah where all the stakeholders including the shareholders, the management, other stakeholders 

such as the employees, the suppliers, the depositors and the community (Iqbal and Mirakhor, 2004; Hasan, 2008). 
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Figure 2.2: Islamic corporate governance based on stakeholders model 

 

The roles of Shari’ah board are to advise and supervise the operation of the corporation to ensure that it 

complies with the Shari’ah principles. The board of directors representing the shareholders has duty to monitor 

and oversee overall business activities. On the other hand, the corporation managers have fiduciary duty to manage 

the corporation as a trust for all the stakeholders and not for the shareholders alone. The other stakeholders such 

as employees, depositors, customers have duty to perform all of their contractual obligations (Iqbal and Mirakhor, 

2004; Hasan, 2008).  

 

In addition, the state as a stakeholder will be the external institution to provide regulatory framework and its 

enforcement. Based on the earlier discussion, the notion of classifying Islamic corporate governance as 

stakeholders based model is premised on two fundamental concepts namely the principle of property rights and 

the principle of contractual obligations. Hence, there are two tests to determine any individual to qualify as a 

stakeholder, firstly, whether the individual or group has any explicit and implicit contractual obligations and 

secondly, whether the one whose property rights are at risk due to business exposure of the corporation (Iqbal and 

Mirakhor, 2004; Hasan, 2008). 

 

3. Conclusion  

 

Current study offer an overview on the concept and principles of two different Islamic corporate governance 

models namely: Tawhid and Shura based model and Stakeholders based model. The Tawhid and Shura based 

model combines the element of Tawhid, Shura, interactive, integrated and evolutionary process, Shari’ah rules or 

Islamic law and maintains the private goal without ignoring the duty of social welfare. On the other hand, the 

stakeholders based model governance style aims at protecting the stakeholders as a whole. In considering an 

Islamic interpretation of the definition of the stakeholders, it enhances the interpretation beyond to those participate 

in governance of the corporation to the religion of Islam itself. Therefore, the corporate governance model from 

Shari’ah standpoint considers Islam as the supreme stakeholders beside the other stakeholders’ entity. The concept 

of Islam as the sovereign stakeholder affects the structure of the corporate governance system where it puts the 

Shari’ah as the governing law of all affairs of the corporation in which leads to the establishment of the Shari’ah 

Board as part of the corporate governance institutions.  
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A B S T R A C T

This paper examines whether the Islamic law (Shariah), corporate governance and growth opportunities affect dividend policy. Using a sample of
2125 firm-years for companies listed on the Indonesia Stock Exchange (IDX) over the period of 2012–2016, we find evidence that Shariah-compliant
firms (SCFs) have higher dividend payouts, mainly driven by insider ownership and external large ownership. In addition, institutional ownership of
SCFs plays a strong role in corporate governance since it is negatively related to dividend payouts when firm growth is high while this relationship
becomes positive when firm growth is low. These results suggest that the Islamic law is an important factor affecting dividend policy in Islamic
countries.

1. Introduction

The Islamic world is mysterious to most people on earth based on a religious system which has the characteristics of emphasizing
self-regulation and strict religious laws. Over the past two decades, the growth of the Islamic economy has played an important role in
promoting Islamic corporate governance system such as the publication of the Islamic Principles of Corporate Governance (IPCG).
However, the subject of corporate finance in the Islamic world has so far been underexplored in previous research. Firm managers in
Islamic countries not only have to maximize shareholder wealth but also follow the Islamic principles of the Shariah (Safieddine,
2009). In the Islamic world, Allah is perceived as the ultimate owner of everything on earth as well as in the heavens, which affects
business expectations. Agency relationships, and also agency problems, are therefore more complicated in Islamic countries, espe-
cially for Shariah-compliant firms (hereafter, SCFs). Therefore, the unique agency problems resulting from the managerial obligations
to obey the Shariah (Islamic law) need further exploration.

Indonesia, the most heavily-populated Islamic country, is also one of the fast-growing countries in emerging markets. Indonesia's
benchmark Jakarta Composite Index rose 19.99% in 2017, reaching a new all-time record high.1 Moreover, Indonesia, the largest
nation in the Association of Southeast Asian Nations (ASEAN), has a vast domestic market of more than 260 million people and its
capital market has become one of the top three stock markets in Southeast Asia. Therefore, Indonesia is on the track to become a
major economic power following China and India. However, its legal environment and institutions are still not well-established, and
shareholder protection is weak. In addition, even though some previous studies have examined Islamic financial institutions, few
have explored the corporate finance issues of traditional industries in Islamic countries. Finally, the co-existence of SCFs and NSCFs
(non-Shariah-compliant firms) in the Indonesia stock market provides another unique institutional setting for investigating the effect
of the Shariah on corporate financial policy. This is the reason why we have chosen to study the issue of corporate finance in the
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Indonesia stock market.
Dividend policy is one of the most important business decisions since it affects the internal financing of a firm. High dividends

increase the possibility that a firm has to raise funds externally. A financially constrained firm therefore may lower its dividend
payouts (Chae et al., 2009). Denis and Sibilkov (2009) find that whether and how much a firm retains its earnings is mainly
determined by investment opportunities and financial constraints, and the external environment thus plays an important role in the
dividend policy of a firm. Although there have been numerous studies examining dividend policy, most of them have focused on
developed countries. In emerging markets, such as Indonesia's, financial systems and institutions are less well established, in-
formation disclosure is less regulated and investors are thus less protected. As a result, agency problems could be severe and external
financing is difficult, which hinders firm growth and economic development in these markets. This study investigates the relationship
between the Islamic law, corporate governance, growth opportunities and dividend policy to shed light on the influence of the
Shariah and growth opportunities on dividend policy in Indonesia, a fast-growing large emerging market.

The following research questions are discussed in this study: Does the Shariah (Islamic law) affect dividend policy in Indonesia?
What role does corporate governance play in dividend decisions? Do the agency models of dividend behaviors proposed in previous
studies adequately explain the dividend policy in the Indonesia stock market?

The findings show that, even after controlling for the limitations of financial ratio imposed by the Shariah screening criteria, SCFs
still pay higher dividends than do NSCFs. In addition, it should be noted that primary drivers of the higher dividend payouts for SCFs
are insider ownership and external large ownership. It is suggested that insider shareholders and external large shareholders push
managers to pay higher dividends whether firm growth is high or low. Furthermore, institutional ownership of SCFs plays a strong
role in corporate governance because it is negatively associated with dividend payouts when firm growth is high while this re-
lationship becomes positive when firm growth is low. Overall, the findings imply that in the Indonesia stock market, Islamic law does
affect firm dividend policy in terms of ownership structure. Finally, how the ownership structure affects dividend policy is dependent
on the identity of the shareholders.

One possible problem in this study is the endogeneity issue where omitted variables could drive the effect of the Shariah on
dividend payouts, thereby distorting our results. We deal with this concern in two ways. First, following Chen et al. (2017), we utilize
propensity score matching (PSM) to identify the NSCFs, which are otherwise the same as our SCFs. Second, we apply fixed effects in
all specifications, similar to the strategy used by Yildirim et al. (2018). Another problem is that our dependent variable, dividend
payout is censored at zero for firms that do not pay dividends. We thus also use Tobit regression as a robustness check. Finally, we use
dividend yield as an alternative proxy for dividend policy. Our main results are robust to alternative proxy and specifications.

This study makes the following contributions: First, it extends the literature on corporate governance. Most previous work focused
on corporate governance for dealing with the agency problems between management and stockholders or that between majority and
minority shareholders (Claessens et al., 2002; Klapper and Love (2004), Sawiki, 2009; Chae et al., 2009; and Jiraporn et al., 2011),
while this study examines the involvement with more stakeholders, especially assuming the influence of God, Allah. Our findings
show that the Shariah moderates the relation between corporate governance and dividend payouts. That is, corporate governance
plays a different role in SCFs than in NSCFs. Second, this study is an extension of the work of Farooq and Tbeur (2013) and Guizani
(2017), who document a positive and significant effect of the Shariah on dividend payouts, even after controlling for all financial
ratios which are imposed restrictions on SCFs in the Shariah screening process. In this study, we find that the positive and significant
effect of the Shariah on dividend payouts is mainly driven by insider ownership and external large ownership of SCFs. Third, this
study adds to the research on agency models of dividends. La Porta et al. (2000) and Mitton (2004) propose the outcome and
substitute models to explain dividend policy and they utilize rough proxies for investor protection and corporate governance
strength.2 In this study, we use individual corporate governance variables, including board characteristics and ownership structure.
Therefore, we investigate in more detail about the determinants of dividend policy and find that, at the corporate level, which model,
the outcome or the substitute, is supported depends on the shareholder identity. Finally, we examine the effect of corporate culture on
economic behavior, specifically, on dividend policy. We find that risk aversion could be a factor affecting the dividend policy of firms
listed on the IDX.

The rest of this paper is organized as follows. The literature review and hypotheses development are discussed in Section 2. The
research methods are described and the descriptive statistics are briefly interpreted in Section 3. Section 4 presents the empirical
results, and Section 5 provides some concluding remarks.

2. Literature review and hypotheses development

In this study we address the following research questions: Does the Shariah (Islamic law) affect dividend policy in Indonesia?
What role does corporate governance play in dividend decisions? Do the agency models of dividend behaviors proposed in previous
studies adequately explain the dividend policy in the Indonesia stock market?

We discuss on these issues step by step and build the hypotheses in this section.

2 La Porta et al. (2000) applies dummy variable to represent investor protection, firms in civil law countries or the index of anti director rights is
below the sample median is equal to one, and zero otherwise. Mitton (2004) uses corporate governance rating developed by Credit Lyonnais
Securities Asia (CLSA, 2001) to represent corporate governance at firm level.
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2.1. Shariah screening process, Shariah, and dividend policy

Hayat and Hassan (2017) point out that generally, Muslims are allowed to invest in stocks that meet certain requirements for
being classified as halal.3 The Indonesia Shariah Stock Index (ISSI), which was launched on May 12, 2011, is a composite index of
Shariah stocks listed on the Indonesia Stock Exchange (IDX) and its constituents are Islamic stocks that listed on the IDX and included
on an Islamic Securities List (DES) issued by the OJK.4 According to OJK regulations,5 issuers or public companies must meet the
following financial ratios to be considered as Shariah compliant securities: (1) The ratio of total debt based on interest compared to
total assets should not exceed 45%; and (2) The ratio of total interest income and other non-halal income compared to total operating
income and other income is not more than 10%.6 This Shariah screening criteria of SCFs indicate that the limitation of financial ratio
in Indonesia focuses mainly on debt ratio, which is different from those required by the Dow Jones stock index7 that also includes
restrictions on accounts receivable and cash in addition to debt limitation.

Farooq and Tbeur (2013) examine the dividend policies of both SCFs and NSCFs based on a sample from the MENA region.8

Guizani (2017) investigates how Shariah-compliance mitigates the agency cost of free cash flow by using dividend policy.9 The
findings of both studies indicate that SCFs offer higher dividend payouts than NSCFs and the Shariah (Islamic law) variable is still
significant at conventional levels after controlling for the limitations of financial ratio10 imposed on SCFs. Therefore, there must be
some other factors, in addition to the financial characteristics imposed on SCFs, which cause SCFs to pay higher dividends.

Indonesia is an emerging market, where the laws are not strong enough to protect the interests of minority shareholders (Daniel,
2003). Outside investors would thus prefer higher dividends to avoid the likelihood of expropriation by insiders. Whether a firm
actually pays high dividends or not is dependent upon corporate governance. A firm with strong corporate governance would offer
high dividends (Mitton, 2004). In addition, Muslims who see themselves as agents of Allah, or God, are inclined to be self-monitoring
and act more like stewards (Kasim et al., 2013; Larbsh, 2015). We thus postulate that both strong corporate governance and managers
acting as stewards may lead SCFs to offer higher dividends compared to NSCFs and propose the following hypothesis:

H1. : SCFs pay out higher dividends than do NSCFs.

In order to identify the factors causing SCFs to offer higher dividends than NSCFs, we next address this issue by taking into
consideration of corporate governance.

2.2. Corporate governance and dividend policy

Conflicts of interest between insiders and outsiders often arise in firms and the insiders who control resources can use these
resources to benefit themselves at the expense of the interests of outside investors. For instance, insiders can divert corporate assets to
themselves through theft, excessive salaries or non-profitable investments (La Porta et al., 2000). One way to solve this problem is a
legal system which gives outsiders the power to prevent their investment from being expropriated (La Porta et al., 2000). In addition,
dividend payouts are also helpful in mitigating agency problems (La Porta et al., 2000) because this can reduce the free cash flow,
thereby reducing the opportunities for managers to waste firm resources. Moreover, higher dividend payments increase the prob-
ability of firms raising funds from external capital markets, thus exposing them to the monitoring of outside investors (Easterbrook,
1984, and La Porta et al., 2000).

Mitton (2004) argues that in emerging markets, where legal protection of minority shareholders' interests is weak, outside
shareholders would strongly prefer dividends, if they consider there to be a high risk of expropriation by insiders. Furthermore,
whether firms really pay out high dividends or not would depend on the type of corporate governance, because strong governance
can force managers to offer higher payouts, thereby lowering the free cash flow and preventing waste by managers. Jiraporn et al.
(2011) propose the following outcome and the substitute hypotheses: the former argues that managers in firms with weak corporate
governance may hold onto cash for perquisite consumption and empire building at the expense of shareholders. In contrast, managers
in firms with strong corporate governance have less opportunity to misuse the free cash flow and are therefore more likely to pay out
cash to shareholders. As a result, firms with strong governance should offer higher payouts. Regarding the substitute hypothesis,
Jiraporn et al. (2011) argue that weak governance firms are perceived to have more severe free cash flow problems because en-
trenched managers are more likely to use cash for perquisite consumption, empire building or bad investments at the expense of

3 Halal here means permissible by Islamic law, the Shariah (Hayat and Hassan, 2017).
4 OJK (Otoritas Jasa Keuangan) is an Indonesian government agency which regulates and supervises the financial services sector (https://en.

wikipedia.org/wiki/Financial_Services_Authority_(Indonesia)).
5 OJK Regulation, No. 35 / POJK.04/2017 about Criteria and Issuance of Shariah Securities List.
6 Number of Shariah compliant securities reaches all-time high in Southeast Asia (Islamic Finance News, www.chinagoabroad.com/.../number-of-

shariah-compliant-securities-re.)
7 The Shariah screening criteria of the Dow Jones Islamic Index include: (1) A firm's revenue from unethical business activities has to be less than

5%; (2) Both debt to market value of equity and cash to market value of equity must be less than 33%; and (3) The ratio of accounts receivable to
market value of equity must be lower than 49%.

8 The MENA region as defined here includes Morocco, Egypt, Saudi Arabia, the United Arab Emirates, Jordan, Kuwait, and Bahrain.
9 The sample firms are from Saudi Arabia, Bahrain, Kuwait, Qatar, the United Arab Emirates and Oman.
10 The financial limitations in the Islamic countries covered by the two studies are the same as those for the Dow Jones stick index, that is,

leverage, accounts receivable ratio and cash ratio.
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shareholders. High dividend payment is therefore more necessary for these firms to lower their cash holdings, thereby reducing the
opportunity for managers to waste resources. In contrast, firms with strong corporate governance are expected to retain as much cash
as possible, to maintain lower payouts. This is because dividend payment incurs other costs such as giving up profitable projects or
making it necessary to raise costly external funds, especially for firms faced with numerous growth opportunities and insufficient
internally generated cash flows (Jiraporn et al., 2011).

Specifically, legal protection of minority investors is weak in Indonesia, and according to Jiraporn et al. (2011), the outcome and
substitute hypotheses can be used to explain the relationship between dividend policy and corporate governance at the corporate
level. In the Indonesia stock market, which hypothesis works best is still an open question. This leads to the second hypothesis:

H2. Dividend policy in Indonesia follows the outcome (substitute) model.

2.3. The effect of islamic law on the relationship between corporate governance and dividend policy

In Indonesia, listed firms are classified into two categories - Shariah-compliant and non-Shariah-compliant, with the former having
to follow the Shariah (Islamic law) when conducting business. The latter, on the other hand, only have to abide by corporate law. It is
thus important to examine whether the Shariah moderates the relationship between corporate governance and dividend policy.

Corporate governance in Indonesian listed firms is weak. Daniel (2003) points out that most of the non-financial companies listed
on the IDX (Indonesia Stock Exchange) are heavily-burdened with debt,11 leading them to especially vulnerable to insolvency. In
addition, ownership of most listed firms is concentrated, especially in the hands of families. Therefore, it is very common that
controlling shareholders will benefit themselves at the expense of the interests of minority shareholder. Furthermore, the pyramidal
structure of group companies12 increases the information asymmetry between firm management and outsiders. Moreover, cross-
shareholdings in Indonesia harm the fairness of transaction because this leads to the development of monopolies.13 Finally, neither
the board of directors nor the board of commissioners is effective because the former often works for controlling shareholders'
interests and the latter commonly lacks the necessary abilities and/or cannot maintain the independence to carry out their duties.

Now, we take the Shariah into consideration. In Islam, at least in theory, God is the only owner of all things in the world, thus
human beings are just agents or guardians who are allowed to use and manage these properties following the principles of the Shariah
(Iqbal and Mirakhor, 2004; Hasan, 2009). Lewis (2005) argues that, in Islam, the main source of authority and the premise of
accountability are steered by the Shariah, the legal system derived from the Holy Quran and the Sunnah.14 All believers' behavior
must conform to the Shariah and the ethical standards rooted in Islamic principles (Lewis, 2005). Traditionally, corporate governance
is based on the agency theory, in which, agents are regarded as self-serving and thus need to be monitored and disciplined. And,
cheating is thought to be due to weak external law enforcement or poor corporate governance. In contrast, for Muslims, in theory,
agents play the role of stewards who work in the best interest of their principals. Each individual has a “self-monitoring duty”, where
the individual is held accountable to God and to himself (Kasim et al., 2013; Larbsh, 2015). Morality is at the heart of the Islamic
revelation (Aldohni, 2014) and cheating is thought to be a moral problem, which requires internal courage to conquer it. Čornanič
et al. (2018) argue that religion would positively affect managerial work ethics and their intrinsic motivation to exert effort. We thus
infer that managers of SCFs will be self-monitoring and act more like stewards, being just, fair and honest.

In addition, Volonté (2015) finds that companies operating in predominantly Protestant counties tend to have higher board
independence and better monitoring of management, supporting the view that corporate governance is better in regions where
individual accountability is emphasized. Aldohni (2014) argues that morality is fundamental to the Islamic revelation and that the
fear of God's retribution for misbehavior may gain better compliance with morally steered religious rules. In other words, religious
values may help with the development of an ethical governance system for firms to follow in doing business. We thus posit that SCFs
should have a better corporate governance mechanism than NSCFs.

We postulate, based on the above, that SCFs attract self-monitoring managers, who work as stewards, and also have better corporate
governance mechanisms, thereby leading to a different dividend policy compared to NSCFs. We thus arrive at the following hypothesis:

H3. The Shariah moderates the relationship between corporate governance and dividend policy.

3. Research methods

3.1. Source and sample screening

This study uses a sample of Indonesian listed firms as a research sample. The source is taken from Eikon with Datastream for

11 Their debt to equity ratio, on average, is 10, much higher than the normal level of 5 (Daniel, 2003).
12 The group companies in Indonesia create a holding company to hold a handful of sub holding companies, which control companies in different

industries (Daniel, 2003).
13 The Indonesian authorities set no limitations on cross-shareholdings (Daniel, 2003).
14 Sunnah is the body of traditional social and legal custom and practice of the Islamic community, based on the verbally transmitted record of the

teachings, deeds and sayings, silent permissions (or disapprovals) of the Islamic prophet Muhammad, as well as various reports about Muhammad's
companions. (Wikipedia, https://en.wikipedia.org/wiki/Sunnah)
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Office (formerly Datastream), an online database developed by Thomson Financial which provides databases for more than 60
markets and 175 countries worldwide. Meanwhile, the information about board size, board independence, ownership structure and
industry data are collected manually from the annual reports of Indonesian listed companies in the Indonesia Stock Exchange (IDX).

The sample period for this study is from 2012 to 2016. Considering that the financial structure and investment behavior of the
financial industry are different from other industries, the insurance, banking, and securities industries are excluded from the sample.
Further, to deal with outliers, we winsorize the data by 1% of the top-and-bottom of all continuous variables. The final sample
consists of 2125 firm-years observations of listed companies with 371 firms having Islamic stocks.

3.2. Research methods and models

3.2.1. Research methods
This study first uses narrative statistics to describe the distribution and sample characteristics. Next, the hypotheses are modeled

and analyzed with panel data regression analysis, and finally the robustness analyses are conducted.

3.2.2. Study model
Firstly, to assess the influence of the Shariah on dividend policy, we estimate the following model:

= + + + + +Payout c Shariah Control Firm Fixed Effects Year Fixed Effectsi,t 1 i,t 2 i,t 1 i,t (1)

Where Shariah is a dummy variable which is set to one if the firm has Shariah stock and zero otherwise. In addition, we use
control variables which include Islamic criteria: the ratio of receivable to total assets (Receivable ratio), the ratio of book value of
debt divided by the book value of total assets (Leverage), and the ratio of cash to total assets (Cash ratio). We also add Tobin's Q
which is calculated as the sum of the market value of equity and book value of liabilities divided by total assets (Tobin's Q); firm size
is measured by taking the natural log of total assets (Firm size) and profitability is the ratio of earnings before interest and tax divided
by the book value of total assets (ROA). Finally, we add year and industry dummies to the model following previous studies (Chae
et al., 2009; Alzahrani and Lasfer, 2012; Ferreira et al., 2010; Hwang et al., 2013; Zheng and Ashraf, 2014; and Hayat and Hassan,
2017).

We then include corporate governance which consists of the variables of board characteristics (board size and board in-
dependence)15 and ownership structure (institutional ownership, government ownership, insider ownership, and external large
ownership). Finally, we use control variables which also include the Shariah screening criteria, along with year and industry
dummies. The regression model utilized in this study is as follows:

= + + + + + +cPayout Shariah CG Control Firm Fixed Effects Year Fixed Effectsi,t 1 i,t 2 i,t 3 i,t 1 i,t (2)

Where the dependent variable (Payout) is the ratio of cash dividends per share to earnings per share; Shariah is a dummy variable
which is set to 1 if the firm has Shariah stock and zero otherwise. The variables of interest are corporate governance (CG) which
consists of board size (the number of board members, including those in the board of directors and in the board of commissioners),
board independence (the ratio of the number of independent board members to the total number of board members), institutional
ownership, government ownership, insider ownership (the ownership of board members, including directors and commissioners),
and external large ownership (the proportion of public share ownership held by the shareholders holding more than 5% of the
outstanding shares). The control variables are Tobin's Q, receivable ratio, leverage, ROA, firm size and cash ratio. Tobin's Q is
calculated as the sum of the market value of equity and book value of liabilities divided by total assets. Receivable ratio is the ratio of
accounts receivable to total assets. Leverage is the ratio of the book value of debt divided by the book value of total assets. Leverage
could be negatively related to dividend payouts since companies with a higher risk of bankruptcy are likely to pay out lower
dividends. Profitability (ROA) is the ratio of earnings before interest and tax divided by the book value of total assets. A profitable
company tends to pay more dividends (Eije and Megginson, 2008). Firm size is measured by taking the natural log of total assets. We
expect this coefficient to be positive, that is, the larger the firm size, the higher the dividend payout. According to Smith Jr and Watts
(1992), larger companies have greater risk-taking capabilities than smaller firms. Therefore, the cost of using external financing
would be lower. In addition, larger firms have less severe financial constraints and have an easier time raising funds from external
capital markets and thus pay more dividends to attract investors' attention. Cash ratio is the ratio of cash to total assets. We expect it
to be positive, indicating that the more cash the company holds, the more dividends it will distribute (Shao et al., 2010). Finally, i and
t, are firm and year, respectively, that is, Firm and Year fixed effects are also included in the model.

Model 3 continues the procedure described in Model 1. The sample is divided into two sub-samples: firms that are Shariah
compliant and non-Shariah compliant. Therefore, the structure of the regression model described in this paper is as follows:

= + + + + + + +Payout c CG Shariah CG Shariah Control Firm Fixed Effects Year Fixed Effectsi,t 1 i,t 2 i,t 3 i,t i,t 4 I,t 1 i,t

(3)

Where the dependent variable (Payout) is the ratio of cash dividends per share to earnings per share; Shariah is a dummy variable:

15 In Indonesia, a dual system is used, in which the members of the board of directors are managers and members of the board of commissioners
mainly come from outside. Duality, that is where one person holds the positions of chairpersons of both boards, is not common; in this study it is
only 1%. We thus exclude Duality from the main analysis.
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if the firm that has Shariah stock it is equal to one and zero otherwise. CG represents corporate governance, including board
characteristics (board size and board independence) and ownership structure (institutional ownership, government ownership, in-
sider ownership, and external large ownership). CG*Shariah is the interaction between Corporate Governance (CG) and Shariah.
Finally, Control consists of Tobin's Q, receivable ratio, leverage, ROA, firm size and cash ratio.

3.3. Descriptive statistics

The mean and median values of the variables used in this study for SCFs and NSCFs are reported in Table 1. The t-tests show that,
compared to NSCFs, SCFs have significantly higher payout ratios, providing the evidence of higher dividends for SCFs than for NSCFs.
In addition, among all the corporate governance variables, only board size and government ownership show significant differences
between SCFs and NSCFs. The results indicate that SCFs have larger board sizes and higher government ownership than NSCFs do.
Noticeably, all other independent variables are significantly different from each other between SCFs and NSCFs. In terms of control
variables, SCFs have a higher ROA and lower Tobin's Q compared to the NSCFs, which is consistent with the view of Hilary and Hui
(2009) that, due to their risk-averse corporate culture, religious firms will bypass the projects with more uncertain profitability. They
will also require a higher expected return on investments, leading to a higher ROA but lower growth. Furthermore, it is found that
SCFs have less financial leverage than NSCFs. This must be due to their debt ratio requirement of SCFs. Finally, SCFs have higher
accounts receivable ratios and cash ratios than NSCFs, which is consistent with Hayat and Hassan (2017). One possible reason for the
higher cash ratio is because of the risk-aversion nature of religious firms meaning they tend to hold onto more cash than NSCFs fear of
uncertainty in the future. It could also be that in Indonesia, limitations on accounts receivable and cash ratios are not imposed on
SCFs. This is also consistent with the view that Islamic selection might generally influence firms through leverage and sector screens
(Hayat and Hassan, 2017).

The results for non-parametric tests are all the same as those of the t-tests except that board independence turns out to be
significantly positive. Overall, the above results show that SCFs and NSCFs differ in most independent variables, suggesting that these
two types of firms have different characteristics and it is necessary to control for these variables when analyzing dividend policy.

Simply comparing the overall dividend payouts between SCFs and NSCFs is not enough to understand the real effect of the Islamic
law on dividend policy since opposing effects can be cancelled out. This study thus further conducts multivariate analysis controlling
for other factors, such as corporate governance, growth opportunities and the financial requirements specified by Shariah authorities.

Table 1
Mean and median values of the variables for Shariah and Non Shariah firms.

Variable Mean Median Differences

All SCFs NSCFs All SCFs NSCFs t-Test Mann-Whitney U

PAYOUT 0.1472 0.1628 0.1028 0.0000 0.0000 0.0000 0.0601 *** 295,734.5000 ***
Board size 9.0500 9.2100 8.5700 8.0000 9.0000 8.0000 0.6440 *** 323,192.0000 ***
Board independence 0.2317 0.2300 0.2364 0.2222 0.2222 0.2308 −0.0064 331,921.5000 **
Institutional ownership 0.6474 0.6488 0.6435 0.7040 0.7000 0.7051 0.0053 370,550.0000
Government ownership 0.0213 0.0243 0.0130 0.0000 0.0000 0.0000 0.0112 * 286,833.5000 **
Insider ownership 0.0252 0.0253 0.0248 0.0000 0.0000 0.0000 0.0006 321,324.0000
External large ownership 0.0686 0.0717 0.0597 0.0000 0.0000 0.0000 0.0120 374,353.5000
Tobin's Q 1.8703 1.7378 2.2551 1.1790 1.1584 1.2418 −0.5173 *** 310,043.0000 ***
Receivable ratio 0.1393 0.1441 0.1256 0.1050 0.1120 0.0867 0.0185 *** 344,009.0000 ***
Leverage 0.4574 0.4217 0.5705 0.4622 0.4270 0.6203 −0.1488 *** 184,494.0000 ***
ROA 0.0523 0.0643 0.0167 0.0633 0.0676 0.0412 0.0476 ** 259,911.5000 ***
Firm size 15.9789 15.5181 17.3082 20.3317 20.2451 20.4950 −1.7901 *** 305,651.0000 **
Cash ratio 0.0637 0.0668 0.0549 0.0348 0.0376 0.0273 0.0119 ** 204,601.0000 ***

*, **, *** represent significance at the 10%, 5%, and 1% levels (2-tailed), respectively. This table reports the mean and median of Indonesia listed
firms, Shariah and non Shariah, set from 2012 to 2016. The dependent variables (PAYOUT) is the ratio of cash dividends per share to earnings per
share. The main variables include Corporate Governance Indicator (CGI) and Ownership Structure (OWN). CGI consists of Board size, and Board
independence. Board size is the number of boards, including board of directors and board of commissioners. Board independence is the ratio of the
number of independent member of boards to total number of boards. OWN consists of Institutional ownership, Government ownership, Insider
ownership, and External large ownership. Institutional ownership is the number of institutional ownership shares. Government ownership is the
number of government ownership shares. Insider ownership is the number of insider ownership shares. External large ownership is the proportion of
public shareholders more than 5%. The control variables are Tobin's Q, Receivable ratio, Leverage, ROA, Firm size and Cash ratio. Tobin's Q is
calculated as the sum of market value of equity and liabilities divided by total assets. Receivable ratio is the ratio of receivable to total assets.
Leverage is the ratio of book value of debt divided by the book value of total assets. Profitability (ROA) is the ratio of earnings before interest and tax
divided by the book value of total assets. Firm size represents firm size, measured by taking the natural log of total assets. Cash ratio is the ratio of
cash to total assets.

N. Imamah, et al. Pacific-Basin Finance Journal 55 (2019) 110–126

115



4. Empirical results

In this section, we first analyze the effect of the Shariah law and the financial ratios limited by the Shariah screening criteria on
dividend payouts. Then, we incorporate corporate governance into the analysis. In addition, the interactions between the Shariah and
corporate governance variables are considered. Furthermore, the role that growth opportunities play is examined, and, finally, risk
will be included in the analysis.

4.1. The effect of the Shariah screening criteria and Shariah on dividend payouts

The results in Column I of Table 2 represent the influence of the Shariah on dividend payouts. It can be seen that the coefficient on
Shariah is positive, indicating that SCFs pay higher dividends than NSCFs, but it is insignificant at conventional levels. The coeffi-
cients on the accounts receivable ratio, ROA and firm size are all significantly positive, suggesting that firms with higher accounts
receivable, more profitability and bigger size pay higher dividends. However, the coefficient on leverage is significantly negative,
which is consistent with Jensen's (1986) findings that debt can be an effective substitute for dividends in reducing the agency costs of
free cash flow.

Denis and Sibilkov (2009) document that one of the main determinants for a firm to retain its earnings is investment opportu-
nities. We thus test the interaction of Tobin's Q with Shariah to see whether there is a difference in dividend policies between SCFs
and NSCFs when growth opportunities are considered. The results, presented in Column II, show that the coefficient on Tobin's Q is
insignificant at conventional levels while that on Tobin's Q*Shariah is negative and significant at the 10% level. Interestingly, the
coefficient on Shariah is now positive and is significant at the 5% level and the positive effect of the Shariah on dividend payout is not
driven by leverage or other Shariah financial screening criteria. This result is consistent with that of Farooq and Tbeur (2013) as well
as that of Guizani (2017) and supports our hypothesis1 that SCFs have a different dividend policy than do NSCFs. In addition, SCFs
generally prefer to retain more earnings than NSCFs when growth opportunities are high. This result is consistent with Mitton (2004)
who finds a negative relationship between dividends and growth opportunities in firms with stronger corporate governance.

In order to investigate the role which corporate governance plays in dividend policy, we next include the corporate governance
variables in the regression.16 The results are discussed in the following subsection.

4.2. The influence of corporate governance on dividend Payouts

The results of the regression analysis with the Shariah, corporate governance and control variables included are reported in
Column III of Table 2. In this study, corporate governance is comprised of board characteristics (board size and board independence)
and ownership structure (institutional, government, insider and external large ownership). The coefficients on board characteristics,
including board size and board independence, are both positive but insignificant at conventional levels, indicating that either the
outcome or the substitute model may not be able to explain the dividend policy of the IDX in terms of board characteristics. Fur-
thermore, the coefficient on government ownership is positive and significant at the 10% level. This result appears to suggest that
government as an investor pushes firm managers to pay higher dividends due to the weak legal protection of minority shareholders'
interests in Indonesia's capital market. Therefore, the outcome model seems to be supported in relation to government ownership.
This result is consistent with the finding of Mohd Ghazali (2010). In the study of Malaysian companies, Mohd Ghazali (2010)
documents that among the corporate governance variables, including board characteristics and ownership structure, only govern-
ment ownership and foreign ownership are significantly related to firm performance.

The other ownership structure variables, the coefficients on institutional ownership and external ownership are both negative,
while the coefficient on insider ownership is positive, but all are insignificant at conventional levels. This result also suggests that
either the outcome or the substitute model may not be able explain the dividend policy of the IDX with regard to these three
ownership structure variables. Furthermore, the coefficient on leverage is negative and significant at the 1% level, suggesting support
for the substitute model with regard to financial leverage as a corporate governance mechanism. Finally, the coefficient on Shariah is
still positive and significant at the 10% level.

To sum up, the findings above show that SCFs still pay higher dividends, as evidenced by the significant positive coefficient on the
Shariah, even after controlling for corporate governance and other relevant variables. In addition, government ownership has a
positive effect on dividend payouts, lending partial support to Hypothesis1, that dividend policy in Indonesia follows the outcome
model of corporate governance in terms of government ownership.

As noted above, in Indonesia, listed firms are classified as either SCFs or NSCFs. We therefore postulate that the findings that most
corporate governance variables cannot explain the dividend policy of the IDX in this subsection may be because of the offset effect
resulting from the SCFs and NSCFs. In other words, corporate governance may play a different role in these two types of firms. We
thus next examine whether the influence of corporate governance on dividend payouts is varied across SCFs and NSCFs.

16 In Indonesia, a dual system is used, in which members of the board of directors are managers while members of the board of commissioners
mainly come from outside the company. Duality is not common. In this study it is only 1%. We thus exclude duality from the main analysis. The
results are similar when duality is included in the analysis.
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Table 2
Shariah (Islamic Law), corporate governance and dividend payout.

Variable I II III IV

C 0.1205*** 0.1127*** 0.0767 0.1214
(27.1540) (12.9390) (1.1399) (1.6131)

Shariah 0.0042 0.0131** 0.0153* −0.0497
(0.3642) (1.8982) (1.9484) (−1.1280)

Board size 0.0055 0.0018
(1.1407) (0.5953)

Board independence 0.0092 −0.0070
(0.1009) (−0.0415)

Institutional ownership −0.0253 −0.0345
(−0.9202) (−1.0998)

Government ownership 0.0977* 0.0624
(1.9236) (0.8467)

Insider ownership 0.0524 −0.2074
(0.4723) (−1.3016)

External large ownership −0.0062 −0.0387
(−0.0639) (−0.3805)

Board size*Shariah 0.0049
(1.2719)

Board independence*Shariah 0.0187
(0.1798)

Institutional ownership*Shariah 0.0116
(0.5805)

Government ownership*Shariah 0.0542
(0.5025)

Insider ownership*Shariah 0.2954*
(1.8644)

External large ownership *Shariah 0.0521
(0.8013)

Tobin's Q −0.0029 0.0011 0.0015 0.0014
(−0.8043) (0.1849) (0.3105) (0.3059)

Tobin's Q *Shariah −0.0051* −0.0066** −0.0063***
(−1.6723) (−2.1636) (−2.9942)

Receivable ratio 0.0554** 0.0559** 0.0527* 0.0586**
(2.1091) (2.1509) (1.8660) (2.0125)

Leverage −0.1003*** −0.1025*** −0.1003*** −0.1029**
(−4.0393) (−4.0173) (−2.6780) (−2.4099)

ROA 0.1070*** 0.1061*** 0.1098*** 0.1118***
(5.8148) (5.7941) (12.0822) (7.0683)

Firm size 0.0054*** 0.0055*** 0.0054*** 0.0057***
(3.7208) (3.6990) (4.1500) (3.8494)

Cash ratio −0.0872 −0.0877 −0.0885 −0.0923
(−1.0784) (−1.0724) (−1.0561) (−1.0866)

Firm Effect Yes Yes Yes Yes
Year Effect Yes Yes Yes Yes
R-squared 0.8070 0.8071 0.8062 0.8073
Adjusted R-squared 0.7195 0.7194 0.7141 0.7137
F-statistic 9.2286*** 9.1997*** 8.7566*** 8.6239***
N 1239 1239 1215 1215

*, **, *** represent significance at the 10%, 5%, and 1% 1% levels (2-tailed), respectively. This table reports the effect of Islamic law and corporate
governance on dividend payout, set from 2012 to 2016. The dependent variables (PAYOUT) is the ratio of cash dividends per share to earnings per
share. The main variables include Corporate Governance Indicators (CGI) and Ownership Structures (OWN). CGI consists of Board size, and Board
independence. Board size is the number of boards, including board of directors and board of commissioners. Board independence is the ratio of the
number of independent member of boards to total number of boards. OWN consists of Institutional ownership, Government ownership, Insider
ownership, and External large ownership. Institutional ownership is the number of institutional ownership shares. Government ownership is the
number of government ownership shares. Insider ownership is the number of insider ownership shares. External large ownership is the proportion of
public shareholders more than 5%. Shariah is a dummy variable for firms that have Shariah stocks which is equal to one for Shariah and zero for
non-Shariah. CGI*Shariah is the interaction of Corporate Governance Indicator (CGI) and Shariah, while OWN*Shariah is the interaction between
ownership structure (OWN) and Shariah.The control variables are Tobin's Q, Receivable ratio, Leverage, ROA, Firm size and Cash ratio. Tobin's Q is
calculated as the sum of market value of equity and liabilities divided by total assets. Receivable ratio is the ratio of receivable to total assets.
Leverage is the ratio of book value of debt divided by the book value of total assets. Profitability (ROA) is the ratio of earnings before interest and tax
divided by the book value of total assets. Firm size represents firm size, measured by taking the natural log of total assets. Cash ratio is the ratio of
cash to total assets. T-statistics (t-value) are reported in parentheses.
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4.3. The moderating effect of Shariah on the relationship between corporate governance and dividend policy

Not only do SCFs in Indonesia have to follow Shariah law when doing business but they also have to meet financial requirements -
leverage limitation. In addition, it should be remembered that SCFs might attract a different kind of investor and their corporate
governance mechanisms might play different roles compared to NSCFs. We thus examine the moderating effect of the Shariah law on
the relationship between corporate governance and dividend payouts. The results obtained when considering the interactions be-
tween Shariah and corporate governance variables as well as those between Tobin's Q and Shariah are reported in Column IV of
Table 2.

As can be seen in the table, the coefficient on Shariah now becomes negative but is insignificant. In addition, the coefficient on
insider ownership is negative but not significant. However, the coefficient on the interaction between insider ownership and Shariah
is positive and significant at the 10% level. In terms of economic significance, a coefficient of 0.295 indicates that an increase of 10
percentage points in insider ownership of SCFs is associated with a 2.95 percentage-point increase in dividend payouts over those of
NSCFs. The implication of this is that the payment of higher dividends by SCFs, which appeared in earlier findings, is mainly driven
by insider ownership. There could be a couple of reasons for this result: it is derived from rational benefit maximization behavior of
inside managers in SCFs17; or because of their religiosity. We propose that religiosity should be the main driver of the higher dividend
payment for SCFs than for NSCFs. Faccio et al. (2001) argue that firms in East Asia, insiders expropriate outside shareholders by
paying lower dividends. In addition, the substitute model, as proposed by La Porta et al. (2000), argues that in poor shareholder
protection countries, firms should offer higher dividend payments to lower the free cash flow which could be wasted by insiders and
to build a reputation. Su et al. (2014) posit that firms keep lower earnings for expropriation when they pay higher dividends. They
find evidence that firms paying low dividends have higher related-party transactions, implying benefit expropriation from outside
shareholders. Previous research argues and documents that insiders benefit themselves by paying lower dividends. Moreover, Jiang
et al. (2018) argue that firms with high religiosity are less inclined to carry on inappropriate corporate behaviors such as excessive
executive compensation or financial reporting irregularities. Given that Muslims are allowed to do business following Islamic law,
which urges them to be just, fair and honest and to work as stewards, each individual has a “self-monitoring duty”. Thus we infer that
it is religiosity rather than rational benefit maximization behavior of insiders in SCFs that leads to the higher dividend payments.

Furthermore, although the coefficient on Tobin's Q is positive but not significant, that on the interaction between Tobin's Q and
Shariah is negative and significant at the 5% level. The findings indicate that SCFs would rather pay lower dividends for reinvestment
when firm growth is high. Finally, the coefficients on the accounts receivable ratio, ROA and firm size are positive while that on
leverage is negative, and all are significant at the 5% level or better.

In summary, the results show that insider ownership plays different roles in SCFs and NSCFs. Specifically, insiders in NSCFs prefer
to retain earnings while those in SCFs tend to make higher dividend payments. This result partially supports Hypothesis3 and that
Shariah law moderates the relationship between corporate governance and dividend policy. In addition, SCFs would rather retain
more earnings for reinvestment than NSCFs when firm growth is high.

Denis and Sibilkov (2009) find that investment opportunities might also have an influence on dividend policy. La Porta et al.
(2000) argue that the quality of shareholder protection could affect the shareholders' attitude toward dividend payouts. High growth
firms with good shareholder protection should have lower dividend payouts than low growth firms. In contrast, this relationship may
not exist when shareholder protection is poor. To shed light on this issue, we further investigate the role that growth opportunities
play in dividend policy when considering the Shariah and corporate governance mechanisms in our specifications.

4.4. Additional results: the role that growth opportunities play

Mitton (2004) argues that in emerging markets outside shareholders should strongly prefer dividends because of weak legal
protection of minority shareholders' interests, and that strong governance can force managers to pay higher dividends. La Porta et al.
(2000) propose that if shareholders feel protected they can accept low dividend payouts when firms have good investment oppor-
tunities. Indonesia is a large, fast-growing emerging market with weak corporate governance.18 We thus further address the role that
growth opportunities play in dividend policy and whether this role differs between SCFs and NSCFs in the Indonesia stock market.

The sample is separated into High-Q and Low-Q groups in two ways: first, firms are divided based on the median of Tobin's Q, that
is, firms with a Tobin's Q higher than the median are classified into the High-Q group, otherwise they are considered to be the Low-Q
firms; Secondly, those firms whose Tobin's Q is in the top 40% are classified as the High-Q and those in the bottom 40% are
considered to be in the Low-Q group. We then do a regression analysis. Columns I and II of Table 3 present the results with the median
as a cutoff point and Columns III and IV report on those based in the top and bottom 40% classification. If corporate governance plays
a strong role then we would observe that the High-Q firms retain more earnings for good investment opportunities by paying lower
dividends, while the Low-Q firms pay higher dividends to maintain a smaller free cash flow, which could prevent managers from
wasting firm resources. The results are detailed below. First, all of the board characteristic variables, including their interactions with
Shariah, are not significant at conventional levels. This suggests that none of the boards of directors or the boards of commissioners of

17 We thank the anonymous reviewer for the very helpful suggestion.
18 According to World Corporate Governance Index (WCGI) updated by SAHA in 2017, Indonesia is rated as Group 2. This Index comprises

countries which obtained a grade of 60 and over out of a possible 100. Following the examination of a total of 150 countries, they were divided to 5
main groups; with Group 1 representing the highest scorers and Group 5 the lowest.
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Table 3
The comparisons between high- and low-growth firms.

Variable I
High-Q
(>median)

II
Low-Q
(<median)

III
High-Q
(Top 40%)

IV
Low-Q
(Bottom 40%)

C −0.1811*** 0.3642*** −0.0746 0.4155**
(−2.9797) (4.7398) (−0.5232) (2.4518)

Shariah −0.0158 −0.1825*** −0.0216 −0.314***
(−0.2437) (−8.0201) (−0.4127) (−4.5673)

Board size 0.0089 −0.0032 0.0084 −0.0038
(1.0682) (−1.3328) (0.7940) (−1.0693)

Board independence −0.1886 0.0533 −0.1648 −0.0382
(−0.7183) (0.2670) (−0.5474) (−0.1529)

Institutional ownership 0.0691* −0.1921* 0.0821 −0.2492***
(1.6682) (−1.9312) (1.4576) (−2.7711)

Government ownership 0.1559 −0.1465 0.1638* −0.2125***
(1.5607) (−1.3819) (1.6777) (−3.5066)

Insider ownership −0.1732 −0.3786* −0.2053 −0.4022**
(−1.2306) (−1.6722) (−1.2144) (−1.8726)

External large ownership −0.0470 −0.2776 0.2836** −0.3427***
(−0.2996) (−1.2490) (2.1342) (−2.0645)

Board size*Shariah 0.0059 0.0015 0.0058 0.0014
(0.6690) (0.4376) (0.5905) (0.1760)

Board independence*Shariah 0.3110 −0.1705 0.3296 −0.1088
(1.5132) (−1.6394) (1.2903) (−0.7325)

Institutional ownership*Shariah −0.1274* 0.1979*** −0.1244** 0.3734***
(−1.8834) (2.6269) (−2.0691) (7.4739)

Government ownership*Shariah −0.0290 0.1282 0.0503 0.3965***
(−0.1300) (1.1249) (0.2439) (4.2899)

Insider ownership*Shariah 0.4153 0.3285*** 0.4405 0.4707***
(1.5619) (3.1925) (1.5274) (2.9586)

External large ownership *Shariah 0.1042* 0.1338 0.1465*** 0.2105
(1.8894) (1.3407) (3.4026) (1.5788)

Tobin's Q 0.0008 −0.0986** 0.0029 −0.0369
(0.1098) (−2.0439) (0.3818) (−0.4414)

Tobin's Q *Shariah −0.0155*** 0.0967** −0.0167*** 0.1111**
(−5.7016) (2.5680) (−8.5662) (2.1003)

Receivable ratio −0.0800 0.0765*** −0.1708 0.1563*
(−0.4216) (4.7833) (−0.6049) (1.7950)

Leverage −0.0707** −0.1431 −0.0697*** −0.2053
(−2.0258) (−1.2444) (−2.7791) (−1.1206)

ROA 0.0873 0.0899 0.0222 0.0531
(0.9659) (0.8038) (0.3666) (0.5007)

Firm size 0.0213*** 0.0029 0.0146 0.0013
(7.4069) (0.9891) (1.6165) (0.5331)

Cash ratio −0.0382 −0.0188 −0.1507 −0.1726
(−0.2390) (−0.2855) (−0.6375) (−1.1643)

Firm Effect Yes Yes Yes Yes
Year Effect Yes Yes Yes Yes
R-squared 0.8735 0.7229 0.8958 0.7351
Adjusted R-squared 0.7768 0.5215 0.8110 0.5069
F-statistic 9.0301*** 3.5904*** 10.5617*** 3.2221***
N 608 607 489 483

*, **, *** represent significance at the 10%, 5%, and 1% 1% levels (2-tailed), respectively. This table reports the comparisons between high- and
low-growth firms, set from year 2012 to 2016. The dependent variables (PAYOUT) is the ratio of cash dividends per share to earnings per share. The
main variables include Corporate Governance Indicators (CGI) and Ownership Structures (OWN). CGI consists of Board size, and Board in-
dependence. Board size is the number of boards, including board of directors and board of commissioners. Board independence is the ratio of the
number of independent member of boards to total number of boards. OWN consists of Institutional ownership, Government ownership, Insider
ownership, and External large ownership. Institutional ownership is the number of institutional ownership shares. Government ownership is the
number of government ownership shares. Insider ownership is the number of insider ownership shares. External large ownership is the proportion of
public shareholders more than 5%. Shariah is a dummy variable for firms that have Shariah stocks which is equal to one for Shariah and zero for
non-Shariah. CGI*Shariah is the interaction of Corporate Governance Indicator (CGI) and Shariah, while OWN*Shariah is the interaction between
ownership structure (OWN) and Shariah. The control variables are Tobin's Q, Receivable ratio, Leverage, ROA, Firm size and Cash ratio. Tobin's Q is
calculated as the sum of market value of equity and liabilities divided by total assets. Receivable ratio is the ratio of receivable to total assets.
Leverage is the ratio of book value of debt divided by the book value of total assets. Profitability (ROA) is the ratio of earnings before interest and tax
divided by the book value of total assets. Firm size represents firm size, measured by taking the natural log of total assets. Cash ratio is the ratio of
cash to total assets. T-statistics (t-value) are reported in parentheses.

N. Imamah, et al. Pacific-Basin Finance Journal 55 (2019) 110–126

119



either SCFs or NSCFs is functioning well. Second, the ownership structure variables of institutional ownership and government
ownership have positive effects on dividend payouts, as shown in Column I, Table 3. However, these influences are negative as can be
seen in Column II, suggesting that neither institutional nor government investors of NSCFs play a strong role in corporate governance
in terms of retaining more earnings when firm growth is high or paying out more dividends when growth is low. In addition, as
reported in Columns I and II, insider ownership has a negative effect on dividend payouts, indicating that whether investment growth
is high or low, insiders of NSCFs prefer to pay lower dividends and retain more cash flow, perhaps because of the rational benefit
maximization behavior of inside managers.19 Furthermore, Columns I and II also show that the coefficients on external large
ownership are negative but insignificant, suggesting that external large shareholders may not be able to force managers to pay
dividends even when firm growth is low. Third, we turn to the results of the interactions between ownership structure and Shariah,
indicative of the moderating effect of Shariah compliance on the relationship between ownership structure and Shariah law. As
reported in Column I of Table 3, Institutional ownership*Shariah and Government ownership*Shariah are negatively related to
dividend payouts while the relationship becomes positive in Column II, indicating that both institutional and government investors in
SCFs accept lower dividends when firm growth is high while they push firms to pay higher dividends when growth opportunities are
low. This suggests that institutional ownership and government ownership play stronger roles in corporate governance in SCFs than
in NSCFs. Furthermore, both insider ownership and external large ownership are positively associated with dividend payouts, as
shown in Columns I and II, Table 3, half of them (two out of four) being significant at the 10% level or better. This suggests that for
SCFs, both inside shareholders and external large shareholders prefer higher dividends whether firm growth is high or low. Fourth, as
can be seen in Column I, Table 3, the coefficient on Tobin's Q is positive but not significant while that on the interaction between
Tobin's Q and Shariah is negative and significant at the 1% level. This suggests that for the High-Q NSCFs, growth opportunities do
not have an impact on dividend payouts. However, for the High-Q SCFs, dividend payouts decrease with growth opportunities in
comparison to NSCFs. On the other hand, as reported in Column II, Table 3, Tobin's Q is negatively related to dividend payouts for
NSCFs while this relationship is positive for SCFs, both are significant at the 5% level or better. This result suggests that for the Low-Q
NSCFs, growth opportunities have a negative effect on dividend payouts. However, this effect is more positive for SCFs than for
NSCFs. Finally, the results for the High-Q and Low-Q groups based on the top and bottom 40% classification, as shown in Columns III
and IV of Table 3, are similar to the above results which are based on the median of Tobin's Q, and with even higher significance.

Overall, the results indicate that for Indonesian listed firms, with the exception of the ownership structure of SCFs, none of the
corporate governance variables included in this study play a positive role in corporate governance. In addition, among the ownership
structure variables for SCFs, institutional ownership and government ownership play a strong role in corporate governance since they
have a negative effect on dividend payouts when firm growth opportunities are high while this effect is positive when growth
opportunities are low. Moreover, insider ownership and external ownership have positive effects on dividend payouts regardless of
whether growth opportunities are high or low. This suggests that the significantly positive coefficients on Shariah obtained in earlier
findings are mainly driven by insider and external large ownership. Finally, after all the corporate governance variables selected in
this study and Shariah compliance are considered, it is found that Tobin's Q of SCFs has a more negative effect on dividend payouts
when firm growth is high while it has a more positive influence on dividend payouts when firm growth is low, than is the case for
NSCFs. This suggests that Islamic law does have impact on the relationship between corporate governance and dividend policy in the
Indonesia stock market, in that SCFs follow the dividend policy which indicates better corporate governance than do NSCFs.

As mentioned above, the coefficient on Shariah turns negative and significant at the 1% level in the Low-Q group.20 We postulate
that this may be due to the risk. Previous research has found evidence that there is a relationship between individual religiosity and
risk aversion and this relationship in turn will affect organizational behavior. We thus include the standard deviation of ROA
(SD_ROA) as a proxy for risk, following Hilary and Hui (2009) and do the analysis again. The result shows that the coefficients on
Shariah are insignificant at conventional levels, which suggests that the significantly negative finding in Table 3 may be due to the
risk factor.21 Finally, neither SD_ROA nor SD_ROA*Shariah is significant, this result may be because of the reduced degree of freedom
due to the smaller number of observations.22

4.5. Robustness tests

We conduct some robustness checks in this section. First, dividend payout is replaced with another widely used dividend in-
dicator, dividend yield, as the dependent variable, and the regression run again. In addition, to address the endogeneity problem,
following Chen et al. (2017), we employ propensity score matching (PSM), by which the firm-years of the SCFs are matched with the
firm-years of the NSCFs. The probability of SCFs is calculated first. The probability, that is, the propensity score, is the predicted value
from a logistic regression based on the same control variables as those included in Column IV of Table 2. The logistic regression
results are shown in Column I of Table 4. As can be seen in this column, the SCFs are bigger in size and have a higher receivable ratio
while they have a lower Tobin's Q and debt ratio than the NSCFs, which is consistent with the results in Table 1. The the nearest
approach is then used to make sure that the SCFs are similar enough to the matched NSCFs.

19 We thank the anonymous reviewer for this helpful comment.
20 We thank the anonymous reviewer for the valuable comment.
21 To save space, the details are not displayed here but are available upon request.
22 The number of observations here is reduced to 633 because we need three years of ROA to calculate a SD_ROA and the years covered in this

analysis become 2014 to 2016.
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Two diagnostic tests are carried out to test whether the observable characteristics of the SCFs and the matched NSCFs are
indistinguishable. First, we rerun the logistic regression for the post-match sample. Column II, Panel A of Table 4 reports the results,
which indicate that no coefficients are statistically significant, implying no distinguishable trends in dividend payments between
these two groups. In addition, most of the coefficients in Column II, Panel A are much smaller in magnitude than those in Column I,
Panel A, indicating that the results in Column II are not just because of the reduced degree of freedom due to the smaller sample.

Table 4
Propensity score matching estimator.

Panel A: Pre-match propensity score regression and post-match diagnostic regression
Dependent variable:Equals 1 if SFCs and 0 otherwise

Pre-match
(1)

Post-match
(2)

C 2.2259*** −0.3548
(0.4897) (0.6282)

Board size 0.0892*** −0.0148
(0.0255) (0.0376)

Board independence −0.4665 0.5348
(0.7009) (0.9523)

Institutional ownership 0.4736 0.4063
(0.3953) (0.5243)

Government ownership 1.2307 −0.3184
(0.9180) (1.1653)

Insider ownership −1.1444 0.8860
(0.9574) (1.1423)

External large ownership 0.1302 −0.2359
(0.4703) (0.6701)

Tobin's Q −0.1144* 0.0384
(0.0444) (0.0741)

Receivable ratio 2.0880*** 0.9030
(0.6192) (0.8097)

Leverage −4.0551*** −0.2055
(0.4094) (0.5821)

ROA −0.3835 −0.1611
(0.6098) (1.3016)

Firm size −0.0018 0.0028
(0.0080) (0.0110)

Cash ratio 1.0719 −0.4413
(1.1888) (1.5998)

Industry effects Yes Yes
Year effects Yes Yes
N 1227 374
Pseudo R-squared 0.1169 0.0086

Panel B: Differencess in independent variables
Firm-year obs. With Shariah
(N=187)

Firm-year obs. Without Shariah
(N=187)

Difference t-stat

Board size 8.6300 8.8600 −0.2250 −0.7200
Board independence 0.2284 0.2196 0.0088 0.7500
Institutional ownership 0.6636 0.6409 0.0227 0.9040
Government ownership 0.0114 0.0169 −0.0056 −0.5500
Insider ownership 0.0290 0.0242 0.0048 0.4530
External large ownership 0.0794 0.0908 −0.0114 −0.6440
Tobin's Q 1.6585 1.5741 0.0844 0.5110
Receivable ratio 0.1623 0.1432 0.0191 1.3050
Leverage 0.5205 0.5284 −0.0079 −0.3750
ROA 0.0725 0.0686 0.0039 0.3990
Firm size 15.6862 15.5472 0.1389 0.1370
Cash ratio 0.0541 0.0553 −0.0012 −0.1710

*, **, *** represent significance at the 10%, 5%, and 1% levels (2-tailed), respectively. Table 4 reports the propensity score matching estimation
results. Panel A describes the parameter estimates from the logit model used to estimate the propensity scores. The dependent variable is an
indicator variable set to one for Shariah-compliant firms (SCFs), and zero otherwise. Independent variables include the following. Board size is the
number of boards, including board of directors and board of commissioners. Board independence is the ratio of the number of independent member
of boards to total number of boards. Institutional ownership is the number of Institutional ownership shares. Government ownership is the number
of government ownership shares. Insider ownership is the number of insider ownership shares. External large ownership is the proportion of public
shareholders more than 5%. The control variables include the following. Tobin's Q is calculated as the sum of market value of equity and liabilities
divided by total assets. Receivable ratio is the ratio of receivable to total assets. Leverage is the ratio of book value of debt divided by the book value
of total assets. Profitability (ROA) is the ratio of earnings before interest and tax divided by the book value of total assets. Firm size represents firm
size, measured by taking the natural log of total assets. Cash ratio is the ratio of cash to total assets. Panel A reports the pre-match propensity score
regression and the post-match diagnostic regression. Panel B describes the univariate comparisons of firm characteristics and ownership structures
between SCFs and non SCFs and the corresponding t-statistics.
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Finally, the Pseudo R-square decreases sharply from 0.1169 for the pre-match sample to 0.0086 for the post-match sample, suggesting
that the propensity score matching eliminates all observable differences except for the difference in the existence of the Shariah effect
(Chen et al., 2017).

We then investigate the differences of all observable characteristics between SCFS and the matched NSCFs. The results in Panel B
of Table 4 indicate that there are no significant differences in observable characteristics between SCFs and the matched NSCFs
counterparts.

In summary, the diagnostic tests suggest that the propensity score matching eliminates all observable differences except for the
difference in the existence of the Shariah. These results raise the possibility that the difference in dividend payments between SCFs
and NSCFs results from the existence of the Shariah.

Finally, Tobit regression is used to carry out the analysis again because our dependent variables are censored at zero for firms that
do not pay dividends. Following Adjaoud and Ben-Amar (2010), we utilize a random-effects Tobit model to adjust the standard errors
for clustering at the firm level.

Table 5 shows the results of dividend yield as a dependent variable. The results for the overall sample are reported in Column I,
and Columns II and III show the results for the High-Q and Low-Q subsamples, respectively. As can be seen in the table, the coef-
ficients on both Government ownership*Shariah and Insider ownership*Shariah are positive and significant at the 1% level while
those on Government ownership and Insider ownership are negative and significant at the 5% level or better. This result is similar to
the main findings and the significance is even stronger here. In addition, board characteristic variables, including their interactions
with Shariah, as well as the ownership structure variables, except for government ownership and insider ownership, do not play a
strong role in corporate governance, which is similar to the main results summarized in Tables 2 and 3.

The PSM results are displayed in Table 6. Column I shows the results for the overall sample and Columns II and III report the
results for the High-Q and Low-Q subsamples. As can be seen in Column I, the coefficients on board size, Insider ownership*Shariah
and External large ownership*Shariah are positive and significant at the 10% level or better while that on insider ownership is
negative and significant at the 10% level. These results are similar to the main findings, as shown in Column IV of Table 2, and the
significance is even stronger. In addition, as can be seen in Columns II and III, the coefficient on Shariah in the Low-Q SCFs is still
negative and significant. The coefficients on both Institutional ownership and Government ownership are positive as shown in
Column II while they are negative in Column III, and all are significant at the 10% level or better. Furthermore, the coefficients on
both Insider ownership*Shariah and External large ownership*Shariah in Columns II and III are all positive, with one being sig-
nificant at the 1% level. All results for other variables are, on average, similar to the main findings.

The results of the Tobit regression are reported in Table 7. As can be seen in Column I, the coefficients on Board size, Board
size*Shariah and Insider ownership*Shariah are all positive and significant at the 10% level or better. Columns II and III show that,
for board size, the coefficients both in both the High- and Low-Q groups are positive, with the former significant at the 10% level.
Regarding Board size*Shariah, both the coefficients are also positive but neither is significant at conventional levels. These results
suggest that board size does not play a strong role in corporate governance in either SCFs or NSCFs. In addition, just like the main
findings displayed in Columns I to IV, Table 3, the results here show that, for NSCFs, on average, institutional ownership and
government ownership do not play a strong role in corporate governance with regard to retaining more earnings when firm growth is
high or paying more dividends when growth is low; Insider and external investors prefer retaining earnings over paying dividends.
For SCFs, both institutional and government investors play strong roles in corporate governance; both inside stockholders and
external large stockholders prefer higher dividends when firm growth is either high or low.

Taken altogether, the results discussed in this subsection show that our main findings are robust to alternative dividend policy
proxy and specifications as well as PSM.

5. Conclusion

The purpose of this study is to examine the dividend policy of firms listed in the Indonesia stock market which are classified into
two groups, SCFs and NSCFs. SCFs have to abide by the Shariah (Islamic law) while NSCFs do not need to do this. We investigate the
possible differences in dividend policy between these two types of firms. The findings show that, on average, SCFs prefer to pay
higher dividends and the main channel is through insider ownership and external large ownership. However, it is shown that SCFs
prefer to retain earnings when growth opportunities are high as a consequence of institutional ownership. These findings imply that
SCFs have a different attitude toward dividend policy than do NSCFs, primarily stemming from their ownership structure.

There are some limitations to this study. First, it is not possible to directly measure the strength of individual managers' religious
adherence. Therefore, we cannot eliminate the possibility that our results are steered by the personal religious adherence of man-
agers. Second, due to the data availability, we do not exactly consider managerial attitude toward risk which may also affect dividend
policy. Finally, the study period starts from 2012 because the Indonesia Shariah Stock Index (ISSI) was launched in May 2011.
Therefore, the period of time spans only five years, and it is further reduced to three years when risk measurement is considered.
More years of data may be needed for future study to shed light deeper into the influence of risk on dividend policy in Indonesian
listed firms.

In spite of these caveats, the study is the first attempt to examine the dividend policy of the Indonesia stock market taking into
account company adherence to the Shariah, corporate governance and growth opportunities. This work thus lays the ground work for
further research into this large and fast-growing emerging market.
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Table 5
The effect of islamic law and corporate governance on dividend yield.

Variable I
(Overall)

II
(>Median)

III
(<Median)

C −0.0001 0.0199 −0.0034
(−0.0107) (0.3667) (−0.6185)

Shariah −0.0025 0.0052 −0.0130
(−0.3431) (0.3526) (−1.4842)

Board size −6.9700 −0.0012 9.4400
(−0.0648) (−0.6097) (0.0654)

Board independence 0.0117 0.0055 0.0126***
(1.2667) (0.2113) (2.7677)

Institutional ownership 0.0008 0.0124*** 0.0043
(0.3560) (3.9751) (0.3969)

Government ownership −0.0164** −0.0267 0.0045
(−2.0544) (−1.5454) (0.4678)

Insider ownership −0.0202*** −0.0085 −0.0297
(−3.5485) (−0.4215) (−1.1272)

External large ownership 0.0192 0.0084 0.0067
(1.6095) (0.2425) (0.3401)

Board size*Shariah 8.8000 0.0005 0.0013
(0.1649) (0.3521) (0.8144)

Board independence*Shariah 0.0001 0.0038 −0.0167***
(0.0070) (0.1191) (−2.9868)

Institutional ownership*Shariah −0.0003 −0.0164** −0.0005
(−0.0716) (−2.5252) (−0.0381)

Government ownership*Shariah 0.0252** 0.0303 0.0209
(2.4128) (1.3131) (1.2466)

Insider ownership*Shariah 0.0186*** 0.0136 0.0226***
(4.5624) (0.7197) (2.6265)

External large ownership *Shariah 0.0055 0.0078 0.0117
(1.0472) (1.7352) (0.8581)

Tobin's Q −0.0036** −0.0047** −0.0113
(−2.4371) (−2.1560) (−0.9559)

Tobin's Q *Shariah 4.9900 −0.0008 0.0029
(0.0068) (−0.8413) (0.2617)

Receivable ratio 0.0380** 0.1308* 0.0293***
(2.5260) (1.9254) (2.6525)

Leverage −0.0079 −0.0205 0.0107
(−1.6021) (−1.1659) (1.0859)

ROA 0.0371*** 0.0490*** 0.0272***
(7.1418) (3.2025) (2.8520)

Firm size 0.0007 −0.0004 0.0003
(0.8240) (−0.0927) (0.8703)

Cash ratio 0.0108 0.0185 0.0331***
(0.7744) (0.6925) (3.2474)

Firm Effect Yes Yes Yes
Year Effect Yes Yes Yes
R-squared 0.3947 0.6730 0.5929
Adjusted R-squared 0.1045 0.4274 0.2985
F-statistic 1.3601*** 2.7409*** 2.0141***
N 1223 612 611

*, **, *** represent significance at the 10%, 5%, and 1% levels (2-tailed), respectively. This table reports the effect of Islamic law and corporate
governance on dividend yield, set from year 2012 to 2016. The dependent variable (PAYOUT) is the ratio of cash dividends per share to market price
per share. The main variables include Corporate Governance Indicators (CGI) and Ownership Structures (OWN). CGI consists of Board size, and
Board independence. Board size is the number of boards, including board of directors and board of commissioners. Board independence is the ratio
of the number of independent member of boards to total number of boards. OWN consists of Institutional ownership, Government ownership,
Insider ownership, and External large ownership. Institutional ownership is the number of institutional ownership shares. Government ownership is
the number of government ownership shares. Insider ownership is the number of insider ownership shares. External large ownership is the pro-
portion of public shareholders more than 5%. Shariah is a dummy variable for firms that have Shariah stocks which is equal to one for Shariah and
zero for non-Shariah. CGI*Shariah is the interaction of Corporate Governance Indicator (CGI) and Shariah, while OWN*Shariah is the interaction
between ownership structure (OWN) and Shariah. The control variables are Tobin's Q, Receivable ratio, Leverage, ROA, Firm size and Cash ratio.
Tobin's Q is calculated as the sum of market value of equity and liabilities divided by total assets. Receivable ratio is the ratio of receivable to total
assets. Leverage is the ratio of book value of debt divided by the book value of total assets. Profitability (ROA) is the ratio of earnings before interest
and tax divided by the book value of total assets. Firm size represents firm size, measured by taking the natural log of total assets. Cash ratio is the
ratio of cash to total assets. T-statistics (t-value) are reported in parentheses.
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Table 6
Propensity score matching results of dividend payout.

Variable I
(Overall)

II
(>median)

III
(<median)

C −0.4353 −0.2152 0.5700
(−0.7557) (−0.2134) (0.6530)

Shariah 0.0649 0.1146 −0.8321***
(0.7979) (0.3032) (−3.2258)

Board size 0.0121** 0.0197 −0.0037
(2.1191) (0.6939) (−0.1386)

Board independence 0.0469 0.2949 −0.3249***
(0.2794) (0.4292) (−3.2684)

Institutional ownership −0.0628 0.3022** −0.7916***
(−0.5280) (2.2373) (−4.0765)

Government ownership 0.1245 0.3167* −0.7263***
(0.8559) (1.7908) (−2.9877)

Insider ownership −0.4607* −0.0298 −1.2608*
(−1.7525) (−0.0531) (−1.9449)

External large ownership −0.2117 0.8048 −0.7402
(−0.5619) (1.6104) (−1.4272)

Board size*Shariah −0.0111 −0.0128 0.0096
(−1.4436) (−0.3436) (0.3682)

Board independence*Shariah −0.0732 0.2811 0.1954
(−0.4212) (0.5963) (0.326)

Institutional ownership*Shariah 0.0024 −0.2216 0.7289***
(0.0344) (−1.1032) (4.3566)

Government ownership*Shariah −0.3760 −0.0919 −1.6273
(−1.2973) (−0.1795) (−1.5379)

Insider ownership*Shariah 0.9471*** 0.5746 5.1368
(5.3225) (0.9413) (0.5641)

External large ownership *Shariah 0.2825* 0.7468*** 0.4028
(1.6341) (2.7601) (1.0028)

Tobin's Q −0.0103 −0.0386** −0.0689
(−0.9273) (−2.1853) (−0.2848)

Tobin's Q *Shariah 0.0070 −0.0005 0.1654
(0.5114) (−0.0438) (0.6153)

Receivable ratio 0.0585 −0.3130 0.0654
(0.3542) (−1.4154) (0.3731)

Leverage −0.1139* −0.1650 −0.2158
(−1.7505) (−0.7908) (−1.4725)

ROA 0.2446 0.8585** −0.0703
(1.2388) (2.2546) (−0.4247)

Firm size 0.0365 0.0031 0.0235
(0.8507) (0.0425) (0.5830)

Cash ratio −0.1507 −0.4490 0.3678
(−1.3241) (−0.1.2431) (1.0163)

Firm Effect Yes Yes Yes
Year Effect Yes Yes Yes
R-squared 0.9038 0.9636 0.9299
Adjusted R-squared 0.7363 0.8239 0.7283
F-statistic 5.3996*** 6.8968*** 4.6121***
N 371 180 191

*, **, *** represent significance at the 10%, 5%, and 1% levels (2-tailed), respectively. Table 6 reports the propensity score matching results of
Islamic law and corporate governance on dividend payout, set from year 2012 to 2016. The dependent variables (PAYOUT) is the ratio of dividend
payout per share to the beginning of earnings per share. The main variables include Corporate Governance Indicators (CGI) and Ownership
Structures (OWN). CGI consists of Board size, and Board independence. Board size is the number of boards, including board of directors and board
of commissioners. Board independence is the ratio of the number of independent member of boards to total number of boards. OWN consists of
Institutional ownership, Government ownership, Insider ownership, and External large ownership. Institutional ownership is the number of in-
stitutional ownership shares. Government ownership is the number of government ownership shares. Insider ownership is the number of insider
ownership shares. External large ownership is the proportion of public shareholders more than 5%. Shariah is a dummy variable for firms that have
Shariah stocks which is equal to one for Shariah and zero for non-Shariah. CGI*Shariah is the interaction of Corporate Governance Indicator (CGI)
and Shariah, while OWN*Shariah is the interaction between ownership structure (OWN) and Shariah. The control variables are Tobin's Q, Re-
ceivable ratio, Leverage, ROA, Firm size and Cash ratio. Tobin's Q is calculated as the sum of market value of equity and liabilities divided by total
assets. Receivable ratio is the ratio of receivable to total assets. Leverage is the ratio of book value of debt divided by the book value of total assets.
Profitability (ROA) is the ratio of earnings before interest and tax divided by the book value of total assets. Firm size represents firm size, measured
by taking the natural log of total assets. Cash ratio is the ratio of cash to total assets. Tobin's Q*Shariah is the interaction between Tobin's Q and
Shariah. T-statistics (t-value) are reported in parentheses.
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1. Introduction: 

A firm might be an association of persons, group of people, a limited or 
unlimited partnership, a company or corporation and several variants 
attached to each. However, the corporation is renowned by virtue of its 
distinct legal personality that is assigned by law, whereas partnership and 
unincorporated corporations have not. Company’s shareholders own the 
company as a legal entity and the company as a legal person in turn owns 
the corporate assets. Every corporation as a separate legal entity from its 
shareholders has the same legal rights like an individual to enter into 
contractual arrangements, own property, sue and be sued in its own name 
rather than in the name of its shareholders. The rights and obligations of a 
person either legal person or natural person work side by side but some 
limited liabilities companies shirkat al-‘Inan have different liabilities from 
unlimited companies shirkat al-mufawadah or partnerships. However, the 
historical development of corporate entity in British and Islamic systems 
can draw a clear picture for the analysis of prevailed concept around the 
world. 

2. Historical Development of Company Law in British and Islamic Systems: 
2.1. Companies in Islam: 

In Islamic system of state (Khilafah), companies operate in pre-
determined spheres of the economy because any utility designated by Islam 
regarded as indispensable for the community.(1) The utilities are regarded 
as public goods and therefore the revenue generated from utilities should be 
administered for the benefit of all citizens. The hadith of the Prophet 
(SAWS)"Muslims are partners in three things: in water, pastures and 
fire"(2) is regarded as a foundation-principle of utilities and public goods, 
where as the ownership of key utilities always remain with the state.(3) The 
prophet (SAWS) accorded his ascent to the practice of Shirkah as He said “I 
am the third with the two partners as long as they do not cheat one another 
but when one of the cheats, I leave them”.(4) He also said that “Allah is 
with the two partners unless they defraud each other.”(5) However, the 
extraction, development, refining or constructions are undertaken by 
companies who will be paid for such a contract.(6) 
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In the time of the Islamic Golden Age (since mid 8th century till the 
invasion of Mongol in 13th century) early forms of capitalism through trade 
in free markets are found in Islamic State (Caliphate). The organisational 
enterprises were formed for trade and business, which were independent 
from state with the concept of agency that also exits in modern corporate 
era. The Islamic contract law around 10th century is assumed the classic 
form of business and corporate arrangement. The Roman Catholic Church 
during spilt of Christianity (1054) and the struggle to emancipate religion 
from the control of kings and feudal lords (1075-1122) began calling itself a 
corporation.(7) This struggle led to the rise of new canon law (jus novum) to 
deal with a wide range of issues including contract and corporate 
enactments for secular and ecclesiastical legal systems.  

The demise of Roman Empire weakened the state central authority 
and led to the diverse private legal system as means of enhancing 
organisational efficiency by which the western corporation evolved. The 
main focus of Christianity was matters of faith, morality and community. 
However, the pre-existing legal system i.e. Roman law is followed by early 
Christians in their daily ordinary and business life. It is also argued that 
Roman law directly or indirectly influenced the development of Islamic 
corporate system.(8) Muslim scholars argue that Roman law was influenced 
by the Syrian and Egyptian local customs and those local customs were 
governed and influenced by the followers of the prophet Ismail (AS) the son 
of Ibrahim(AS) and those customs and usages prevailed in those tribes with 
the passage of time.  It is essential principle of Islamic jurisprudence that 
previous laws are part and parcel of Islamic law. Secondly Islam has its 
own principles of Halal and haram and as per Islamic injunctions each and 
every transaction needs proper approval of the Shariah, thus all customs 
and usages are subject to the approval of the Shariah. There two 
possibilities: 1. Islamic system of trade /transaction was influenced by 
Roman law. 2. Islamic law accepted certain transactions with the approval 
of the Islamic injunction.  In transitional period of Islamic era, the 
inhabitants of Middle East including Muslims who had the legacy of the 
Roman system practiced the Roman institutional heritage that also 
contributed towards the formation of European corporate system. The early 
Arab empires particularly Syrians and Egyptians studied and practiced the 
Roman law through local customs and usages. In Roman system, the 
Christian East laws regulate the internal affairs of Monasteries that were 
centrally formulated. Monasteries were explicitly merged to form large 
organisation for creating large centres of power.(9) However, Muslim 
communities gained exposure from the Roman culture either through 
business interaction with Roman traders or legal system of former Roman 
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territories. At the time of the Islamic conquests, corporate life was mostly 
limited to the Roman Middle East territories than Eastern Empires.(10) The 
Muslims jurists focused on organisational efficiency when classic Islamic 
legal system took place between 7th to 10th centuries with the possibility that 
they might have influenced by Roman traditional system under the approval 
of the Prophet (SAWS) as Islamic law demands that each and every 
positive/good thing is treasurer of the mo’min/muslim, where from he found 
has the right to use it.(11)  

However, the start of Islamic era with the command of Prophet 
Muhammad (SAWS) led to the formation of Islamic legal system by 
modifying the existing customary laws of tribes that were immoral and 
against the Islamic principles rather abolition of previous system and 
practices as a whole. The Prophet (SAWS) established the norms of state and 
its political systems of governance. He had given an Islamic legal system to 
regulate the all sphere of life. Although the Islamic law is presumed 
comprehensive but it also provides elasticity for legislation to meet-out the 
needs of society rather than stick on divine law. However, the new 
legislation should be based on basic principle of Islamic law provided in the 
Qur’an and Sunnah of the Prophet (SAWS). Islamic law not only covers the 
personal affairs of the people but also many aspects of politics, economics, 
banking, business or contract law and other social issues.(12)  

A Company (Shirkah) is regarded as an arrangement between two or 
more people to do some type of work in order to make profit and such profit 
is distributed among the contractual parties as dividend rather than salary. 
Islamic law defines shirkat or partnership in general as an underlying idea 
of mixing shares in such a way that one of them cannot be distinguished 
from the other. Shirkah has also been defined as a contract between two or 
more people for participation in a capital and its profit.”(13) The Islamic 
Law provides comprehensive frame work for contractual matters which are 
applied on companies. In Islamic system, the kinds of companies in 
contractual framework might be defined and classified in following 
manners:(14) 

Shirkat al-‘Uqood means two of more people come together making 
a contract for the investment of their capital and labour or reputation.  
It is of three kinds:  

a) Shirkat al-Amwal(The Company of Capitals) 
b) Shirkat al-A‘mal (The Company of Bodies) 
c) Shirkat al-wujooh (The Company of Reputations) 

Each of the above is sub-divided into two categories i.e., ‘Inan (limited) and 
mufawadah (unlimited).  
 A. Shirkat al-Amwal:  
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i. Shirkat al-Amwal by way of mufawadah in which two or more partners 
invests a sum of money equally in a business with equal footing in their 
capabilities and share its profit and loss according to agreement and will be 
responsible for each other transactional acts. 

ii. Shirkat al-Amwal by way of ‘Inan in which two partners invest their capital 
not necessarily with equal proportion of shares and run their business 
representing each other with no responsibility of loss.  

B. Shirkat al-A‘mal or Shirkat al-Abdan (The Company of Bodies or 
Labours): 

i.  Shirkat al-A‘mal or Shirkat al-Abdan by way of mufawadah in which two 
or more people come together with their skills such as consultants, 
doctors, engineers, craftsmen, lawyers and constitute the company with 
equal proportion of profit and loss and equal responsibility in business 
transactions.  

ii. Shirkat al-A‘mal or Shirkat al-Abdan by way of ‘Inan in which two or 
more people come together with their skills such as consultants, doctors, 
engineers, craftsmen, lawyers and constitute the company with different 
proportions of shares in profit and loss e.g., 1/3  and 2/3 or ¼ and ¾ or any 
negotiated settlement.   

C. Shirkat al-Wujooh (The Company of reputation) 
i. Shirkat al-Wujooh by way of mufawadah (The Company of reputation) In 

this type of company, the capital is provided by silent partner and the 
reputation is used by the active partner both of them will be 
responsible/liable and having equal proportion of the profit and loss. The 
partners could be rich merchant having guarantee for payment of debts 
and the company is backed by the wealthy partners.   

ii. Shirkat al-Wujooh by way of ‘Inan. In this type of business the capital is 
provided by the silent partners and reputation, standing and respect is used 
by the active partner having no responsibility/liability for each other and 
both of the partners having different proportions shares, profit and loss.(15) 
2.2 Evolution of British system of Companies: 

The Company or corporate governance is as old as the company or 
corporate form itself. During the 11th to 13th century associations of 
merchants called ‘Merchant Guilds’. Guild means an association of 
merchants or crafts people in medieval Europe which was formed to 
provide counseling to its members and to formulate rules and regulation for 
trade. They obtained Charter from Crown to secure their members from 
practices of monopoly. Later on, this trading was known as ‘Commenda’ or 
‘Societas’.(16) These Guilds with the passage of time matured into family 
partnership and then partnership with outsiders. In 14th century, the word 
‘company’ was adopted by certain merchants for trading overseas with 
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certain privileges by Royal Charter. During 17th century most of these 
companies started joint stock trade on their members’ behalf and these 
companies also established fixed capital represented by shares which was 
freely saleable and transferable. At that time, company was incorporated 
only by Royal Charter or act of Parliament. The first two decades of 18th 
century witnessed the flood of fraudulent schemes of company flotation and 
the best example is South Sea Company and an associated company, the 
Sword Blade Company.(17)  

In 1720, the Parliament came down to remedy the deception of 
investors through Bubble Act. The Act prohibited the use of corporation 
unless the corporation was authorized by Royal Charter or Act of 
Parliament but the Act exempted from its application to: 1) all the 
undertaking established before 24 June, 1718 and, 2) two companies 
founded by Act; South Sea Company and the East India Company. This 
particular Act provided the benefits of the South Sea Company in 
competition with the Bank of England but this company failed and its 
shares decreased ridiculously.(18) In this crisis, the estates of the directors 
were confiscated for the benefit of the company. The similarity is found 
between the recent corporate crises i.e. Enron and HIH Ltd, where several 
of the directors and officers were prosecuted and jailed. Although the 
Bubble Act 1720 made impossible for companies to raise further capital by 
invitations to the public for the next hundred years to 1825 (repeal of the 
Bubble Act) but it does not destroy the unincorporated companies which 
continuously formed and freely issued their transferable shares.(19) 

In 19th century, two new developments occurred in British corporate 
law: first, the Joint Stock Companies Act 1844 was enacted- under which 
any company comprising more than twenty five members with transferable 
shares might obtain incorporation by registering a deed of settlement 
executed by its members. Secondly, the Limited liability Act 1855 was 
passed which provided limited liability of the members of a company.(20) 
The act was repealed by the Joint Stock Companies Act 1856 that allowed 
incorporation of the companies with limited liability and introduced the 
memorandum and articles of association by omitting the provisional 
registration and deed of settlement. During 1862 to 1907, a number of 
laws were passed that permitted the alteration of capital, the amendment 
of the memorandum and articles, as well as registration of private 
Companies. The Companies Consolidation Act 1908 gathered all the 
previous laws into single Act. The amendment of the law continued till 
the Act of 1907. In India, the company laws were introduced in 1850. 
This was followed by changes in 1857, 1866, 1887 till the law of 1913 
which based upon the English Law of 1908. Changes made in this law in 
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1946 and these were based upon changes in the law of England.(21) 
However, the new Companies Act 1985 was introduced on the basis of 
previous statutory developments. The Directors’ Liability Act of 1890 
created the directors’ liability to compensate all shareholders for damages 
suffered due to their untrue statements.22 The Insolvency Acts (1986, 1994 
and 2000), the Company Directors Disqualification Act 1986, and the 
Enterprise Act 2002 also enacted to govern the insolvency, winding up and 
directors disqualification proceedings. Now the Companies Act 2006 is 
enacted that repealed the Companies Act 1985. New Companies Act 2006 
is comprehensive in which already legal principle of common law through 
court decisions also incorporated and codified to bring clarity for business 
and corporate communities. 

3. Conclusion: 
The companies and corporate activities are as old as societies. The 

corporate and trade activities have direct concern on state economy. That is 
why; these activities were regulated under the supervision of state 
authorities rather than individuals themselves. The corporate norms of 
earlier societies and empires prevailed in the later societies with some 
modifications that were required with the passage of time. The Roman legal 
culture is influential in the development of western corporate system but the 
principles of Islamic law of contract are regarded as comprehensive 
business arrangements among the business communities and they laid down 
the basic principle of Islamic and western corporate law through partnership 
business in which companies are regarded as modern form of partnership or 
joint-stock companies.   
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Corporate Governance principles and Islamic law 

Comparative study 
 

By : Hetham Hani Abu Karky ∗ 1 
 
Abstract  
 

Corporate   governance   is   one   of   the   vital   elements   of   any   corporation and 
economic development. Globalization and cross borders investments effect  many Islamic 
countries economies. Starting from this point; International and local Investors need to know that 
there is a legal frame work that will support and serve their interests. 
 
Despite its rapid growth and increasing presence on world financial markets in the Islamic world, 
little is written on corporate governance from Islamic perspective. Few  studies  have  been  
carried  out  in order to  come  up  with  alternative models of corporate governance from the 
Islamic point view .  These  studies seem to suggest that Islamic corporation may adopt a totally 
different model of corporate governance or a modified version of the western model of corporate 
governance as  an  alternative  for  its  corporate  governance  framework as well as in actual 
practice. Many Islamic corporations adopted the western model of corporate governance.   
 
Moreover, some would argue that there is a wide difference between the Islamic law and the 
modern Corporate Governance principles. Some research claims that Islamic Law has nothing to 
do with Corporate Governance principles, and because the Islamic law is an absolute divine law, 
there is a profound confrontation between Islamic law and western legal system. As well as 
introducing Corporate Governance Codes in Islamic countries without any reference to the 
Islamic rules support this idea. 
 
The proponents of the western model of corporate governance continuously attempt to defend 
their model and the opponents strongly criticize them especially in the  aspect  of shareholder 
value and stakeholder value , principle-agent  relationship  or the agency problems. 
 
In this article , I will try to find if there is any relation between the modern  Corporate 
Governance principles and the Islamic law rules by focusing on the Corporate Governance 
principles in regards to shareholder value and stakeholder value with the contact of ownership 
issue  in Islamic law. Analyzing the relation between the shareholders and the board  of directors 
and compare it to the concept of fiduciary “Wakalah” in Islam. Finally, I will analyze the 
disclosure rules in modern corporate governance with the concept of “Gharar” rule in Islamic 
law. 
 
The main objective of this comparison is to find if there is any harmony and/ or difference in the 
factors between the modern Corporate Governance principles and the Islamic law rules, if there 
are any. 
 

                                                 
1    Master of Arts in Law. awarded by the University of Jordan for Culture Creative; Legal Researcher - 
Competition Policy Division/Competition Directorate/Ministry of Industry and Trade, Amman, Jordan.  
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Introduction  
 

The main objective of the corporate governance is to raise the profits and ensure 
the rights of the stockholders and shareholders, as well as the interests of the people who 
have interests with the institutes by organizing the relationship between the 
administrations and people who have interests. 
 
In order to achieve that objective corporate governance pillars enhance the transparency 
by clarifying the information and identifying the responsibilities as well as to ensure the 
rights of shareholders by electing or appointing the board of directors, review the 
financial statements, participating in the general assembly meetings, ensure the equality 
between the shareholders and ensure that they will get the advantages of their ownership 
rights. All of that must be harmonious with the laws and regulations. 
 
The impact of globalization and the cross borders investments is one of the reasons that 
indicate the necessity and importance of the governance. Investors need to know about 
how the investing process is going and by whom? More than that they need to know that 
their investments are safe.  
 
This impact may affect many Islamic countries and this will set a necessary need to 
create a relation between the Islamic law and the modern corporate governance principles 
to find if there are harmony factors between them or not.  
 
In this article I am going to find if there are harmony factors between the Islamic law and 
the modern corporate governance principles. In this regard, I will find the common issues 
between the modern corporate governance principles and the Islamic law by analyzing 
corporate governance of shareholder values and stakeholder values with the contact of 
ownership issue in Islamic law in the first part of this article. In the second part I will 
analyze the relation between the shareholders and the board of directors and compare it to 
the concept of fiduciary (Wakalah) in Islam. Finally, in the third part, I will analyze the 
disclosure rules in modern corporate governance with the concept of (Gharar) rule in 
Islamic law. 
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Corporate governance 
 

The term of modern corporate governance principles is referring to OECD 
Principles of Corporate Governance.2 The Organization for Economic Cooperation and 
Development (OECD) defines corporate governance assets of relationships between: a 
company's management, its board, its shareholders, and other stakeholders.3 
 
According to OECD, these Principles are an international benchmark for policy makers, 
investors, corporations, and other stakeholders worldwide. They are providing a specific 
set of guidelines for legislative and regulatory initiatives in both OECD and non OECD 
countries. 
 
These are an important impact of corporate governance. It encourages the flow of 
investments, lowers the cost of capital, and supports strong capital markets. Corporate 
governance represents structures and processes that entail individuals carrying out 
business whilst exercising professional discretion in a way that exhibits integrity, 
judgment, and transparency.4 
 
1- Shareholder and Stakeholder value and the contact of ownership issue in Islamic 
law. 
 

The objective for any company is to increase the wealth of its shareholders, (owners) 
by paying dividends and/or causing the stock price to increase. But there are many people 
who have their interests with the company without being part of it is owners, those are 
the stockholders. 
 
 
 

                                                 
2  The OECD Principles of Corporate Governance were originally developed in response to a call by 
the OECD Council Meeting at Ministerial level on 27-28 April 1998, to develop, in conjunction with 
national governments, other relevant international organizations and the private sector, a set of corporate 
governance standards and guidelines. Since the Principles were agreed in 1999, they have formed the basis 
for corporate governance initiatives in both OECD and non-OECD countries alike. Moreover, they have 
been adopted as one of the Twelve Key Standards for Sound Financial Systems by the Financial Stability 
Forum. Accordingly, they form the basis of the corporate governance component of the World Bank/IMF 
Reports on the Observance of Standards and Codes (ROSC). The Financial Stability Forum has designated 
the Principles as one of the 12 key standards for sound financial systems.  
 More information about ODEC Principles of Corporate Governance is available at: 
http://www.oecd.org/document/49/0,3343,en_2649_34813_31530865_1_1_1_1,00.html last visit 
16/1/2011. 
3  Hany Abou-El Fotiuh: Corporate Governance in Islamic Finance, .articleslash.net available at : 
 http://www.articleslash.net/Finance/555054__Corporate-Governance-in-Islamic-Finance.html last 
visit 17/1/2011. 
4  Please see Hany Abou-El Fotiuh: Corporate Governance in Islamic Finance, .articleslash.net . 
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Shareholder Value is the value delivered to shareholders because of management's ability 
to grow earnings, dividends, and share price. In other words, shareholder value is the sum 
of all strategic decisions that affect the firm's ability to efficiently increase the amount of 
free cash flow over time. The two main drivers of shareholder value is making wise 
investments and generating a healthy return on invested capital.5 
 
Stakeholder value approach is management philosophy that regards maximization of the 
interests of its all stakeholders (customers, employees, shareholders, and the community) 
as its highest objective. Its objective is to maximize this value by following policies that: 
(1) minimize cost and waste while improving the quality of its products, (2) enhance the 
skills and satisfaction of its employees, and (3) contribute to the development of the 
community from which it draws its resources and sustenance. Compare with shareholder 
value approach.6 

 

1.3 Shareholder Rights 
 

Shareholders are the owners of the business and if the business is able to turn a profit, 
shareholders will earn that profit. On the other side of the coin shareholders take on a 
greater risk (they receive next to nothing if the firm goes bankrupt) but they also have a 
greater reward potential through exposure to share price appreciation when the company 
succeeds, whereas there are usually fewer preferred stocks held by a select few. As such, 
preferred stocks generally experience less price fluctuation. 7 

 

There are six main rights for the company shareholders and those rights are: ownership in 
a portion of the company, transferring ownership, voting on major issues, entitlement to 
dividends, opportunity to inspect corporate books and records, and the right to sue for 
wrongful acts.8 
 
 
 
 
 
 
 
                                                 
5 Financial Dictionary / Investopedia available at: 
http://www.investopedia.com/terms/s/shareholder-value.asp last visit 16/1/2011. 
6  Business Dictionary, available at: http://www.businessdictionary.com/definition/stakeholder-
value-approach.html last visit 16/1/2011. 
7  Investopedia: Knowing Your Rights As A Shareholder available at: 
http://www.investopedia.com/articles/01/050201.asp last visit 16/1/2011. 
8  OECD Principles of Corporate Governance. The Organization for Economic Co-operation and 
Development, 2004.P 18. available at :http://www.oecd.org/dataoecd/32/18/31557724.pdf last visit : 
16/1/2011. 
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Ownership in a Portion of the Company 
 
Common shareholders own a piece of something that has value, they have a claim on a 
portion of the assets owned by the company. As these assets generate profits, and as the 
profits are reinvested in additional assets. Investors in a company own a portion of the 
company (no matter how small that portion is) however, this doesn't mean that they own 
property of the company. 9 
 
Paragraph (A) from chapter 2 of the OECD Principles of Corporate Governance states: 
that basic shareholder rights should include the right to: 1) secure methods of ownership 
registration, 2) convey or transfer shares, 3) obtain relevant and material information on 
the corporation on a timely and regular basis, 4) participate and vote in general 
shareholder meetings, 5) elect and remove members of the board, and 6) share in the 
profits of the corporation. 
 
Right to transfer ownership 
 
This is means that shareholders are allowed to trade their stock on an exchange, which is 
what make the stocks different from any other investment-like real estate. In the case of 
property, it can take months to convert the investment into cash. But because stocks are 
so liquid, the investors can move their money into other places almost instantaneously.10 
 
Voting Power on Major Issues  
 
This includes electing directors and proposals for fundamental changes affecting the 
company such as mergers or liquidation. Voting takes place at the company's annual 
meeting.11 Paragraph (C) from chapter 2 of the OECD Principles of Corporate 
Governance states: “Shareholders should have the opportunity to participate effectively 
and vote in general shareholder meetings and should be informed of the rules, including 
voting procedures, that govern general shareholder meetings”. 
 
 
 
 
 
 
 
 

                                                 
9  For more information please see Investopedia: What Owning A Stock Actually Means available 
at: http://www.investopedia.com/articles/basics/03/070303.asp last visit 16/1/2011. 
10  Please see id .  
11  please see Investopedia: What Owning A Stock Actually Means available at: 
http://www.investopedia.com/articles/basics/03/070303.asp last visit 16/1/2011. 
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An Entitlement to Dividends 
 
Along with a claim on assets, shareholders receive a claim on any profits12 a company 
pays out in the form of a dividend. Management of a company essentially has two options 
with profits: they can either be reinvested back into the firm or paid out in the form of a 
dividend. This is decided by the board of directors. However, whenever dividends are 
declared, common shareholders are entitled to receive their share. 13 
 
Opportunity to Inspect Corporate Books and Records  
 
This opportunity is provided through a company's public filings, including its annual 
report.14 Paragraph (D) from chapter 2 of the OECD Principles of Corporate Governance 
states: “Capital structures and arrangements that enable certain shareholders to obtain a 
degree of control disproportionate to their equity ownership should be disclosed”.  
 
The Right to Sue for Wrongful Acts  
Paragraph (E/2) from chapter 2 of the OECD Principles of Corporate Governance states: 
“Anti-take-over devices should not be used to shield management and the board from 
accountability”. Shareholder rights vary from state to state, and from country to country-
these rights are crucial for the protection of shareholders against poor management. 15  
 
1.2 Ownership in Islam  

Economic freedom in an Islamic society necessitates that the Islamic government 
adopt policies and passes laws that enable all members of the Islamic society to engage in 
free economic activities. In Islamic law people are entitled to engage in free economic 
activities. All people are allowed to work for themselves and make money. Islam always 
encouraged trade and commerce as long as it is conducted within the framework of 
Islamic law. 16 Islam has laid down rules for ownership and designated various rules for 
when individuals come together and distribute profits amongst themselves. In Islam 
Company (Sharikah) is essentially a contract where people come together and they 
distribute the profits amongst themselves. 17 

                                                 
12  For more information please see : The United States Investment Dealers Organization Investor 
Basics available at: http://usidealers.org/basics.htm last visit 16/1/2011. 
13  Please see Paragraph (A/6) from chapter 2 of the OECD Principles of Corporate Governance. 
available at:http://www.investopedia.com/articles/basics/03/070303.asp last visit 16/1/2011. 
14  Investopedia: Knowing Your Rights As A Shareholder available at: 
http://www.investopedia.com/articles/01/050201.asp last visit 16/1/2011. 
15  Please see id. 
16  Esfandiar Malekian and Abbas Ali Daryaei: Islamic values forward into better corporate 
governance systems available at: 
http://www.globalresearch.com.my/proceeding/icber2010_proceeding/PAPER_113_IslamicCorporate.pdf 
last visit 16/1/2011.P 2. 
17  Please see Companies in Islam systems available at: http://www.khilafah.com/index.php/the-
khilafah/economy/1029-companies-in-islam last visit 16/1/2011. 
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In origin a company is a contractual matter and Islam has laid out detailed rules for 
contracts. In Islamic contracts there must be an offer and acceptance between partners 
over something (i.e. over the thing they will trade in). Thus there are always two parties 
or more in the formation of a company. The work they do forms the subject matter of the 
contract because this is the reason they have come together.  
 
An Islamic company could be identified as follows: The Sharika (Company) is an 
agreement between two or more people to do some type of work in order to make profit 
and then distribution the profit ratio according to what is agreed in the contract. 18  
 
The principle of property rights in Islam clearly provides a comprehensive framework to 
identify, recognize, respect and protect the interests and rights of every individual, 
community, state, and corporation. In fact rights of ownership, acquisition, usage and 
disposition of the property itself are considered as property (al-mal) which has beneficial 
use and value. In term of the rights of ownership, Islam declares that Allah is the sole 
owner of property and a human being is just a trustee and custodian in which it implies 
the recognition to use and manage the properties in accordance with the Islamic Law 
rules 19 
 
There are various verses of Al-Quran that mention the principle of property rights and in 
one of them Allah says: “Believe in Allah and His Messenger and spend of that whereof 
He made you trustee” ( Al Hadeed /7). The implied meaning of this verse lays down the 
principle of property’s ownership, where mankind is only regarded as a trustee of God. 
Islam recognizes private and society or state ownership. 20 
 
This implies the recognition of individual ownership in corporation as shareholders. At 
the same time Islamic law rules provide guidelines to the individual, corporation and the 
state on how to deal with the property ownership. In short, the concept of property rights 
in Islam is based on these fundamental principles: i.e. the rights on the property is 
subjected to Islamic law, the enjoyment of rights to property is balanced with the rights of 
society and the state, every individual, society and the state are stakeholders and the 
recognition of rights of stakeholders by Islamic law.21 
 

                                                 
18  Please see Companies in Islam systems available at: http://www.khilafah.com/index.php/the-
khilafah/economy/1029-companies-in-islam last visit 16/1/2011. 
19  Zulkifli Hasan: Corporate Governance : Western and Islamic Perspectives International Review 
of Business Research Papers Vol.5 No. 1 January 2009 available 
:http://www.bizresearchpapers.com/attachments_2009_01_13/23.Zulkipli.pdf last visit 16/1/2011.P 285. 
20  Zulkifli Hasan: Corporate Governance : Western and Islamic Perspectives International Review 
of Business Research Papers Vol.5 No. 1 January 2009 available 
:http://www.bizresearchpapers.com/attachments_2009_01_13/23.Zulkipli.pdf last visit 16/1/2011.P 286. 
21 Zulkifli Hasan: Corporate Governance : Western and Islamic Perspectives International Review of 
Business Research Papers Vol.5 No. 1 January 2009 . 
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While there may not be an Islam official juristic recognition of the concept of corporate 
governance as such, an examination of the principal legal sources of the Holy Qur’an and 
sunna reveals clear guidelines about decision-making processes in an Islamic context.22 
 
There are in particular two dominant factors that shape the nature of Islamic corporate 
governance. 23 The first is that Islamic Law claims sovereignty over all aspects of 
conduct, individual and collective, and to encompass civil as well as criminal jurisdiction. 
Its rulings define what is true, fair, and just, the nature of corporate responsibilities, and 
the priorities for society, along with some specific governance standards. 24 
 
The second factor is that in addition to providing a set of business ethics, the law includes 
certain economic and financial principles (zakat, prohibition of riba and of speculation 
etc.) that have a direct bearing on corporate practices and policies. 25 Islamic values 
expressed in ethical conduct are an integral part of the obligations laid upon the 
individual and the community. Rules of corporate governance derive from the underlying 
principle of assuring the economic well-being of the whole community on the basis of 
universal brotherhood, justice, mutual accountability, truthfulness and transparency, 
protection of minorities, adequate disclosure and equitable distribution of wealth. 26 

 
Islamic corporate governance include obligations extending beyond shareholders, 
financiers and management to suppliers, customers, competitors and employees, 
embracing the spiritual as well as the temporal needs of the Islamic community. 
Specifically, the concepts of shura, hisba and the shari’a supervisory process and 
religious audit establish the basic building blocks of a system of Islamic corporate 
governance and business organization. 27  
 
In Islam the authority must ensure the fulfillment of contracts and respect of property 
rights, and instill in the people qualities that are necessary for social harmony and 
development with justice. 28  

                                                 
22  Esfandiar Malekian and Abbas Ali Daryaei: Islamic values forward into better corporate 
governance systems .P 7. 
23  Choudhary Slahudin : OECD Principles and the Islamic Perspective on Corporate  
 Review of Islamic Economics, Vol. 12 No. 1, 2008 available at: 
http://www.ethicsbasedmarketing.net/articles/sept_14_2008/Islam%20and%20Corporate%20Governance.p
df .last visit 16/1/2011.P 7. 
24  Choudhary Slahudin : OECD Principles and the Islamic Perspective on Corporate  
 Review of Islamic Economics.P 34. 
25  Choudhary Slahudin : OECD Principles and the Islamic Perspective on Corporate  
 Review of Islamic Economics.P 34. 
26  Esfandiar Malekian and Abbas Ali Daryaei: Islamic values forward into better corporate 
governance systems .P11. 
27  Esfandiar Malekian and Abbas Ali Daryaei: Islamic values forward into better corporate 
governance systems .P 7. 
28  Choudhary Slahudi: OECD Principles and the Islamic Perspective on Corporate Governance. P 
34. 
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“And consult them on affairs, then, when you have taken a decision, put your trust in 
Allah.” (Al Imran,159). 
 
“Those who respond to their Lord, and establish regular prayers; who their affairs by 
mutual consultation; who spend out of what We bestow on them for sustenance.” (Al-
Shura,38) 
 
The above verses emphasize consultation with stakeholders at the time of decision-
making and giving equal importance to all stakeholders (including minority 
shareholders). 
  
The OECD principles states: “The corporate governance framework should protect and 
facilitate the exercise of shareholders' rights”. According to Islamic corporate governance 
model, all rights of stakeholders (including shareholders) should be protected due to the 
emphasis on property rights. It is important to mention that the difference between the 
Islamic corporate governance model and OECD principles is that accountability should 
be to God, not only to the shareholders.29 Moreover, OECD principles states: “The 
corporate governance framework should ensure the equitable treatment of all 
shareholders, including minority and foreign shareholders. All shareholders should have 
the opportunity to obtain effective redress for violation of their rights”30 According to the 
Islamic concepts of zakat (special alms levy), the Shariah board is expected to oversee 
the collection of zakat and its distribution to the relevant parties. This ensures the 
equitable distribution of wealth to all stakeholders and disadvantaged members. 31 
Contractual framework is also very unique in Islam. In Holy Quran Allah clearly reminds 
the Muslims on the principle of fulfilling each of their contractual obligations where He 
says: “O you who believe, fulfill contracts”( Amaedaa :1). This verse presents a basic 
foundation of the notion of contract that every individual, society, corporation and the 
state are bound by their contracts which defines the rights and obligations of the parties. 
In relation with the issue on corporate governance, each stakeholder has duty to perform 
his contractual obligations in accordance with the term stipulated in the contract directly 
or indirectly. For example, the shareholders have the duty to provide business capital, the 
management to manage and run the business, the employees to perform their respective 
duties and the state to ensure enforceability of the contracts in case of violation by any 
party. 32  

                                                 
29  Maria Bhatti and Ishaq Bhatti : Toward Understanding Islamic Corporate Governance Issues in 

Islamic Finance , wiley.available at: http://onlinelibrary.wiley.com/doi/10.1111/j.1943-
0787.2009.01165.x/full last visit 16/1/2011.P 286. 

30  Please see chapter (3) of the OECD Principles of Corporate Governance. 
31  Maria Bhatti and Ishaq Bhatti : Toward Understanding Islamic Corporate Governance Issues in 
Islamic Finance. 
32  Zulkifli Hasan: Corporate Governance: Western and Islamic Perspectives. P 286. 
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All of these duties arise through contractual framework and they are subjected to the rules 
of Islamic law. In short, the principle of contract in Islam establishes guideline to identify 
and qualify who is a rightful stakeholder. 33 
 
For example, the board of directors acting on behalf of the shareholders has duty to 
monitor and oversee overall business activities and the managers have fiduciary duty to 
manage the firm as a trust for all the stakeholders and not for the shareholders alone. The 
other stakeholders such as employees, depositors, and customers have duty to perform all 
of their contractual obligations. In addition, the state as a stakeholder will be the external 
institution to provide regulatory framework and its enforcement. 34 Islamic corporate 
governance model ensures that all related stakeholders with full rights and 
responsibilities are participating in corporate governance Therefore it is clear that the 
Islamic model is consistent with many of the principles proposed by the OECD. But the 
Islamic corporate governance model adds more value to the concept of corporate 
governance by include the aspect of the of reward and punishment by God. 35 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                 
33  Zulkifli Hasan: Corporate Governance: Western and Islamic Perspectives P 286. 
34  Zulkifli Hasan: Corporate Governance: Western and Islamic Perspectives. P 286. 
35  Maria Bhatti and Ishaq Bhatti : Toward Understanding Islamic Corporate Governance Issues in 
Islamic Finance. 
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2- The relation between the shareholders and the board  of directors and  concept of 
fiduciary (Wakalah) in Islam. 
  
2.1 The board of directors 
 

In shareholding companies the board of directors are appointed or elected by the 
shareholders, the members of the board should be shareholders. The board has a legal 
obligation to ensure that a company is operated in a proper, legal, good-corporate style. 36 
The board of directors members must meet certain qualifications before they can act as 
such. For example, persons who are undercharged bankrupts or who have been convicted 
of a criminal act or a securities violation may not be allowed to serve as members of the 
board of directors. 37The members owe a fiduciary duty to both the company and all 
shareholders and as such must act in the interests of all shareholders. They must act in 
accordance with any applicable legislation. 38 
 
Paragraph (A) from chapter (6) of the OECD Principles of Corporate Governance state: 
“Board members should act on a fully informed basis, in good faith, with due diligence 
and care, and in the best interest of the company and the shareholders”.  
 
Paragraph (C) from chapter (6) of the OECD Principles of Corporate Governance states: 
“The board should apply high ethical standards. It should take into account the interests 
of stakeholders”. This principle states the two key elements of the fiduciary duty of board 
members: the duty of care and the duty of loyalty. The duty of care requires board 
members to act on a fully informed basis, in good faith, with due diligence and care.39 

The duty of loyalty underpins effective implementation of Corporate Governance 
principles. For example, the equitable treatment of shareholders, monitoring of related 
party transactions and the establishment of remuneration policy for key executives and 
board members.40 
 
 
 
 
 
 
 
 

                                                 
36  Mike Volker: The Board of Directors, Business Basics for Engineers. available at: 
http://www.sfu.ca/~mvolker/biz/bod.htm last visit 23/1/2011. 
37  Please see id. 
38  Mike Volker: The Board of Directors, Business Basics for Engineers. And Fawzi Mohammad 
Sami : Commercial Companies, Dar Al Thakafa , Amman , 2005. P.476. and OECD Principles of 
Corporate Governance P 58. 
39  Please see OECD Principles of Corporate Governance P 59. and Fawzi Mohammad Sami : 
Commercial Companies, Dar Al Thakafa , Amman , 2005. P.476 
40  Please see OECD Principles of Corporate Governance P 59. 
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2.2. Agency Theory  
 

Agency theory is defined as: “A relationship between the principals, such as 
shareholders and agents-such as the company executives and managers.” (The owners are 
principals and the managers are agents.) This theory can be employed to explore the 
relationship between the ownership and management structure, shareholders who are the 
owners of the company, hires the gents to perform work.41 
 
According agency theory, the board of directors provides a monitoring of managerial 
actions on behalf of shareholders. And this is will be the major structural mechanism to 
curtail managerial opportunism. 42 The model is predicated upon the notion of an in-built 
conflict of interest between owner and manager. Following the separation of ownership 
and control is how the principal can ensure that his agents serve the shareholders interests 
rather than their own. 43 
 
In agency theory, the agent may be succumbed to self-interest, opportunistic behavior and 
falling short of congruence between the aspirations of the principal and agent.44 Lack of 
attention to maximizing shareholder returns, or in terms of ‘self-interested opportunism’ 
(accruing wealth to themselves rather than shareholders) could be an examples of self-
interest, opportunistic behavior. 45  
 
 
 
 
 
 
 

                                                 
41  Haslinda Abdullah and Benedict Valentine : Fundamental and Ethics Theories of Corporate 
Governance , Middle Eastern Finance and Economics, Issue 4. 2009.P 89. available at 
http://www.eurojournals.com/mefe_4_07.pdf : last visit 23/1/2011. and John Roberts : Agency Theory, 
Ethics and Corporate Governance. Paper prepared for the Corporate Governance and Ethics Conference, 
Maquarie Graduate School of Management, Sydney, 2004.. available at 
:http://www.le.ac.uk/ulsm/research/cppe/levinas/pdf/roberts2.pdf 
  last visit 23/1/2011. P 3. 
42  Kathleen M. Eisenhardt : Agency Theory: An Assessment and Review, The Academy of 
Management Review, Vol. 14, No. 1, (1989), P 59. available at : http://www.jstor.org/pss/258191 last visit 
23/1/2011.and John Roberts : Agency Theory, Ethics and Corporate Governance. PP 3-4. Haslinda 
Abdullah and Benedict Valentine : Fundamental and Ethics Theories of Corporate Governance PP 89-90. 
and Adnan Bin Haider Darwish: Corporate Governance and the role of the Board of Directors: Union of 
Arab Banks .2007.available at: http://www.diconline.org/Temp/Documents_Files/82178511-b5e6-4634-
8982-5353efcfbea1.pdf last visit 23/1/2011.P 64. 
43 
44  Haslinda Abdullah and Benedict Valentine : Fundamental and Ethics Theories of Corporate 
Governance P 89 and Kathleen M. Eisenhardt : Agency Theory: An Assessment and Review, P 58. 
45  John Roberts : Agency Theory, Ethics and Corporate Governance. P 3. and 
Adnan Bin Haider Darwish: Corporate Governance and the role of the Board of Directors. P 65. 
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The remedies to this conception of the agency problem within corporate governance 
involves the acceptance of certain ‘agency costs’ involved either in creating 
incentives/sanctions that will align executive self interest with the interests of 
shareholders, or incurred in monitoring executive conduct in order to constrain their 
opportunism.46 The board is to perform a monitoring role against the company’s 
management as well as a role of setting the company’s strategy.47 There are three main 
techniques available in order to ensure that the board of directors will serve the 
shareholders interests. These are: 
 
1- Giving shareholders appointment and/or removal rights in respect of the directors 
(this is the most obvious way to make the board accountable to the shareholders as a 
class). This could be achieved by making it easy for the shareholders to remove all or any 
of the board members if they did not find the member serves their interests. 48  
 
2- Subjecting directors to legal duties which require them to exercise their discretion in 
the interests of the shareholders as a class. Imposing liability upon directors who act 
incompetently or disloyally would seem to be an obvious legal strategy to deal with the 
principal/agent problem between management and shareholders as a class. All systems in 
principle have provisions which could be invoked to impose liability on directors who act 
incompetently.49 
 
3- Structuring the incentives of the members of the board so as to induce them to promote 
the interests of the shareholders as a class.50 
 
Paragraph (D) from chapter (6) of the OECD Principles of Corporate Governance set a 
responsibility to be applied by the board to monitor and manage potential conflicts of 
interest of management, board members and shareholders, including misuse of corporate 
assets and abuse in related party transactions.51 
 
Paragraph (E/1) from chapter (6) of the OECD Principles of Corporate Governance 
states: “Boards should consider assigning a sufficient number of non-executive board 
members capable of exercising independent judgment to tasks where there is a potential 
for conflict of interest”.  

                                                 
46  Paul L Davies The Board of Directors: Composition, Structure, Duties and Powers , Company 
Law Reform in OECD Countries A Comparative Outlook of Current Trends Stockholm, 2000. P 4. 
available at : http://www.oecd.org/dataoecd/21/30/1857291.pdf last visit 23/1/2011. and John Roberts : 
Agency Theory, Ethics and Corporate Governance. P3. 
47  Paul L Davies The Board of Directors: Composition, Structure, Duties and Powers ,P 8. 
48  Paul L Davies: The Board of Directors: Composition, Structure, Duties and Powers, P6. 
49  Paul L Davies: The Board of Directors: Composition, Structure, Duties and Powers, P7. Aziz Al 
Ukeli Commercial law , Part IV Dar Al Thakafa , Amman 2002, p. 305.  
 10 Paul L Davies: The Board of Directors: Composition, Structure, Duties and Powers, P10. 
50  Paul L Davies: The Board of Directors: Composition, Structure, Duties and Powers, P8. 
51  OECD Principles of Corporate Governance. P 62. 
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Board members should be able to commit themselves effectively to their responsibilities. 
It is very important to improve board practices and the performance of its members. This 
could be achieved by engaging in board training and voluntary self-evaluation that meet 
the needs of the individual company. This might include that board members acquire 
appropriate skills upon appointment and thereafter remain abreast of relevant new laws, 
regulations, and changing commercial risks through in-house training and external 
courses.52 
 
Members of the board should enjoy legitimacy and confidence in the eyes of 
shareholders. Achieving legitimacy would also be facilitated by the publication of 
attendance records for individual board members (e.g. whether they have missed a 
significant number of meetings) and any other work undertaken on behalf of the board 
and the associated remuneration. 53 
 
2.3 Fiduciary (Wakalah) in Islam 
 

Wakalah in Islamic law could be identified as: authorization from one person to 
another to act on behalf of him in a well known and permissible action. 54 In holy Quran : 
“Now send ye then one of you with this money of yours to the town: let him find out 
which is the best food (to be had) and bring some to you” (Al Kahf /18). 
 
According to this text the people in this story send one of them to buy the food they need 
and according to this Islamic scholars have concluded that the Wakalah is a permissible 
action this text.55  
  
There are four pillars of fiduciary in Islamic law these are :56 

1. Principal: the person who give the authorization. 
2. The agent: the one who act on behalf the principal. 
3. The contract formula: and it is about the offer and accepting.  

                                                 
52  Adnan Bin Haider Darwish: Corporate Governance and the role of the Board of Directors. P76. 
and please see OECD Principles of Corporate Governance. P 66.  
53  Some countries have limited the number of board positions that can be held. Because Service on 
too many boards can interfere with the performance of board members. For more information please see 
:OECD Principles of Corporate Governance. P 66. 
54  Hamad bin Abdullah Al-Hammad : The agency contract in Islamic jurisprudence and its 
applications in the Notary dealers across the Saudi Arabia. Al Adel journal Issue (23) , Al Read , 1425H. 
available at: http://212.70.50.62/Adl/attach/375.pdf last visit 23/1/2011 P132-133. and Mohammed bin Ali 
Subaihin: Agency in Islamic Jurisprudence, MA thesis, the Higher Judicial Institute, Riyadh 1992. . 
available at : http://iefpedia.com/arab/wp-content/uploads/2010/08/-الوآالة-في-الفقة-الاسلامي-رسالة-ماجستير-محمد
 pdflast visit 23/1/2011. PP 5-6. and Adnan Sarhan: Explanation of the civil law: Dar Al.بن-علي-السبيهين
thakafa, Amman ,1996.PP 103-105. 
55  Mohammed bin Ali Subaihin: Agency in Islamic Jurisprudence, P 8. and � Hamad bin Abdullah 
Al-Hammad : The agency contract in Islamic jurisprudence and its applications in the Notary dealers across 
the Saudi Arabia , P 136.  
56  Hamad bin Abdullah Al-Hammad : The agency contract in Islamic jurisprudence and its 
applications in the Notary dealers across the Saudi Arabia , P 137.  
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4. The contract object: the topic of the contract (the action to be take by the agent). 
 
In Islamic law there are some conditions to be considered in the principal and the agent 
and the object of the contract :57  
 
Principal conditions: 58 
 

1. The ability to act according to Islamic law (being an adult and not having any 
issues could prevent this ability) 

2. Ensure that the Principal himself is allowed to do the action of fiduciary. 
 

Agent conditions: 59 
 

1. Identify who is the agent in clear way. 
2. The ability to act according to Islamic law.  
3. Allowed to do the contract object. 
4. Accept the contract to be the agent.  

 
Object conditions: 60 
 

1. To be a well known object for all contract parties. 
2. Able to be done on behalf of the principal. 

 
When we apply this conditions on the relationship between the shareholders and the 
members of the board of directors we find the following: 
 
1- Shareholders are the owners of the company and they elect the board of directors 
to manage the company in order to rise their profit and serve their interest. 
 
2- The shareholders give their authorization to the board of members to manage the 
company on behalf of them. 

 
 
 

                                                 
57  Hamad bin Abdullah Al-Hammad : The agency contract in Islamic jurisprudence and its 
applications in the Notary dealers across the Saudi Arabia , P 138. 
58  Mohammed bin Ali Subaihin: Agency in Islamic Jurisprudence. P 29.and Hamad bin Abdullah 
Al-Hammad : The agency contract in Islamic jurisprudence and its applications in the Notary dealers across 
the Saudi Arabia , P 138. 
59  Hamad bin Abdullah Al-Hammad : The agency contract in Islamic jurisprudence and its 
applications in the Notary dealers across the Saudi Arabia , P 140. and Mohammed bin Ali Subaihin: 
Agency in Islamic Jurisprudence P34. 
60 Hamad bin Abdullah Al-Hammad : The agency contract in Islamic jurisprudence and its 
applications in the Notary dealers across the Saudi Arabia , P 142. and Mohammed bin Ali Subaihin: 
Agency in Islamic Jurisprudence P 47. 
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All of the all pillars of the fiduciary in Islamic law are found in the case above as follows:  
Shareholders are the principals: they have the ability to act according to Islamic law and 
they own the company therefore they are allowed to manage it.61 
 
Members of the board are elected by the shareholders and they have the ability to act 
according to Islamic law, they are identified in clear way. Moreover they are part of the 
owners, therefore they are allowed to do the action by themselves. And we can consider 
the nomination and election process as the contract formula: nomination is an offer and 
election is accepting. 
 
Therefore, and based on the above, we can consider the board of directors as the agents, 
the shareholders as the principals, and the management of the company as the object of 
the contract fiduciary. Therefore we can say that the Islamic law consider the same 
principals of the agency theory in the fiduciary (Wakalah) In Islamic Jurisprudence. 
Moreover Islamic law has an accountability value instead of the agency theory methods.  
 
2.4 Agency theory and Accountability concept in Islam  
 

According to Islamic law, all resources are given by Allah, and only Allah is the 
owner of all the wealth. Individuals are only trustees and that accountability is ultimately 
due to Allah.62 Therefore, Islam regulates and influences all spheres of life, including 
governing the conduct of business and commerce. Muslims ought to conduct their 
business activities in accordance with the requirement of their religion to be fair, honest 
and just toward others. Business activity, in consequence, must be broadly inspired and 
guided by the concepts of Islamic law. The Islamic legal framework is committed to 
values such as justice and the ban on malpractices. Many verses in the Holy Qur'an 
encourage trade and commerce, and the attitude of Islam is that there should be no 
impediment to honest and legitimate trade and business: so that people earn a living, 
support their families and give charity to those less fortunate.63 
 
 
 
 
 
 

                                                 
61 Edward Eid : Commercial Companies Alnjwa Press. Beirut 1970, p. 568 Mustafa Kamal Taha, 
Commercial Law , AlDarr Al Jameeah , Cairo, 1986. p. 460. and Aziz Al Ukeli Commercial law, P 305. ا  
62  Rashid Mateen Khan : Applications of accountability in Islam, available at: 
http://www.scribd.com/doc/22569618/Self-Accountability-in-Islam last visit 23/1/2011.P1. 
63  Mervyn K Lewis : Accountability and Islam , Fourth International Conference on Accounting and 
Finance in Transition Adelaide, 2006. available at: 
http://www.unisa.edu.au/commerce/docs/Accountability%20and%20Islam.pdf last visit 23/1/2011.P3. 
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Furthermore, the accountability in roles and responsibilities is not limited to business 
people only but applies to the whole of life.64 Islamic law requires the honest fulfillment 
of all contracts and from all persons, prohibits the betrayal of trusts. The Qur’anic verses 
and Prophetic ahadith are clear principles commanding accountability in roles and 
responsibilities. The moral values needed are clearly set out in the Qur’an, the Sunnah . 65 
 
“O you who have believed, be persistently standing firm in justice, witnesses for Allah, 
even if it be against yourselves or parents and relatives. Whether one is rich or poor, 
Allah is more worthy of both. So follow not [personal] inclination, lest you not be just. 
And if you distort [your testimony] or refuse [to give it], then indeed Allah is ever, with 
what you do, Acquainted” (Al-Nisa/ 135).  
 
“O ye who believe! Eat not up your property among yourselves in vanities. But let there 
be amongst you traffic and trade by mutual goodwill”, (Al-Nisa/ 29). 
 
And do not eat up your property among yourselves in vanities, nor use it as bait for the 
judges, with intent that ye may eat up wrongfully and knowingly a little of [other] 
people’s property. (Al-Baqarah/188). 
 
“Obey God, and obey the Apostle, and those charged with authority among you. If ye 
differ in anything among yourselves, refer it to God and His Apostle, if ye believe in God 
and the Last Day: That is the best and most suitable for final determination.” (Al-
Nisa/59) 
 
The Prophet (pbuh) made it abundantly clear that “whoever cheats is ‘not one of us’ (i.e. 
not a Muslim). He also said: “The hypocrite has three signs: when he speaks he tells lies, 
when he makes a promise he does not fulfill it, and when he is entrusted with something 
he commits a breach of trust”. And he said: “honest and trustworthy businessmen will be 
with the Prophets, the truthful ones and the martyrs on the Day of Judgment”.66 
 
According to agency theory, the agent may be succumbed to self-interest, opportunistic 
behavior and falling short of congruence between the aspirations of the principal and 
agent.67 Therefore in order to prevent or eliminate that kind of action, agency theory set 
some remedies to prevent that behavior such as: giving shareholders appointment and/or 
removal rights in respect of the directors, subjecting directors to legal duties and 
structuring the incentives of the members of the board of directors.68 

                                                 
64 Choudhary Slahudin : OECD Principles and the Islamic Perspective on Corporate Review of 
Islamic Economics.P36. 
65  Choudhary Slahudin : OECD Principles and the Islamic Perspective on Corporate Review of 
Islamic Economics.P 37. 
66  Choudhary Slahudin : OECD Principles and the Islamic Perspective on Corporate Review of 
Islamic Economics.P 37 
67  John Roberts : Agency Theory, Ethics and Corporate Governance. P 3. 
68  Paul L Davies The Board of Directors: Composition, Structure, Duties and Powers , Company 
Law Reform in OECD Countries PP 4-8. 
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On the other hand according to the Islamic law the principal can remove the agent if the 
agent is misbehaving, 69 and the issue of, subjecting directors to legal duties and 
structuring the incentives of the members of the board of directors is harmonious with the 
reword and punishment theory in Islam70  
 
(and the retribution for an evil act is an evil one like it). (Al Shūraa/ 40) 
 
“So whoever does an atom's weight of good will see it, And whoever does an atom's 

weight of evil will see it.” (AL-Zalzalah /7-8 ) 
 

“Indeed, those who have believed and done righteous deeds - indeed, We will not allow 
to be lost the reward of any who did well in deeds” (Al-Kahf/30). 
 

“And not equal are the good deed and the bad. Repel [evil] by that [deed] which is better; 
and thereupon the one whom between you and him is enmity [will become] as 
though he was a devoted friend”. (Fuşşilat /34) 

 
“Whoever does a good deed - it is for himself; and whoever does evil - it is against the 

self. Then to your Lord you will be returned” (Al-Jāthiyah /15)  
 
“Every person, for what he earned, is retained” (Al Ţūr/ 21) 
 
The corporate governance system in Islam entails implementation of a rule-based 
incentive system the compliance with the rules ensures an efficient governance system to 
preserve social justice and order among all members of society.71 
 
The concept of accountability is consistent with the agency theory remedies methods and 
Islamic law add an important value to the these methods by makes the responsible people 
accountable not only to stakeholders, but also to God – the Ultimate Authority.72 
 
 
 
 
 
 
                                                 
69  Hamad bin Abdullah Al-Hammad : The agency contract in Islamic jurisprudence and its 
applications in the Notary dealers across the Saudi Arabia , P 158.  
70  Mohamed Fathi Al Seed Kasem: Theories of motivation among management thought and Islamic 
thought, Islamic Research and Training Institute Symposium (31) Management in Islam, Jeddah, 1990. 
available at: http://www.kantakji.com/fiqh/Files/Manage/F232.pdf last visit 23/1/2011.P3.PP 
232.253.254.276.290. 
71  Choudhary Slahudin : OECD Principles and the Islamic Perspective on Corporate Review of 
Islamic Economics.P.36. 
72  Choudhary Slahudin : OECD Principles and the Islamic Perspective on Corporate Review of 
Islamic Economics.P 37. 

Electronic copy available at: https://ssrn.com/abstract=2049830



 21

3-Disclosure rules and concept of (Gharar) rule in Islamic law 
 
3.1- Disclosure rules 
 

Disclosure refers to the act of making information or data readily accessible and 
available to all interested individuals and institutions.73 
 
Disclosure regime is a pivotal feature of market-based monitoring of corporate conduct 
and is central to the ability of shareholders to exercise their voting rights effectively. 
Disclosure can also be a powerful tool for influencing the behavior of companies and for 
protecting investors. A strong disclosure regime can help to attract capital and maintain 
confidence in capital markets. Shareholders and potential investors require access to 
regular, reliable, and comparable information in sufficient detail for them to assess the 
stewardship of management and make informed decisions about the value, ownership, 
and voting of shares.74 
 
Disclosure also helps improve public understanding of the structure and activities of 
companies, their policies, and performance with respect to environmental and ethical 
standards and their relationships with the communities in which they operate.75 
 
Chapter five of the OECD Principles of Corporate Governance talk about disclosure and 
transparency by said: “The corporate governance framework should ensure that timely 
and accurate disclosure is made on all material matters regarding the corporation, 
including the financial situation, performance, ownership, and governance of the 
company.”  
 
Capital markets are operating in a highly regulated environment. Highly organized 
securities markets on stock exchanges also operate in a highly regulated environment. In 
order to protect public investors against manipulative and deceptive activities by 
securities brokers and others, securities regulation in most jurisdictions emerged and is 
centered upon the idea of investor protection. It could be noticed that securities laws 
provides a detailed and complex disclosure system for large public companies.76 
 
 
 

                                                 
73 The OECD Glossary of Statistical Terms. available 
at:http://stats.oecd.org/glossary/detail.asp?ID=6139  
74 Corporate Governance Disclosure In Annual Reports, A Guide to Current Requirements and 
Recommendations for Enhancement, Hong Kong society of accounting .2001.available at: 
http://www.ecgi.org/codes/documents/hksa.pdfLast visit :30/1/2011.P 5. 
75 Corporate Governance Disclosure In Annual Reports. P5. 
76  Hideki Kanda, Disclosure and Corporate Governance , A Japanese Perspective. Corporate 
Governance in Asia, OECD Seoul 1999. available at: http://www.oecd.org/dataoecd/7/45/1931620.pdf Last 
visit :30/1/2011. P 4. 
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The value of disclosure depends on the value of information being disclosed. In general 
information being disclosed is comprised of two kinds: accounting and non-accounting 
information. When ownership is spread out, dispersed investors face the collective action 
problem, therefore the disclosure system is more valuable and more effective where 
investors are dispersed.77 
 
3.2- Disclosure in the OECD Principles corporate governance. 
 

Paragraph (A) from chapter 5 of the OECD Principles of Corporate Governance 
said:  
 
“Disclosure should include, but not be limited to, material information on:  
1.The financial and operating results of the company.  
2.Company objectives.  
3.Major share ownership and voting rights.  
4.Remuneration policy for members of the board and key executives, and information 
about board members, including their qualifications, the selection process, other company 
directorships and whether they are regarded as independent by the board.  
5.Related party transactions.  
6.Foreseeable risk factors.  
7.Issues regarding employees and other stakeholders.  
8.Governance structures and policies, in particular, the content of any corporate  
governance code or policy and the process by which it is implemented.”  
 
1.The financial and operating results of the company.  
 
One of the major responsibilities of the board of directors is to ensure that shareholders 
and other stakeholders are provided with high-quality disclosures on the financial and 
operating results of the entity that the board of directors have been entrusted with 
governing. .78  
 
The quality of financial disclosure depends significantly on the robustness of the financial 
reporting standards on the basis of which the financial information is prepared and 
reported (in most circumstances).79  
 
 
 
 

                                                 
77  Hideki Kanda, Disclosure and Corporate Governance , A Japanese Perspective. P 4.  
78  Corporate Governance Disclosure: Guidance on Good Practices in Corporate Governance, United 
Nation Conference On Trade and Development, United Nation , Yew Your and Geneva, 2006. available 
at:http://www.unctad.org/en/docs/iteteb20063_en.pdf Last visit :30/1/2011. P7. 
79  Corporate Governance Disclosure: Guidance on Good Practices in Corporate Governance. P 3. 
 And ODEC PrinciplesofCorporateGovernance .P50  
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Many shareholders and stakeholders would be interested in information that would help 
them determine that management is running the enterprise with the best interest of all 
shareholders and stakeholders. They could find it useful in providing an additional level 
of comfort regarding the fact that the financial statements accurately represent the 
situation of the company.80  
 
2.Company Objectives  
  
The objectives of enterprises may vary according to the values of society. In many 
countries (but by no means all) the primary corporate objective is to maximize the long-
term return to shareholders (shareholder value).81  
 
3.Major share ownership and voting rights.  
 
The beneficiary ownership structure should be fully disclosed to all interested parties. For 
example, any changes in the shareholdings of substantial investors should be disclosed to 
the market as soon as a company becomes aware of them.82 Disclosure should be made of 
the control structure and of how shareholders can exercise their control rights through 
voting or other means. Therefore, in order to ensure the rights relevant for shareholders, 
all procedures governing the acquisition of corporate control in the capital markets and 
extraordinary transactions such as mergers and sales of substantial portions of corporate 
assets should be disclosed. 83 Moreover, in order to protect the interest of minority 
shareholders, all shareholders receive information equally, according to principle of 
"equality of disclosure".84  
 
4. Remuneration policy for members of the board and key executives, and information 
about board members.  
 
The boards role and functions must be fully disclosed. The purpose of this disclosure is to 
make a judgment on the ability of directors and key executives to meet all of their 
commitments; thus the number as well as the type and duties of the position (which gives 
some indication of the commitment involved) should be disclosed. Shareholders need to 
be aware of the number, type, and duties of outside board and management positions that 
any individual director holds. Information on outside board and management positions 
should be disclosed for key executives as well. 85  

                                                 
80  Corporate Governance Disclosure: Guidance on Good Practices in Corporate Governance. P 5. 
And ODEC Principles of Corporate Governance .P50 
81  ODEC Principles of Corporate Governance .P50-51. 
82  ODEC Principles of Corporate Governance .P51. 
83  ODEC Principles of Corporate Governance .P51..  
84  ODEC Principles of Corporate Governance .P51..  
85  ODEC Principles of Corporate Governance .P52. 
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There should be sufficient disclosure of the qualifications and biographical information 
of all board members to assure shareholders and other stakeholders that the members can 
effectively fulfill their responsibilities. 86 
  
Along with the duties and responsibilities of directors, shareholders will need to know 
how directors were evaluated, what criteria were used, and how they were applied in 
practice, particularly with reference to remuneration. Directors should disclose the 
mechanism for setting directors’ remuneration and its structure. 87  
 
Conflicts of interest affecting members of the board should, if they are not avoidable, at 
least be disclosed. The board of directors should disclose whether it has a formal 
procedure for addressing such situations, as well as the hierarchy of obligations to which 
directors are subject. 88 

 
5.Related party transactions. 
 
It is essential for the company to fully disclose material related to party transactions to 
the market, either individually, or on a grouped basis. Including whether they have been 
executed at arms-length and on normal market terms. Disclosure requirements include the 
nature of the relationship where control exists and the nature and amount of transactions 
with related parties, grouped as appropriate.89 
 
6.Foreseeable risk factors.  
  
The board should give appropriate disclosures and assurances regarding its risk 
management objectives, systems, and activities. The board should disclose existing 
provisions for identifying and managing the effects of risk-bearing activities. The board 
should report on internal control systems designed to mitigate risks. Such reporting 
should include risk identification mechanisms. 90 
 
7.Issues regarding employees and other stakeholders.  
 
Companies are encouraged, and in some countries even obliged, to provide information 
on key issues relevant to employees and other stakeholders that may materially affect the 
performance of the company. Disclosure may include management/employee relations, 
and relations with other stakeholders such as creditors, suppliers, and local 
communities.91  

                                                 
86  ODEC Principles of Corporate Governance .P52. 
87  ODEC Principles of Corporate Governance .P52. 
88  ODEC Principles of Corporate Governance .P52. 
89  ODEC Principles of Corporate Governance .P 52. 
90  ODEC Principles of Corporate Governance .P52-53. and Corporate Governance Disclosure: 
Guidance on Good Practices in Corporate Governance. P 24. 
91  ODEC Principles of Corporate Governance .P53. 
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8.Governance structures and policies, in particular, the content of any corporate 
governance code or policy and the process by which it is implemented.  
 
For example: the division of authority between shareholders, management, and board 
members is important for the assessment of a company’s governance. 92 
 
3.3 The concept of (Gharar) ( Uncertainty) in Islamic law  
 

“Gharar” refers to any transaction of probable items whose existence or 
characteristics are not certain, due to lack of information, ignorance of essential elements 
in the transaction to either party, or uncertainty of the ability of one party to honor the 
contract.93 
 
“Gharar” defined as any act characterized by an unknown outcome, or an act a person 
cannot warrant whether it will materialize or not. In other words, “Gharar” is implicated 
in any action or deal which a person undertakes without knowing its aftermath. “Gharar” 
can also be invoked in a situation involving uncertainty, such as lack of knowledge as to 
the nature of the subject matter of contract. 94 
 
The term “Gharar” is not directly mentioned in Quran, but a number of etymologically 
related words are mentioned, such as delusion and deception. “Gharar” is also a concept 
that is controversial among various Islamic schools of thought. 95 
 
The meaning of “Gharar” includes deception, delusion, and hazard or risk, and, within 
the financial industry, it can be defined as uncertainty and risk. 96 
 
The rationale of Prohibition of “Gharar” is to ensure full consent and satisfaction of the 
parties in a contract. Without full consent, a contract may not be valid. Full consent can 
only be achieved through certainty, full knowledge, full disclosure, and transparency.97 
 
The main cases of forbidden “Gharar” can be summarized in the following: .98 
 
 

                                                 
92  ODEC PrinciplesofCorporateGovernance .P53. 
93  Mohammed Alwosabi : The Prohibition Of Gharar , available 
at:http://staff.uob.edu.bh/files/620922311_files/Prohibition-of-Gharar.pdf Last visit :30/1/2011. P1. 
94  Islamic Shari'a Concepts governing Islamic Banking finance , available at: 
 http://www.dradamlawfirm.com/pdf/Islamic%20Shari'a%20Concepts%20Governing%20Islamic
%20Banking%20Finance.pdf Last visit :30/1/2011P.33. 
95  Fahad Al-Zumai :Corporate Governance Challenges in Islamic Finance Institutions available 
at:http://www.essex.ac.uk/ebs/research/BAAALDEE/1stWorkshopConfPapers/IslamicCorporateGovernanc
e1.doc Last visit :30/1/2011. P7 
96  Fahad Al-Zumai :Corporate Governance Challenges in Islamic Finance Institutions . P 7. 
97  Mohammed Alwosabi : The Prohibition Of Gharar P 2-4.  
98  Mohammed Alwosabi : The Prohibition Of Gharar 
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Uncertainty of Ownership and Possession  
 
The sale of an item that may not exist or it is not in the possession of one of the parties 
and there is uncertainty about its future possession. Or when there is no ownership or 
incomplete ownership to the item. 
  
Inadequacy and Inaccuracy of Information  
 
The absence of information for either party may be due to deliberate action of the 
counter-party, or it may also be due to contracting under a situation of uncertainty with 
mutual consent. In both cases, the contract becomes susceptible to prohibition.  
 
Interdependent and Conditional Contracts  
 
Islamic law does not permit interdependent contracts such as combining two sales in one 
contract, or two sales are linked jointly. “Gharar” exists if the sale price is dependent on a 
specific event, or the parties are not sure if the sale may or may not take place.  
 
Pure Games of Chance (Al-Qimar & Al-Maysir)  
 
Islamic law prohibits contracting under conditions of uncertainty and gambling (qimar). 
 
The reason for the prohibition of “Gharar” is the risk or uncertainty, which casts doubts 
on the delivery of the item and settlement of the contract. The rationale behind the 
prohibition of “Gharar” is to ensure full consent and satisfaction of the parties in a 
contract. Full consent can only be achieved in full disclosure and transparency and 
through perfect knowledge from contracting parties of the counter values intended to be 
exchanged. The prohibition of “Gharar” protects against unexpected losses and the 
possible disagreements regarding qualities or incompleteness of information.99 
 
Information is central to the Islamic system of contracting. All parties to the contract 
must make accurate and adequate disclosure of all relevant information enough to make 
reasonable estimates of the outcomes. Lack of knowledge (jahl) could be with regard to 
the price or the item, the characteristics of the price or of the item, the quantum of the 
price or the quantity of the item, or the date of future performance.100  
 
 
 
 

                                                 
99  The prohibition of Maysir and Gharar, financial Islam, available at: 

http://www.financialislam.com/index.html Last visit :30/1/2011.and Mohammed Alwosabi : The 
Prohibition Of Gharar. P3.  

100  Mohammed Alwosabi : The Prohibition Of Gharar. P3. 
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All Islamic financial and business transactions must be based on transparency, accuracy, 
and disclosure of all necessary information so that no one party has advantages over the 
other party. Islam has clearly forbidden all business transactions which cause injustice in 
any form to any of the parties. It may be in the form of hazard leading to uncertainty in 
any business, or deceit or fraud or undue advantage.101 
 
Islamic law is seeking to protect the different parties from deceit and ignorance by 
forbidding “Gharar” in any commercial exchange contracts that are not free from hazard, 
risk, or speculation about the essential elements in the transaction to either party, or 
uncertainty of the ability of one party to honour its rights and obligations. 102 The holy 
Quran gave clear guidance for disclosure and transparency. “O you who have believed, 
when you contract a debt for a specified term, write it down. And let a scribe write [it] 
between you in justice.” (Al-Baqarah/282) 
 
This emphasis on making records of each aspect of the transaction so that there is full, 
clear disclosure for all parties; thereby preventing misunderstanding and conflict. 103 

Therefore , when we apply the concept of “Gharar” on the Corporate Governance we will 
find that the Islamic laws ask people to declare there contracts and there financial action 
and documents so it is clear that the disclosure rules aiming to provide the interested 
people with the information they need and this is consistent with the idea of “Gharar” in 
Islam in terms of the need to indicate all the elements of financial transactions clearly. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                 
101  Mohammed Alwosabi : The Prohibition Of Gharar. P1. and The prohibition of Maysir and Gharar, 

financial Islam. 
102  The prohibition of Maysir and Gharar, financial Islam. 
103  Choudhary Slahudin: OECD Principles and the Islamic,Perspective on Corporate Governance. P 
36. 
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Conclusion: 
 

In order to find the common issues between the modern corporate governance 
principles and the Islamic law, we compared three of corporate governance principles 
with the Islamic law rules. 
 
Shareholder values and stakeholder values with the contact of ownership issue in Islamic 
law. The relation between the shareholders and the board of directors and compared it to 
the concept of fiduciary “Wakalah” in Islam, and disclosure rules with the concept of 
“Gharar” rule in Islamic law. 
 
Corporate governance principles confirmed the protection and facilitated the exercise of 
shareholders and the rights of the equitable treatment of all shareholders.  
 
By comparing that to Islamic law rules of ownership we find that according to Islamic 
corporate governance model, all rights of stakeholders (including shareholders) should be 
protected due to the emphasis on property rights 
 
Islamic corporate governance model ensures that all related stakeholder with full rights 
and responsibilities are participating in corporate governance. Therefore it is clear that 
the Islamic model is consistent with many of the principles proposed by the OECD. But 
the Islamic corporate governance model adds more value to the concept of corporate 
governance by include the aspect of the of reward and punishment by God. 
 
According to agency theory the board of directors provides a monitoring of managerial 
actions on behalf of shareholders. Islamic law considers the same principals of the agency 
theory in the fiduciary “Wakalah” in Islamic Jurisprudence . 
 
Agency theory set some remedies to prevent succumbing to self-interest, opportunistic 
behavior such as: giving shareholders appointment and/or removal rights in respect of the 
directors, subjecting directors to legal duties and structuring the incentives of the 
members of the board of directors. 
 
According to the Islamic law the principal can remove the agent if the agent is 
misbehaving. The issue of, subjecting directors to legal duties and structuring the 
incentives of the members of the board of directors is harmonious with the reward and 
punishment theory in Islam. Moreover, Islamic law has an accountability value instead of 
the agency theory methods.  
 
In Islam in terms of the need to indicate all the elements of financial transactions clearly. 
When we apply the concept of “Gharar” on the Corporate Governance we will find that 
the Islamic law asks people to declare there contracts and there financial action and 
documented.  
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Islamic corporate governance model has its own unique features and presents distinctive 
characteristics in comparison with the concept of modern Corporate governance systems.  
 
In Islam, all resources are given by Allah, and only Allah is the owner of all the wealth. 
Individuals are only trustees and that accountability is ultimately due to Allah. 
 
The OECD recommended a set of very effective corporate governance principles. The 
Islamic principles of good practice, in place for fourteen centuries, are very similar if not 
the same. Moreover, the Islamic principles necessarily have a wider horizon. They make 
reference to the well-being of humanity as a whole, not just material well-being and not 
just the Muslim community.  
 
Basically, we strongly may conclude that modern corporate governance practices are 
consistent with Islamic law. 
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