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Abstract

Purpose
This study aims to analyze the relationship between Islamic governance (IG) and leverage and examine the interaction
of corporate social responsibility disclosure (CSRD) in the relationship between IG and leverage.

Design/methodology/approach
This study used 444 observational data comprising Asian, European and African Islamic banks (IBs) and analyzed using
the regression analysis method to answer the research hypothesis.

Findings
This study finds that IG had a significant positive effect on leverage, indicating that it can increase the leverage of IBs. In
other words, IG boosts the public confidence to entrust their funds to IBs through current accounts and savings.
However, this study shows that CSRD weakens the relationship between IG and leverage. In addition, this study
includes the control variables of board size, Islamic supervisory board size and company size, where all three variables
showed their effect on leverage. These results were obtained through additional analysis by categorizing our sample
based on CSRD.

Research limitations/implications
The results of this study show that IG significantly positively affects IB leverage globally. This can be used as a basis for
policymakers to include the ICG variable in analyzing IBs leverage. The weakness of this study is the use of IG variables
based on disclosure so that IG components that affect leverage cannot be analyzed accurately. Future research can
use the IG variable by using specific IG component values such as the number of meetings, member attendance and
remuneration of SSB members in analyzing IB leverage globally.

Originality/value
To the best of the authors’ knowledge, this research is the first study to discuss the interaction of CSRD with IG on
leverage in Islamic banking in Asia, Europe and Africa, thus adding to the existing literature on Islamic banking.
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Abstract
Purpose – This study aims to analyze the relationship between Islamic governance (IG) and leverage and examine
the interaction of corporate social responsibility disclosure (CSRD) in the relationship between IG and leverage.
Design/methodology/approach – This study used 444 observational data comprising Asian, European and
African Islamic banks (IBs) and analyzed using the regression analysismethod to answer the research hypothesis.
Findings – This study finds that IG had a significant positive effect on leverage, indicating that it can
increase the leverage of IBs. In other words, IG boosts the public confidence to entrust their funds to IBs
through current accounts and savings. However, this study shows that CSRD weakens the relationship
between IG and leverage. In addition, this study includes the control variables of board size, Islamic
supervisory board size and company size, where all three variables showed their effect on leverage. These
results were obtained through additional analysis by categorizing our sample based on CSRD.
Research limitations/implications – The results of this study show that IG significantly positively
affects IB leverage globally. This can be used as a basis for policymakers to include the ICG variable in
analyzing IBs leverage. The weakness of this study is the use of IG variables based on disclosure so that IG
components that affect leverage cannot be analyzed accurately. Future research can use the IG variable by
using specific IG component values such as the number of meetings, member attendance and remuneration of
SSBmembers in analyzing IB leverage globally.
Originality/value – To the best of the authors’ knowledge, this research is the first study to discuss the
interaction of CSRD with IG on leverage in Islamic banking in Asia, Europe and Africa, thus adding to the
existing literature on Islamic banking.

Keywords Islamic governance, CSR disclosure, Leverage, Islamic banking

Paper type Research paper

1. Introduction
Islamic banking exists as a form of financial practice with the concept of Islam. IBs operate
based on sharia rules that are mainly not interest based (Hoque and Liu, 2021). IBs prioritize
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equity creation through profit–loss sharing financial transactions (Chong and Liu, 2009). IBs
have a different structure of financing sources from companies, especially in using debt.
Therefore, leverage as a form of using debt in IBs is an exciting thing to discuss because,
fundamentally, the leverage of IBs differs from non-banking companies. Leverage in IBs
includes elements of public funds as a source of financing generally unavailable to non-
financial companies, as explained Shah et al. (2012). However, previous studies discussing
financial leverage in IBs are still very limited, including those conducted by �Cih�ak and Hesse
(2010), Ahmed (2007), Al-deehani et al. (1999) and Naveed (2013). The principle of financial
leverage of IBs differs significantly, both in terms of the source of funds and the use of
funds, with conventional bank financial leverage. Therefore, it is worth exploring the
significant factors in determining the financial leverage decisions of IBs.

The literature review confirms that there have been no studies exploring the determinants of
financial leverage decisions of IBs comprehensively. Closest related studies include Bukair
(2019), who examined the effect of bank size, profitability, tangibility, bank growth, liquidity,
non-debt tax shields and bank age on liquidity; Rehman et al. (2019), who analyzed the effect of
size, profitability, tangibly, liquidity, CAR, growth, IRR, inflation and IPI on leverage; and
Sheikh and Qureshi (2017), who assessed the effect of profitability, bank size, growth, tangibility
on leverage. Further, Samad and Hassan (2018) compared the leverage level of IBs with
conventional banks in Malaysia, while Olson and Zoubi (2008) compared the leverage levels of
IBs in GCC countries. The argument for using leverage rather than debt as a dependent variable
is that leverage, unlike debt, is well-defined in the banking sector because the financial leverage
of banks is different from the financial leverage of non-financial companies. IB leverage includes
sources of financing that are generally not owned by non-financial companies. This
fundamental difference indicates the composition of bank obligations, including deposit and
non-deposit obligations. The existing literature has substantially discussed the relationship
between good corporate governance and with leverage of companies (Arping and Sautner, 2010;
Uddin et al., 2019; and Zhou et al., 2021).

IB has the unique characteristics, so IB should implement governance following Islamic
rules. Choudhury and Hoque (2006), as early researchers who analyzed governance from an
Islamic perspective, stated that there are different characteristics and features compared to
conventional systems. Governance in an Islamic perspective refers to a particular case of a
broader decision-making theory that uses the premise of an Islamic socio-scientific
epistemology based on God’s oneness.

Meanwhile, the stakeholder theory, by the mechanism for implementing Islamic
governance (IG), states that if the company’s goals are aligned with the expectations and
interests of stakeholders, then it will create better company performance (Freeman and
McVea, 1984). Some studies that link the concept of IG with the company’s financial
performance include Hassan (2016), Lui (2021); and Harun and Farooque (2020). Research
that specifically uses IG as an independent variable can affect financial performance among
them (Zafar and Sulaiman, 2020; Amran et al., 2017; Siswanti et al., 2017). Based on previous
studies, no studies have been found that specifically discuss the relationship between IG and
leverage. IG, which has been widely proven to improve the financial performance of Islamic
companies, should also affect leverage in Islamic banking. Research by Duru et al. (2012)
and Graham et al. (2015) shows that IG increases leverage.

There are several community problems that the world is currently facing, including
extreme poverty, social development, health and disease problems, food scarcity, lack of
educational facilities, overpopulation, problems related to women’s rights and labor and
economic crisis, and besides, environmental issues and climate change are also concerns
(Zafar et al., 2022a). As a result, corporations have emphasized the approach of social
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responsibility in business activities (Gray et al., 1995). Unlike other industries, banks are
proactively involved in social responsibility, become a source of people’s finances and can
play a decisive role in a country’s economic development (Fatma Armeli, 2004). Islamic
banking operates under Islamic jurisprudence, orders, provisions and ethics. Islamic
banking is the substance of actual economic activity, social and economic development and
welfare in general (Platonova et al., 2018).

Good Management Theory, developed by Waddock and Graves (2016), explains the
relationship between CSR and financial performance where this theory is a development of
stakeholder theory. The company should be able to satisfy all interested parties without
degrading its financial performance to have a good image and reputation (Budi, 2021).
Several studies have resulted in CSR negatively affecting financial performance because it is
considered a cost embraced by the neo-classical tradition, including those carried out by
Wang (2018). However, several studies show that CSR does not affect financial performance,
including those found by Soana (2011) and Oware and Mallikarjunappa (2019). This is
contradictory to the findings of Zafar et al. (2022b), Firman Menne (2017), Platonova et al.
(2018), Perrini et al.(2011) and Noor et al. (2019), which show CSR affects financial
performance. However, the argument related to the characteristics of Islamic banking, which
was formed as an institution with social goals in general, influences financial performance.
Studies on CSR in Islamic banking practice are still limited. Some of these studies are Mallin
et al. (2014), Platonova et al. (2018) and Rehman et al. (2020). At the same time, some previous
studies have conflicting results (Zafar and Sulaiman, 2020). The social purpose of Islamic
banking is considered as important as making a profit (Haniffa and Hudaib, 2007), and it is
often said that IBs must be socially responsible regardless of financial consequences
(Dusuki, 2008). The studies mostly only focused on CSR study in IB.

The studies that have been carried out have yet to show the involvement of CSR concern
IG and financial performance. It can be a gap because many previous studies have analyzed
IG on leverage and CSR as related to financial performance but have yet to analyze the
interaction of CSR and IG on leverage. Haniffa and Hudaib (2007) reinforce this gap by
stating that the social goals of IBs are as important as profit goals. It means that the social
goals of IBs that can be realized in CSR activities have an essential role in analyzing
financial performance, especially in the study of leverage. Therefore, this study fills the gap
with a novelty by using CSR as an interaction variable for IG in determining the leverage of
IBs. There are two objectives of this study, namely, analyzing the relationship between IG
and leverage; and analyzing the interaction of corporate social responsibility disclosure
(CSRD) in the relationship between IG and leverage.

2. Literature review and hypothesis development
2.1 Stakeholder theory
The stakeholder theory argues that the company is not only concerned with owners and
managers as well as essential parties of the company but also other external parties
involved, including suppliers, customers and competitors (Al-Nasser Mohammed and
Muhammed, 2017). The stakeholder theory emphasizes that an organization that meets the
demands and needs of stakeholders will accelerate its financial performance (Berrone, 2007;
Donaldson and Preston, 1995). From an Islamic perspective, the stakeholder theory provides
a comprehensive description of responsibilities guided by Islamic rules. These guidelines
are recognized in the Islamic principles of property rights and contracts as conveyed by
Chapra (2004). The stakeholder theory, as the basis for the relationship between governance
and performance in the perspective of Islamic banking, must refer to the existence of the
Sharia Supervisory Board (SSB) because it is related to accountability and supervision
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under Islamic law (Al-Nasser Mohammed andMuhammed, 2017). SSB has a strategic role in
implementing governance in IBs.

2.2 Islamic governance in Islamic financial institutions (IFI)
IFIs require governance to promote fairness, transparency and corporate accountability.
Sharia compliance requirements are part of the corporate governance framework signifying
the essence of maintaining relationships between different stakeholders as well as
relationships with God (Hasan, 2012:25). IFIs need an additional shariah framework to
guarantee and maintain not only the relationship with Allah SWT but also with other
human beings and the environment. Many preliminary studies suggest IFIs adopt IG as a
whole. Hasan (2009) designed an IGmodel based on the following components:

(1) Epistemological method: In the epistemological method, Islam rejects rationality
and rationalism as the episteme of Shari’ah corporate governance and replaces it
with the episteme of Tawhid or the oneness of Allah.

(2) Objective consists of:
� Right and interest: IG protects the interest and rights of all stakeholders but is

subject to the rules of Sharia.
� Corporate goal: IG acknowledges profit motive oriented but balances it with the

Shari’ah objective and principles.
(3) Nature of management: The nature of management of the Islamic corporate

governance model is premised on two fundamental principles of Shura, an
interactive, integrated and evolutionary process, and the apex level of management
is the Shari’ah board that is responsible for supervising and overseeing the overall
corporate activities to comply with the Shari’ah principles.

(4) Management boards: IG uses a two-tier board. Shari’ah board is the ultimate
governance.

(5) Capital-related and ownership structure: IG considers the shareholders and the
investment account holders as the rightful owners rather than the shareholders
alone.

According to Sencal and Asutay (2020), IG is considered to be a product of Islamic Moral
Economy (IME) by essentializing the substantive morality inherent within Islam in relation
to incorporating the larger stakeholders’ interests.

2.3 Pecking order theory in Islamic banking
Islamic banking, as an intermediary institution managing publicly owned funds through
deposits and investments, has a high total debt and causes high leverage value. This
informs IBs to prioritize debt in operational activities. However, when observed in the
financial statements, public deposits are the most significant component of total debt in
Islamic banking. Based on these conditions, applying the pecking order theory in Islamic
banking cannot be confused with the company. Asutay and Harningtyas (2015) stated that
Islamic commercial banking is as a value-oriented banking proposal shaped by the norms,
values and principles of Islamic ethics and also by Islamic legal norms. The existence of
high leverage shows the ability of Islamic banking to raise public funds. This means that
IBs have high trust from the public as fund management institutions for parties with excess
assets. This condition is an opportunity for IBs to be able to provide high financing to
customers so that IBs have the possibility of getting high profits from these activities.
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2.4 Good management theory in Islamic banking
Mergaliyev et al., (2021) described Islamic banking as an institutional aspect of Islamic
economics which finances and regulates economic activity to promote the economic
development and well-being of all creatures, including human well-being through social justice.
Therefore, IBs have emerged in response to expectations to operationalize IME. Consequently,
based on the IME theoretical frameworks, IBs should conduct their financial operations in an
ethical manner with social impact consequences. This concept is in line with GoodManagement
Theory which explains the relationship between CSR and financial performance. This theory is
a development of the stakeholder theory. Waddock and Grave developed an excellent
management theory in 1997 (Donaldson and Preston, 1995). The company should be able to
satisfy all interested parties without degrading its financial performance to have a good image
and reputation (Budi, 2021). This theory encourages companies to constantly look for better
ways to increase the company’s competitive advantage, which can improve the company’s
financial performance. According to Miles and Covin (2000), social and environmental activities
are an alternative way to satisfy stakeholders and can be an advantage that increases
competitiveness. Good management practices have good relationships with stakeholders, which
in turn will improve the company’s financial performance and competitive advantage
(Donaldson and Preston, 1995; Edward, 2004;Waddock andGraves, 2016).

2.5 Islamic governance and leverage in Islamic banking
The structure of IBs is theoretically different from conventional banks because of the existence
of structured investment activities through equity schemes of profit-sharing agreements and
non-involvement in interest, as interest is prohibited in Islam (Hoque and Liu, 2021). This
confirms the findings of some previous literature stating that IBs have lower leverage than
conventional banks (Olson and Zoubi, 2008; Samad and Hassan, 2018). The existing literature
has discussed the relationship between good corporate governance and leverage (Arping and
Sautner, 2010; Uddin et al., 2019; Zhou et al., 2021). With its special characteristics, Islamic
banking should implement governance following Islamic rules where previous researchers
have developed the concept of corporate governance for Islamic companies.

The research that explicitly used IG as an independent variable can affect financial
performance among them (Zafar and Sulaiman, 2020; Amran et al., 2017, Siswanti et al.,
2017). No studies have been found that specifically discuss the relationship between IG and
leverage. IG, which has been widely proven to improve the financial performance of Islamic
companies, should also affect leverage in Islamic banking. The research by Duru et al. (2012)
and Graham et al. (2015) showed that IG increases leverage. Hasan and Asutay (2019)
considered IG as one of the most significant factors that lead to the depositors’ determination
of their deposit. It is reported that 81.4% of 468 depositors from Bahrain, Bangladesh and
Sudan will transfer their funds to other banks because of non-compliance with Shari’ah
principles. Hasan and Asutay (2019) wrote that 70% of depositors would also move their
funds if they know the bank’s incomewas derived from interest-based earnings. Based on the
results of research that has been carried out previously, our first hypothesis is as follows:

H1. Islamic governance is positively related to leverage.

2.6 Roles of corporate social responsibility on the link between Islamic governance and
leverage in Islamic banking
The banking industry has become a sector leader in implementing corporate social
responsibility (CSR) (Forcadell and Aracil, 2017). Currently, many banks have started to
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disclose separate CSR sections in their annual reports to illustrate the significant
contribution of the banking sector to society. Such CSRDs are essential in promoting
corporate transparency and improving the bank’s reputation (Branco and Rodrigues, 2008).
Generally, studies on CSR performance by Islamic banking are still lacking, while some
existing studies have conflicting results (Zafar and Sulaiman, 2020). The social purpose of
Islamic banking is considered as important as making a profit (Haniffa and Hudaib, 2007),
and this is often said that IBs must be socially responsible regardless of financial
consequences (Dusuki, 2008). However, the results of previous studies show that CSR affects
financial performance (Zafar et al., 2022a; Menne et al., 2016; Noor et al., 2019). Thus, based
on the studies, we suggest that CSR will strengthen the relationship between IG and
leverage. The argument is related to the characteristics of Islamic banking, which is formed
as an institution with general social goals and influences financial performance.
Accordingly, our second research hypothesis is developed as follows:

H2. Corporate social responsibility strengthens the relationship between Islamic governance
and leverage.

3. Research method
This study uses the datas from all IBs worldwide from 2010 to 2021 because of the available
data. Financial data is obtained from OSIRIS, while non-financial data is obtained from
annual reports. This study uses regression analysis, and all tests were carried out using
STATA 17.0 software. STATA is a popular statistical data analysis software used in
quantitative scientific research. It is very powerful because it can easily and quickly process
large amounts of data in various statistical tests. Initially, 1,152 annual report data for IBs
from Asian, European and African continents were sampled for analysis because IBs are
available in the three continents based on the OSIRIS database. Further compilation resulted
in the final sampling of 444 sets of annual reports. Table 1 presents a detailed breakdown of
the sample.

3.1 Operational definitions of variables
The following describes the operational definitions of the IG, leverage and CSRD variables.

3.1.1 Islamic governance. Islamic governance is a corporate governance system that
regulates and controls companies based on Islamic principles (So, Haron, Gui, Princes and
Sari, 2021). There are two criteria for Islamic governance; firstly, the products and services
provided do not violate Islamic law; and secondly, a portion of the company’s income is
donated to charity (Murphy and Smolarski, 2018). This study’s measurement of Islamic
governance variables refers to Darmadi (2011). This study uses the Islamic Supervisory

Table 1.
Sampling criteria

Description Firm-year observation

Firm-Year Observation 2010–2021 1,152 observations
Annual report not available 682 observations
Missing data for TICKER* 11 observations
Missing data for return on equity (ROE) variable 15 observations
Final Sample 444 observations

Note: *TICKER indicates a specific stock abbreviation traded at a stock exchange
Source: Table developed by authors
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Board (ISB) Index, which has 11 components, including names of members, positions of
members, pictures of members, number of meetings held, member’s attendance in meetings,
remuneration of members, duties and responsibilities of the board, compliance of products
and services with shariah, compliance of profit or loss with shariah, examination procedures
and recommendations to management.

3.1.2 Leverage. A bank’s financial leverage fundamentally differs from any non-
financial institution in that it includes deposits, a source of financing generally
unavailable for the latter. In addition, much empirical research for enterprises uses
long-term debt-divided assets rather than total liabilities-divided assets (Shah et al.,
2012).

Leverage compares a bank’s total debt to its total capital. If the bank has a high level
of leverage ratio, then it means that the bank can disburse more loans to its customers.
The ability to provide more loans to customers can be an opportunity for banks to
increase their income. This variable is measured using the following formula (Shah et al.,
2012):

Leverage ¼ 1� Book Value Equity
Book Value Asset

3.1.3 Corporate social responsibility (CSR disclosure/CSRD). There is an increasing demand
for transparency and openness for the disclosure of ethical, social and environmental
information (also known as CSRD) in the banking sector because of its substantial impact
and role on society (Kamla, 2007). This study uses dummy variables to measure CSRD by
referring to the components of the Global Reporting Index (GRI) standard that can be
accessed at www.globalreporting.org/standards/. The CSR component of this study is found
in the Appendix.

The study also used control variables that include board size, ISB size, company size and
return on equity. Table 2 states themeasurement of each variable and its corresponding source.

3.2 Empirical model
It used multiple linear regression methods to test the relationship between IG and CSR to
leverage by controlling the control variables of company board size, SSB size, IB size and
return on equity. The regression equation is as follows:

Table 2.
Variable

measurements

Variable Definition Measurement Source

Dependent variable LEV Firms leverage Total debt/total equity OSIRIS
Independent variable ISB Islamic Supervisory

Board
Indeks ISB¼ total item
disclosed/total items that should
have been disclosed

Annual report

Moderation variable CSRD CSR disclosure Dummy 1 if the bank discloses
CSR and 0 otherwise

Annual report and
sustainability report

Control variable BSIZE Board size Total company board in a
period

Annual report

SSBSIZE Islamic supervisory
board size

Total Islamic supervisory board
in one period

Annual report

FSIZE Firm size Natural logarithm of total assets OSIRIS
ROE Return on equity Net income/Total equity OSIRIS

Source: Table developed by authors
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Empirical model forH1:

LEVi;t ¼ a0 þ b1IGi;t þ b2CSRi;t þ b3BSIZEi;t þ b4FSIZEi;t þ b6ROEi;t þ b7Countryi;t

þb8Year FE þ «1 (1)

Empirical model forH2:

LEVi;t ¼ a0 þ b1IG*CSRi;t þ b2IGi;t þ b3CSRi;t þ b4BSIZEi;t þ b5FSIZEi;t þ b7ROEi;t

þb8Countryi;t þ b9Year FE þ «1 (2)

4. Results and discussion
Table 3 presents descriptive statistics of sample variables. The dependent variable (LEV) has
an average value of 0.839, a median of 0.874, a minimum of 0.029 and a maximum value of
2.307. The average value of the independent variable (ISB) is 0.286, the median is 0.250, the
minimum is 0.000 and the maximum is 0.917. Meanwhile, the moderation variable (CSRD) has
an average value of 0.336, a median of 0.000, a minimum of 0.000 and amaximum of 1.000.

Table 3 also shows that the average value of ISBSIZE is 4.292, with a median of 4, a
minimum of 1 and a maximum value of 12. The BSIZE variable has an average value of
10.321, a median of 9, a minimum of 4 and a maximum of 23. Meanwhile, the FSIZE variable
has an average value of 21.675, a median of 21.818, a minimum of 14.108 and a maximum
value of 26.129. Plus, the average value for the ROE variable is 0.091, with a median value of
0.087, a minimum of �0.454 and a maximum value of 0.665. Table 4 demonstrates the
findings of the correlation between the variables used in this study. This table shows that

Table 3.
Descriptive statistics

Mean Median Minimum Maximum

LEV 0.839 0.874 0.029 2.307
ISB 0.286 0.250 0.000 0.917
CSRD 0.336 0.000 0.000 1.000
ISBSIZE 4.292 4.000 1.000 12.000
BSIZE 10.321 9.000 4.000 23.000
FSIZE 21.675 21.818 14.108 26.129
ROE 0.091 0.087 �0.454 0.665

Source: Table developed by authors

Table 4.
Pearson correlation

LEV ISB CSRD ISBSIZE BSIZE FSIZE ROE

LEV 1.000
ISB �0.005 (0.916) 1.000
CSRD �0.026 (0.581) 0.173*** (0.000) 1.000
ISBSIZE 0.237*** (0.000) �0.211*** (0.000) 0.134*** (0.004) 1.000
BSIZE 0.112** (0.017) �0.345*** (0.000) 0.044 (0.349) 0.687*** (0.000) 1.000
FSIZE 0.239*** (0.000) �0.397*** (0.000) 0.131*** (0.005) 0.279*** (0.000) 0.260*** (0.000) 1.000
ROE 0.054 (0.252) �0.164*** (0.000) �0.201*** (0.000) 0.086* (0.067) 0.173*** (0.000) 0.065 (0.166) 1.000

Notes: p-values in parentheses *p< 0.1; **p< 0.05 and ***p< 0.01
Source: Table developed by authors
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ISB positively correlates with CSRD at a significant level of 1%. These results show a
significantly positive relationship between ISB and CRSD. A larger ISB size would translate
to better CSRD levels.

Table 5 provides the regression results between IG and leverage. IG is measured using ISB
variables, and CSRD variables are measured using dummy variables. There are two regression
models in Table 5. The first column of the table illustrates the regression between LEV, ISB
and CSR. The ISB variable has a significant positive relationship at a rate of 1% to the LEV
variable with a value of 0.363. This means that banks that have an excellent ISB index show
that they also have higher leverage. This result supports the first hypothesis, where the ISB
variable positively affects leverage. Meanwhile, the CSRD variable has a significant negative
relationship with a significance level of 1% to LEV with a value of �0.039. This shows lower
leverage values follow CSR disclosures in the Islamic banking sector.

In addition, the second column of the table shows the interaction between ISB_CSR
variables against LEV. The column shows that the ISB_CSR variable significantly negatively
influences the LEV at one percent significance level. This signifies that CSR disclosures can
weaken the relationship between ISB and its corresponding ISB Index, whereby higher CSRD
wouldmean lower leverage for IBs. These results do not support the second hypothesis that the
CSRD variable strengthens the relationship between ISB and leverage.

Meanwhile, Table 6 shows the t-test results between companies that disclose CSR and
companies that do not disclose CSR. The results of the t-tests show that companies that disclose
CSR have a better ISB rate (ISB Size, Bsize and Fsize) than companies that do not disclose CSR.
Nevertheless, the results are not statistically significant. Further, the results also show that
companies with no CSRD tend to have higher leverage levels and ROE than those with CSRD.

4.1 Islamic governance has a positive and significant relationship with leverage
Islamic economics teaches us to obey Allah’s rules in economic activities by recognizing public
and individual ownership. Individual ownership in the practice of Islamic economics, one of
which is the recognition of customer deposits with wadiah contract in the liability section. IBs
seem to carry out sharia rules in running their business by continuing to place customer
ownership in non-ownership accounts of IBs. It shows that Islamic theory (Hamidu et al., 2015)

Table 5.
Regression analysis

(1) (2)
LEV LEV

ISB_CSR �0.225* (�1.79)
ISB 0.363*** (3.54) 0.431*** (3.52)
CSRD �0.039** (�2.10) 0.013 (0.42)
ISBSIZE �0.038*** (�4.11) �0.036*** (�3.85)
BSIZE �0.020*** (�4.79) �0.020*** (�4.83)
FSIZE 0.061*** (5.10) 0.062*** (5.16)
ROE 0.188 (1.51) 0.204 (1.62)
_cons �0.242 (�1.01) �0.282 (�1.17)
Year FE Yes Yes
Country FE Yes Yes
R2 0.470 0.474
R2_a 0.427 0.430
N 444 444

Notes: t-statistics in parentheses; *p< 0.1; **p< 0.05 and ***p< 0.01
Source: Table developed by authors
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states that religion (Islam) guides its followers to behave well is implemented in this research.
Religion will also affect people’s beliefs, values, behavior and lifestyles, even when they do
business transactions with other people. Acknowledgment of individual ownership in the form
of customer deposits is a form of good behavior in conducting business transactions with other
human beings in accordance with Islamic teachings.

According to Sencal and Asutay (2020), the implementation of Islamic norms and values
in the IBs essentializes the “Islamic identity” of these institutions, which renders them as a
separate sector, namely, the Islamic banking sector, within the existing capitalist financial
system. Islamic banks embody good relations with fellow human beings by prioritizing
governance under the rules of Allah SWT, called IG. The ISB constitutes one of the most
important and distinguishing features of IG in IBs (Sencal and Asutay, 2020).

The statistical analysis result shows that IG significantly positively affects leverage.
Based on these findings, it can be interpreted that IG can increase leverage in Islamic
banking. Leverage on IBs has a different structure from non-bank institutions. In other
words, IBs have high leverage, mainly of current accounts and savings, meaning they have
high debt. These two accounts are also served as the sources of financing for IBs. Contrarily,
non-bank institutions do not have a current account and saving component, so they tend to
have low leverage to avoid financial pressure over using high debt.

Based on this research’s findings, IG has demonstrated its role in realizing a high level of
leverage by prioritizing shariah values. As ISB is the primary form of IG that must exist for
every shariah-compliant, including Islamic banking, the banks must operate based on
Islamic rules, whereby all aspects of the operations will be supervised, controlled, evaluated
and reported by ISB. Alam and Islam (2021) stated that IG is essential for IBs to implement
sharia principles, ensure compliance and monitor bank functions. In addition, it is necessary
for a good, efficient, effective, profitable and higher-performance business and to eliminate
confusion among executive management. People could trust IBs with their wealth because of
the existence of IG. Interpreting this using stakeholder theory, IBs perform well by satisfying
their stakeholders’ interests which are attained through the appointment of the ISB.

This paper measures IG by including the disclosure of ISB member’s name, ISB
member’s position, ISB member’s picture, number of meetings held by ISB, ISB member
attendance in meetings, remuneration of ISB member, duties and responsibilities of the ISB,
compliance of products and services with shariah, compliance of profit or loss with shariah,
examination procedures and recommendation to management, become an embodiment of
transparency and accountability in the management of Islamic banks. It can convince the
public that IBs have been properly managed according to Islamic rules. The public
confidence is reflected in the number of customer deposits in the liabilities section, with

Table 6.
t-test

MEAN
CSR NON-CSR Coefficient t-value

LEV 0.829 0.844 �0.015 �0.552
ISB 0.341 0.259 0.082*** 3.730
ISBSIZE 4.758 4.056 0.702*** 2.869
BSIZE 10.588 10.185 0.403 0.938
FSIZE 22.078 21.471 0.607*** 2.806
ROE 0.049 0.112 �0.062*** �4.368

Notes: t-statistics in parentheses; *p< 0.1; **p< 0.05 and ***p< 0.01
Source: Table developed by authors
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values that tend to be high. This means that people have high trust to IBs. These findings
affirm the significance of IG as one of the most important contributing factors to ensuring
the sustainability of the Islamic bank.

This study supports the concept of stakeholder theory related to the existence of the ISB,
as explained Al-Nasser Mohammed and Muhammed (2017) that the role of the ISB is to
advise and supervise the company’s operations and ensure that all operations are following
Sharia principles. The results of this study are also in line with the findings by Handley-
Schachler et al. (2007) and Tekin and Polat (2021), who state that corporate governance has a
significant positive effect on leverage in the banking sector. However, it seems that the
pecking order theory cannot be aligned with the results of this study because of the presence
of high leverage in the Islamic banking sector, which is proof of people’s trust in the Islamic
banking sector by depositing their funds in the form of current accounts and savings. The
high leverage is not because of the desire of IBs to use debt in financing their operations.
This is under the explanation by Shah et al. (2012), who state that the leverage structure of
the Islamic banking industry is different from non-bank institutions, where the former has a
public deposit component that dominates the total amount of debt.

4.2 Corporate social responsibility disclosure interaction with Islamic governance on leverage
The statistical analysis results show that CSRD has not been able to strengthen the relationship
between IG and leverage in the Islamic banking sector. Specifically, the interaction of CSRD
with Islamic governance significantly negatively affects leverage in Islamic banking. This
result contradicts the findings of Budi (2021), who stated that the productivity of Islamic
banking is entirely mediated by the influence of Islamic governance on CSRD.

CSR in this study uses GRI components, including foundation, general disclosure,
economy, environment and social dimensions. Based on the statistical descriptive data, the
median value of CSR disclosures is 0, which means that half of the observational data has no
CSRD value, or the company does not disclose the components of the GRI. The average
value is only 0.3, which means the company only reveals one-third of the GRI components. It
can be happen because the type of banking sector is not related to the environmental
dimension, including materials, energy, water and effluents, biodiversity, emissions,
effluents and waste, environmental compliance and supplier environmental assessment,
which leads to the non-disclosures of these dimensions.

Another reason for the low CSRD average values that there is no obligation for IBs to
compile CSRD reports. This is in line with the findings by Farook et al. (2011), who stated that
most IBs significantly disclose CSR not as expected, or it can be interpreted that IBs mostly
need to disclose CSR. This study confirms the statement of Asutay and Harningtyas (2015)
that it is essential to evaluate the performance of IBs in relation to IME’s foundational
framework, as the latter provides the rationale for the emergence of Islamic banking. It will
help to locate how the IB institutions are directed in fulfilling the multidimensional
development, instead of financialization of the economy, and meet both form, Islamic
principles as well as substance (social and moral filters). It is also supported by Mergaliyev
et al. (2021), who stated that IBs have failed in their CSR practices because most IBs conduct
only zakah distribution and other charitable activities without a systemic approach toward
CSR. Thus, social performance is a weak area in IB performance indicating dis-embeddedness
in relation to the maqasid al-Shari’ah defined objectives (Mergaliyev et al., 2021).

Relatedly, the results of this study are not in line with stakeholder theory which states
that companies which disclose social responsibility activities will be able to meet the
interests of policymakers so that the company gets an assessment and good image reflected
in the company’s performance, as stated by Zafar et al. (2022a). It confirms a positive and
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significant relationship between CSR disclosures and Islamic banking financial performance
consistent with stakeholder theory instruments. The findings of this research also cannot
accommodate the concept of Good Management Theory, which states that companies that
disclose CSRwill affect financial performance (Budi, 2021).

The findings of this study also show a significant negative relationship between the
interaction of CSR and ISB on financial performance. In this case, leverage, contradicting the
results of previous research, including Menne et al. (2016), Siswanti et al. (2017), Zafar et al.
(2022b), Noor et al. (2019) and Asim et al. (2020). They confirmed that CSR and ISB have a
significant positive influence on financial performance. Nevertheless, this study is in line
with the results of empirical studies conducted by Island et al. (1997), Brammer et al. (2006)
and Vasconcellos et al. (2011), which show a significant negative influence on the interaction
of CSR and ISB on leverage.

4.3 Control variable
This study includes board size, ISB size, company size and return on equity as control
variables. The results of the primary regression test showed that the variable board size
(BSize) and Islamic supervisory board size (ISBSize) had a significant adverse effect on
leverage. In contrast, the company size (log total assets) significantly positively affected
leverage, whether there was a CSR interaction with IG. The findings of board size and ISB
size significantly negatively affect leverage, indicating that the minimal number of boards
and ISBs further improve financial performance. Our finding is similar to Bukair (2019) and
Phan (2003), who state that companies are better off having a minimal corporate board size
because they can communicate effectively. AAOIFI rules the number of ISBs at least three
as a minimum number (El-Halaby and Hussainey, 2016). The size of the company is found to
have a significant positive effect on the leverage of IBs, in line with the studies by Sheikh
and Qureshi (2017), Shah et al. (2012), Bukair (2019) and Al-hunnayan (2020). IBs with higher
levels of total assets typically have greater public trust, which results in an increase in total
deposits in the form of current and savings accounts, which raises the leverage value.

4.4 Additional analysis
This study also conducted an additional analysis by segregating samples into companies
with and without CSRD. Figures in Table 7 show that companies with CSRD harm IG.
This supports the research’s second hypothesis, where IBs that chose to disclose CSR
activities show declining leverage values. This result indicates that involvement in CSR
activities leads to a decrease in the value of real debt in Islamic banking, such as the
component of tax debt, loss of commitments, obligations related to employee benefits and
other liabilities. In other words, Islamic banking, with its IG complemented with CSRD, can
prove its ability to lower the company’s actual debt.

Meanwhile, IBs with no CSRD were found to have a significant positive influence on
leverage. This indicates that the existence of ISB in IBs without implementing CSR
disclosures increases leverage. This condition aligns with the main regression results where
ISB significantly positively affects leverage. High leverage indicates a high total debt value,
where the public mostly deposits the liability structure in IBs. This means that even though
IBs do not disclose CSR, people would still entrust their funds with the support of the
existence of ISB as a form of IG of IBs.

5. Conclusion
The study aims to analyze the relationship between IG and leverage and the interaction of
CSRD in the relationship between IG and leverage. This study found that IG has a
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significantly positive effect on leverage. In other words, the results imply that having
Islamic shariah boards help to increase the leverage of IBs by boosting the public confidence
to entrust their funds in the form of current accounts and savings; albeit, the total debt in IBs
is mostly public deposit funds as one of the short-term sources of financing. This study also
shows that the interaction between CSRD and IG significantly negatively impacts leverage.
It means that CSR disclosures that are balanced with the implementation of IG reduce
leverage. This is because of the lack of regulations mandating CSRD for IBs. The Islamic
banking sector is part of the financial services industry that is not directly related to
environmental activities, including materials, energy, water and effluents, biodiversity,
emissions, effluents and waste, environmental compliance and supplier environmental
assessment. Therefore, this is one of the reasons for the low CSRD index for IBs. Besides, all
three control variables, which are board size, ISB and company size, demonstrated effects on
leverage. These results were obtained through additional analysis by categorizing our
sample based on CSRD. Future studies should examine IBs’ social responsibility dimension
that reflects their actual roles and responsibilities for society and will be more in line with
the business character of IBs.

This research contributes both theoretically and practically. The theoretical contribution
is that it is the first to analyze the interaction of CSR and GI on leverage in IBs worldwide.
Most prior studies were performed on IG or CSR on financial performance, which was
carried out in only a specific area (GCC, MENA, Indonesia and Malaysia), and the results
were still contradictory. The practical contribution is that the findings of this research are
helpful for regulatory agencies because the research results can be used as an effective
regulatory formula related to implementing GI, leverage and CSR policies by adjusting the
conditions of the bank. In addition, Islamic organizations concerned with implementing CSR
can use the findings of this research to analyze the appropriate CSR formulation in
determining leverage.

This research recommends several things to increase the study of IBs’ IG, CSR and
leverage. First, methodology. Future research can use IG variable indicators such as the
number of meetings, attendance and the remuneration value of SSB members. Future
research can also use CSR variable components that follow the characteristics of an IFI
called Islamic corporate social responsibility. Another recommendation is further research

Table 7.
Regression results
based on corporate
social responsibility

disclosure

Companies with CSRD Companies with no CSRD
(1) (2)
LEV LEV

ISB �0.305** (�2.61) 0.425*** (3.49)
ISBSIZE �0.011 (�1.15) �0.043*** (�3.06)
BSIZE �0.003 (�0.55) �0.018*** (�3.21)
FSIZE 0.068*** (2.97) 0.047*** (3.23)
ROE �0.252** (�2.03) 0.295 (1.64)
_cons �0.406 (�0.99) �0.061 (�0.21)
Year FE Yes Yes
Country FE Yes Yes
R2 0.598 0.527
R2_Adjusted 0.515 0.468
N 153 291

Notes: t-statistics in parentheses; *p< 0.1; **p< 0.05 and ***p< 0.01
Source: Table developed by authors
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in more detail using observational data from all IBs worldwide to obtain a more significant
number of observations. Second, for the regulator. Based on this research, it was found that
many IBs still do not report CSR activities in their annual reports. Therefore, regulators
worldwide need to require IBs to report CSR activities as a form of responsibility to society.
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Appendix

(1) Strategy and analysis
1.1 Statement from the most senior decision-maker
1.2 Description of key impacts, risks and opportunities

(2) Organizational profile
2.1 Name of the organization
2.2 Primary brands, products and/or services
2.3 Operational structure
2.4 Location of organization’s headquarters
2.5 Countries in operation
2.6 Nature of ownership
2.7 Markets served
2.8 Scale of the organization
2.9 Significant changes regarding size, structure or ownership
2.10 Awards received

(3) Report parameters
Report profile
3.1 Reporting period
3.2 Date of most recent previous report
3.3 Reporting cycle
3.4 Contact point for questions

Report scope and boundary
3.5 Process for defining report content
3.6 Boundary of the report
3.7 Limitations on the scope or boundary of the report
3.8 Joint ventures, subsidiaries, leased facilities, outsourced operations and

other entities
3.9 Data measurement techniques
3.10 Effect of any re-statements of information provided in earlier reports
3.11 Significant changes in the scope, boundary or measurement methods

GRI content index
3.12 GRI content index

Assurance
3.13 External assurance

Governance, commitments and
engagement
Governance
4.1 Governance structure
4.2 Indicate whether chairperson is also an executive officer
4.3 Board structure
4.4 Mechanisms for shareholders and employees to provide recommendations

to the highest governance body
4.5 Linkage between compensation for members of the Board, senior

managers and executives, and the organization’s performance
4.6 Processes to avoid conflicts of interest at the Board
4.7 Expertise of Board members on sustainability topics (including gender

and diversity aspects)
4.8 Statements of mission, codes of conduct, and principles
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4.9 Procedures of the Board for overseeing the organization’s management of
sustainability performance

4.10 Process of evaluating the Board’s sustainability performance

Commitments to external
initiatives
4.11 Precautionary approach
4.12 External charters, principles or other initiatives
4.13 Memberships in associations

Stakeholder engagement
4.14 Stakeholder groups
4.15 Stakeholder identification and selection
4.16 Approaches to stakeholder engagement
4.17 Topics and concerns raised by stakeholders

Economic
Economic performance
EC1 Direct economic value generated and distributed
EC2 Financial implications because of climate change
EC3 Coverage of the organization’s defined benefit plan
EC4 Financial assistance from government

Market presence
EC5 Standard entry-level wage by gender compared to local minimum wage
EC6 Locally based suppliers
EC7 Local hiring

Indirect economic impacts
EC8 Infrastructure investments and services for public benefit
EC9 Indirect economic impacts

Environmental
Materials
EN1 Materials used by weight or volume
EN2 Recycled input materials

Energy
EN3 Direct primary energy consumption
EN4 Indirect primary energy consumption
EN5 Energy savings
EN6 Initiatives for energy efficiency and renewable energy
EN7 Initiatives to reduce indirect energy consumption

Water
EN8 Total water withdrawal
EN9 Effect of water withdrawal
EN10 Water recycled and reused

Biodiversity
EN11 Land assets in or adjacent to protected areas
EN12 Impacts on biodiversity
EN13 Habitats protected or restored
EN14 Strategies for biodiversity
EN15 Endangered species

Emissions, effluents and waste
EN16 Greenhouse gas emissions
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EN17 Other greenhouse gas emissions
EN18 Initiatives to reduce greenhouse gas emissions
EN19 Ozone-depleting substances
EN20 NOx, SOx and other air emissions
EN21 Water discharge
EN22 Weight of waste
EN23 Significant spills
EN24 Waste deemed hazardous under the terms of the Basel Convention
EN25 Impacts of discharges of water and runoff on biodiversity

Products and services
EN26 Initiatives to mitigate environmental impacts
EN27 Packaging materials

Compliance
EN28 Sanctions for noncompliance with environmental regulations

Transport
EN29 Environmental impacts of transport

Overall
EN30 Environmental protection expenditures

Labor practices and decent work
Employment
LA1 Workforce by employment type, contract, region and gender
LA2 Employee hires and turnover by age group, gender and region
LA3 Benefits provided to full-time employees
LA15 Return to work and retention rates after parental leave, by gender

Labor/management relations
LA4 Employees with collective bargaining agreements
LA5 Minimum notice period regarding significant operational changes

Occupational health and safety
LA6 Workforce represented in joint health and safety committees
LA7 Rates of injury, occupational diseases, lost days, and absenteeism, and

number of work-related fatalities
LA8 Training on serious diseases
LA9 Health and safety topics covered in formal agreements with trade unions

Training and education
LA10 Training per employee per gender
LA11 Programs for skills management and lifelong learning

LA12 Regular performance and career development reviews, by gender

Diversity and equal opportunity
LA13 Composition of governance bodies

Equal remuneration for women
and men
LA14 Ratio of basic salary and remuneration of women to men

Human Rights
Investment and procurement
practices
HR1 Investment agreements that include clauses incorporating human rights

concerns
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HR2 Human rights screening of suppliers, contractors and other business partners
HR3 Training on human rights

Non-discrimination
HR4 Incidents of discrimination

Freedom of association and
collective bargaining
HR5 Freedom of association and collective bargaining

Child labor
HR6 Child labor

Forced and compulsory labor
HR7 Forced labor

Security practices
HR8 Training for security personnel

Indigenous rights
HR9 Violations of rights of indigenous people

Assessment
HR10 Human rights reviews and/or impact assessments

Remediation
HR11 Grievances related to human rights filed, addressed, and resolved through

formal grievance mechanisms

Society
Community
SO1 Implemented local community engagement, impact assessments and

development programs
SO9 Operations with significant potential or actual negative impacts on local

communities
SO10 Prevention and mitigation measures implemented in operations with

significant potential or actual negative impacts on local communities

Corruption
SO2 Programs/business units analyzed for risks related to corruption
SO3 Anti-corruption training
SO4 Actions taken in response to incidents of corruption

Public policy
SO5 Public policy positions and lobbying
SO6 Contributions to political parties, politicians and related institutions

Anti-competitive behavior
SO7 Legal actions for anticompetitive behavior, antitrust and monopoly practices

Compliance
SO8 Sanctions for noncompliance with regulations

Product responsibility
Customer health and safety
PR1 Health and safety impacts along life cycle
PR2 Noncompliance with health and safety standards and regulations

Product and service labeling
PR3 Product information
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PR4 Noncompliance with product and service information standards
PR5 Customer satisfaction

Marketing communications
PR6 Fundraising and marketing communications standards
PR7 Noncompliance with marketing communications standards

Customer privacy
PR8 Complaints regarding customer privacy

Compliance
PR9 Sanctions for noncompliance with regulations concerning the provision

and use of products and services

Source:www.globalreporting.org/standards/Table A1.
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