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Abstract
In the light of the economies development, there is an ever increasing attention on
corporate governance mechanisms. When it comes to the islamic financial system, the
corporate governance embraces a deeper meaning as it is correlated to islamic rules derived
from Qurann. This paper examines the impact of corporate governance variables on companies’
financial performance. The influence of the corporate governance attributes on the financial
performance of the company quantified by the indicators ROE, ROA, EBITDA/Total Assets
and EPS is proved using the companies traded in FTSE Bursa Malaysia EMAS Sharia’ah
Index. This paper finds that all of the used corporate governance variables do influence the
firms’ performance. What can be remarked from the islamic perspective are the negative
relationships between the leverage, CEO duality, percentage of independent directors and
financial performance of the company.
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Introduction
The corporate governance became a deep research field in the last decades, capturing
the attention of various professionals, managers, investors, institutions with power of decision
and academicians too. The corporate governance is not the only way a company can be run
successfully but it offers a high degree of confidence by monitoring and controlling the
company’s activity. Many articles were performed in order to prove that mechanisms of
corporate governance do enhance the company’s performance and transparency.
Within the islamic financial system, the corporate governance principles rely on the
standard corporate governance practices but there are adjustments applied according to the
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Shariah Law’s requirements. The islamic financial system promotes the honesty, justice and
the society’s equilibrium as revealed from the islamic rules.
The present paper aims to prove to what extent the corporate governance’s attributes
have an impact upon the company’s performance based on the literature framework and an
own study case.
This paper’s theme is current, being intensely debated by researchers. The originality
of this paper constitutes of proving the corporate governance attributes’s impact on the
financial performance of the companies activating in the islamic financial system. I chose The
Malaysia Stock Exchange as the majority of the companies listed there are compliant with
Shariah Law which influences both the private life of the individuals and community as a
whole.
The aim of the present paper is to understand the impact which the corporate
governance attributes have on the company’s financial performance, this paper being addressed
to the potential investors, the board of the respective companies and to any other individuals
interested in this theme. This paper is divided in five parts as follows: Section 1 presents the
relevant characteristics of Shariah Law , followed by the literature review and the development
of the hypothesises in the section 2. The sections 3 presents the empirical study of the relation
between the corporate governance and the performance of the companies using data for
companies listed in the FTSE Bursa Malaysia EMAS Shari’ah Index and section 4 presents the
concluding remarks.

1. Incursion into Shariah Law
Malaysia is a country where a wide variety of ethnicities, cultures and religions melds,
the majority of the population being represented by muslims (61.3%), the rest of it being
represented by budhists (19.8%), christians (9.2%), hinduists (6.3%) and others (1.3%).
The islamic financial system has fastly developed in the recent years. According to a
report issued by Thomson Reuters in 2013, Malaysia is at the top of the islamic financial
systems, having a market share of 30.5%, being followed by Saudi Arabia (20%) and Iran
(13.70%). Malaysia benefits of the most developed islamic financial system from all around
the world, its system functioning at the same time with the conventional financial system.
Starting from 2002, Malaysia becomes the main player in the global islamic financial system,
having the most liquid internal market.
Malaysia owns approximately 59% from the global market of islamic bonds compared
to Gulf Cooperation Council which owns 31%. The countries constituent of GCC are Saudi
Arabia, EAU, Kuwait, Bahrain and Oman. Moreover, the annual sale of bonds tripled in the
last ten years, Malaysia attracting international investors as Tokyo Mitsubishi UFJ Bank Ltd.
Although the states from Gulf and Saudi Arabia have the largest islamic banks, Malaysia still
stays the leading centre of the islamic financial system.
The companies listed at Malaysia Stock Exchange are divided into two groups: the ones
compliant with Shariah law and the ones non-compliant with Shariah Law. The companies
compliant with Shariah Law are small and large, public and private, coming from various
activity sectors. According to the information provided on Malaysia Stock Exchange’s
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website, 825 companies are classified as according to Shariah Law, representing 89% of the
total companies listed at Malaysia Stock Exchange.
The islamic financial system operates on the basis of Shariah Law. This law derives
from the divine revelation of the prophet. The islamic financial system concept comes from the
principles promoted in the islamic religion with regard at ownership right, economic and social
justice and wealth’s distribution. One of the main characteristics of this system is the
prohibition of the interest rate’s use (riba) and ambiguous contracts’ use (gharar). The gharar
is prohibited in order to avoid any type of fraud and excessive uncertainty within contracts. In
addition to these, the islamic financial system relies on the following principles revealed by
Shariah Law:
1. It eliminates the debt instruments from the financial system, replacing the interest
rate with the return rates earned due to the contracts exchange or sharing the risks;
2. The banking deposits operate based on the sharing profit/loss principle, priorly not
being established a certain level of the interest rate;
3. It promotes the financing of the trade in order to ensure a strong connection between
the real economy and the financial sector because all the financial contracts must be
supported by assets and/or transactions in the real economic sector;
4. It respects the ownership rights of the individuals and society and sets the individual
ownership sources;
5. It prmotes the respecting of the contracts signed within the commodity and service
trading and the transfer of the ownership and the honoring of the receivables;
6. It emphasizes the morality and ethics in business, prohibiting the illicit activities
according to Shariah Law;
7. It promotes the sharing loss/profit principle between the poor and rich people by
using specific redistribution instruments.
As it can be concluded from above, the main characteristic of the islamic financial
system is the equilibrium; every action that is performed within the financial system must be
beneficial for society. It is about an equilibrium of spiritual and material needs and an
equilibrium of the social and individual needs too. The financial system is equitable because
both the investors/partners contribute to the final result of the partnership, no matter if it is
profit or loss. Therefore, either both partners contribute to the capital formation and have the
right to manage the project (musharakah) or one of the partners offers the capital and the other
partner manages the project (mudarabah), it is emphazised the equitable allocation of the risk
among the partners.
Using the interest rate (riba), speculations (gambling) and uncertainty (gharar) is
considered involvement in forbidden practices which represent a serious sin. As nowadays it
is impossible that a company not to call on the services of a financial institution and this way
to win or pay interest, it is accepted a certain level up until the companies are allowed to be
involved in this kind of practices.
For this purpose, in order to decide which companies are compliant with Shariah Law,
a screening procedure is applied. The aim of this procedure is to eliminate the ineligible actions
for investments. At the beginning of the islamic financial system’s development, the screening
procedure was not applied as the investments in stocks were according to islamic principles
since the majority of investors was muslim. But the development of the associations and
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partnerships in the islamic commercial space between muslim and non-muslim individuals
made necessarily that muslim investors to ensure themselves that their partners behave
accordingly to Shariah principles.
Compared to the OECD principles, the corporate governance principles for the islamic
countries are deeper, presenting a wider horizon. The islamic religion does not mean only a
divine service, like Judaism or Christianity, but it involves a Code of Conduct too which
regulates the humanity in both the spiritual and material life. Therefore, the corporate
governance structures in islam differs from the common practices in the sense that
standardization of the rules must respect what is written in Quran and Sunnah and it should
satisfy the muslim investors’ expectations, offering financing methods compliant with Sharia
Law.
Abu-Tapanjeh (2009) prepares an analysis of the corporate governance principles
within the islamic financial system based on four pillars: ethics in business, decision process,
transparency and financial dimension.
Regarding the ethics in business, the islamic financial system is guided by same
principles like OECD, promoting transparency, consistency and the equality rule of law.
Regarding the decision process, the islamic perspective is wider where not only the
board’s members and senior managers are involved in the decision process but the other
stakeholders too. Islam encourages the business participants to cooperate freely and honestly.
The islamic system promotes transparency. Firstly, muslim individuals should be
transparent towards Allah. They believe that all the resources must be available to individuals,
relying on confidence. Therefore, a transparency of the financial data must exist and the
relevant information must be freely available to users.
Further, concerning the financial dimension, Abu-Tapanjeh mentions that every
financial transaction must be found in the balance sheet and therefore each possession of certain
assets outside of law is forbidden. The Muslims consider that Allah knows everything and
anyone who hides will be responsible in the Judgement Day. The islamic ethics do not admit
the cheating. The cheating is considered a moral problem without any solution compared to the
conventional system for which the cheating is a deficiency of the external law or a problem
related to the poor corporate governance.

2. Literature review and the hypothesis development
There exists a well number of studies which prove a link between the corporate
governance and firm performance. These empirical studies mainly focus on the following
corporate governance attributes: manager’s gender, manager’s age, independent directors,
CEO duality, board size, board meetings, Audit Committee, Independence of Audit
Committee, Muslim directors within the Audit Committee, training and the education level of
directors, professional qualifications, ethnicity, institutional investors and family members on
the board.
Alowaihan (2004) mentions that women even with a larger background than man’s
background obtain a lower financial performance of the companies run by them. This is due to
the fact that women are not able to manage the unexpected situations, the lack of experience
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being a barrier in this sense. According to Quran, the woman has to obey the man, her place in
the society being inferior to the one for man.
Regarding the relationship between the manager’s age and firm performance, Cornet
el al. (2008) proved a positive link between them. Choi et al. (2007), Abor and Adjasi (2007)
and Awan (2012) proved a positive relationship between the financial performance of the
company and the percentage of the independent directors in the board. They consider that the
presence of the independent directors enhances the company’s competitiveness and ensures
new strategies for companies. Regarding the CEO duality variable, the Corporate Governance
Code of Malaysia recommends the role of the President to be different from the role of CEO.
It is preferred that not only one person to dominate the decision process. Chen et al. (2006) and
Shukeri et al. (2012) demonstrated a direct link between the board size and financial
performance of the company. This is due to the fact that a broader board is more efficient in
monitoring the company’s activity. The board meetings influence positively the financial
performance of the companies as Brown and Caylor (2004) demonstrated.
The companies with an Audit Committee obtain a better performance. According to
Krishnan (2003), the audit services ensure a higher degree of confidence for the corporate
governance processes and reporting. Xie et al (2003) claim in their study that a more
independent Audit Committee ensures a better corporate governance compared to a less
independent committee. More muslim directors within the Audit Committee increase the
diversity of the backgrounds, abilities and experiences which at the end positively influence
the decision process. The islam is against opportunism and prohibits the opportunist behaviours
(Abdul Rahman et al. 2005).
Malaysia is among the Asian countries which requires the training and the education
of the managers. Training is important in order to ensure a high degree of corporate governance
and ethics among directors. Therefore, Malaysia recommends the trainings and courses as
mandatory for the managers. The professional qualifications of the directors ensure that they
are able to face various external shocks and to offer a better monitoring of the company
(Erickson et al. 2005). Hoefstede claims that risk aversion for Malaysian is high. Malaysian
people encourage the collectivism but at the same time they are reserved which does not imply
a very good transparency. Therefore the ethnicity of the directors (Malaysian directors) is
expected to have a positive influence on the financial performance of the companies compared
to Chinese directors.
The presence of the institutional investors has a positive impact on the monitoring
mechanism of the company. Transparency is more emphasised when institutional investors
exist, the asymmetry of information being reduced. Wahab et al. (2008) proved a positive
relationship between the corporate governance and the presence of the institutional investors.
Amran and Ahmad (2010) proved that the family members on the board of company influence
positively the financial performance of the company.
Cornet at al. (2008), Salehi et al. (2011) and Latif et al. (2013) proved a positive
relationship between the company size (total assets) and the company’s performance. The
leverage influences positively the financial performance of the company (Leng 2005, Jeanings
2005). The company’s age has a positive impact on the company’s performance (Amran and
Ahmad 2009).
Starting from the literature, we developed the following hypothesises:
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1. Manager’s gender

The male mangers influence positively the company’s
financial performance.

2. Manager’s age

There is a direct relationship with the company’s financial
performance.
There is a direct relationship with the company’s financial
performance.
There is a negative relationship with the company’s
financial performance.
There is a positive relationship with the company’s
financial performance.
There is a positive relationship with the company’s
financial performance.
There is a positive relationship with the company’s
financial performance.
As the degree of independence of the AC is higher, the
financial performance of the company is higher.
As the proportion of the muslim directors is higher, the
financial performance of the company is higher.
Managers with a higher level of education obtain a better
financial performance of the company.
Directors with professional qualifications obtain a better
financial performance of the company.
The Malaysian directors obtain a better financial
performance of the company.
There is a positive relationship between the percentage of
shares owned by the institutional investors and the
financial performance of the company.
There is a positive relationship between the proportion of
the family members on the board and the financial
performance of the company.

3. Independent directors
4. CEO duality
5. Board size
6. Board meetings
7. The Audit Committee
8. The independence of the
AC
9. The muslim directors
within the AC
10. Training and the level of
education
11. The professional
qualification
12. Ethnicity
13. Institutional investors

14. Family members

3. Study case
Sample data and variables

For the study we used empirical data for 174 companies listed in FTSE Bursa Malaysia
EMAS Shari’ah Index. The data used are panel observations that capture the evolution of the
same companies over the time. The reason we used data from 174 out of 184 companies listed
in Malaysian stock index was the lack of complete observations for the entire period under
review for some companies. The time horizon for this analysis is 2011-2013. The data were
collected manually from Reuters platform and from the companies’ annual reports available on
their website.
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Methodology, empirical results

In order to determine the impact of the corporate governance on the financial
performance of the company there were developed various multiple regression models
considering the dependent variables as ROA, ROE, EBITDA/Total Assets and EPS.
A summarised form of the model is as follows:
Perf = α + βi Xi + γi GCi + ei , where
Perf = {ROA, ROE, EBITDA/Active, EPS},where Perf means performance
Xi = {Total assets, Leverage, Company’s age}, where Xi is control variable
CGi = {CEO’s age, CEO-duality, the percentage of male directors, the precentage of
independent directors, board size, board meetings, ethnicity, the percentage owned by the
institutional investors, the percentage of the family members on the board, the number of the
Audit Committe’s members divided by the minimum recommendation of the CG and the
degree of independence of the AC}, where CGi is the corporate governance variable.

There were estimated two models of regression for each of the dependent
variables (ROA, ROE, Ebitda/Assets) and one model having EPS as dependent variable.
A summary of the results is shown below:
Independent variables

Company’s performance
Hypothesises
Results
+
+
LN_total_assets

√

Lev
Company_age
CEO_age
CEO_duality

+
+
+
-

+/-

Dir_male

+

+

Dir_indep
Board_size

+
+

+

X

Board_meetings
Ethnicity
Invest_percentage

+
+
+

+

X
X

Family_percentage

+

+

Grad_audit

+

+

√
√
√

Indep_audit

+

-

X

X
X
X

√
√
√

Tabel 3.1 A summary of the utilized hypothesises vs. results obtained; Source: own processing
As it can be seen, all the 14 hypothesises were statistically validated. Seven
hypothesises out of fourteen were validated with the initially established sign. Except of the
CEO duality variable which influences negatively the financial performance of the company,
the others attributes of corporate governance influence positively the company’s performance.
As a result, the companies from Malaysia are situated very well with regard to respecting the
used attributes of corporate governance.
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The other seven hypothesises are validated too but with the sign opposed to the one
initially set. In the anglo-saxon models, the leverage influences positively the financial
performance of the company as it is considered that the indebtedness contributes to the increase
of performance by attracting new investments in sustainable projects which give an added
value. This negative relationship can be explained by the islamic financial context where using
the banking debt in order to finance an investment is forbidden by Shariah Law. The
relationship between the company’s age and its performance varies. If for the model with EPS
as a dependent variable the relationship between these two variables is a positive one, for the
other models the relationship is negative. Therefore, as the results are not consistent, it should
be given more attention for this attribute of corporate governance. As a solution for the
following studies, the increase of the sample may ensure a better accuracy of the result.
Further, CEO’s age influences negatively the financial performance of the company. In
my opinion, this result is not necessarily specific for the islamic world but it is a frequent met
characteristic for another financial systems, especially for the current period when the Y
generation (the generation for youth) is obvious. The proportion of independent directors
influences negatively the financial performance of the company which should be an alarming
sign for the board of the companies. An increasing number of the board meetings can lead to a
reduction of the Malaysian companies’ financial performance and the Malaysian directors
obtain lower financial performances than directors with other nationalities. Regarding the
directors’ ethnicity it may be a perspective for the future that the Malaysian corporate
environment to take into consideration the enlargement of the opportunities by accepting on
the board directors with various nationalities. This way, it can be benefited from the diversity
of the knowledge and background which can help in finding various solutions for probable
issues.
The independency of the AC should have a positive impact upon the financial
performance of the company. For the Malaysian companies, this impact is negative. It should
be given an adequate attention to this attribute for the following studies.
In my opinion, a characteristic of the islamic financial system from the corporate
governance perspective is the negative relationship between leverage and the financial
performance of the company. In addition to it, it was proved that the islamic financial system
is level-headed, which emphasizes the equilibrium and prohibits the risk and uncertainty in the
business activity. As it could be seen, the Malaysian directors who have strong risk averison
obtain lower financial performance of the company.
The Shariah Law promotes the moral ethics in business which do not admit the cheating.
CEO duality variable reveals this idea. According to the Quran, the women are inferior to men.
The significance of the large percentage of male on the board reveals this aspect of the islamic
world. Moreover, the islamic system promotes the collectivism. We saw that the Malaysian
society promotes the collectivism, the islamic society trying to avoid the interest conflicts
between the society’s members.
According to the obtained results within this paper, we can conclude that the corporate
governance has an impact upon the companies’ financial performance. As a proof, all the
fourteen hypothesises were validated but it still should be given a proper attention to the ones
validated with opposite sign to the initially established sign.
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4. Conclusions and recommendations
In the context of economies development corporate governance is considered an
important comparative advantage for companies as it increases the confidence of investors in
the private sectors. The corporate governance is not the only way a company can be lead but it
offers a higher degree of confidence by monitoring and controlling the business activity. There
are some words saying that corporate governance is for modern companies what democracy
was for the ancient states. Corporate governance can be seen as the application of the
fundamental democratic principles in an organizational typology as a company.
Within the islamic financial system, the corporate governance principles are based on
the standard corporate governance practices but with the right adjustemnts regarding the Sharia
Law’s requirements. The islamic financial system promotes honesty, justice and the society’s
equilibrium as it is revealed from the islamic rules.
The aim of this paper is to prove to what extent the corporate governance attributes have
an impact on the financial performance of the Malaysian companies. In line with the previous
studies, the corporate governance factors which influence the company’s performance are
grouped as follows: company’s characteristics, CEO and board’s characteristics. Although
there were many studies undertaken in order to test the corporate governance’s impact on the
financial performance of the Malaysian companies, there are not many papers revealing the
islamic implications on the corporate governance and further on financial performance of the
company. In this sense, this paper comes up with added value in terms of corporate governance
principles from the islamic perspective.
Based on the results of this study it can be concluded that the corporate governance has
an impact on the company’s financial performance. As a proof, all the tested hypothesises were
validated.
One of the limitations of this paper is the reduced number of use corporate finance
variables. For instance, in the case of the model having ROE as the dependent variable, none
of the corporate finance variables used were statistically significant. This affects the regression
model in the sense that there is not a very good starting basement. At the end, the role of the
corporate governance is to improve the financial performance of the company, not to create it
from the zero level. There must be a starting basement. This limitation involves a low
coefficient of determination.
The availability of the source data is another limitation. Taking into account the fact
that in order to create the database each of the variables was introduced manually, the
possibility of making some slight errors may exist. In this sense, for further directions there is
needed to consult corporate governance databases which permit the downloading of the data in
a more facile way.
The increase of the sample represents another further direction of the study. It may be
taken into consideration a larger sample in terms of time and analysed variables. In addition to
it, it may be prepared an analysis based on the activity sectors which companies belong to. In
this way, it can be identified the sectors where the corporate governance has a more and less
significant impact on the company’s financial performance.
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Table 1.1 Models for ROA

Source: own processing Eviews
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Table 2.2 Models for ROE

Source: own processing Eviews

Table 2.3 Models for EBITDA/Assets

Source: own processing Eviews
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Table 2.4 Model for EPS

Source: own processing Eviews
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