CHAPTER 1

INTRODUCTION %\Y.
S

1.1 Background of the Study Y
South-East Asia was a heavily hit region for global corporate grises in the last

decades that led to the weakening of Corporate Governal (&E significant failures,
and assets losses of investors running into hundreds ns of dollars, As a result,
} B B B | 4
the quality of CG became an essential matter after t orld financial Tda&)&'e to
the failure of CG systems at several large companigs in thﬁ nite StatQ%\Canada,
N

and the European Union, including Enron, WorldCom, ia, Tyeo, HealthSouth,

Fannie Mae, AIG Nortel, Crocus F%rr\cia nd O
2007). A
Islamic Financial Institutio?‘ Is)plike Is mlctis—%fking, Takaful: Islamic

old,4(Bremer & Elias,

)
Insurance, Sukuk: Islamic B ,and S api];aﬁﬁlarket, are not immune to

N
financial crises as attested Q the failures f,se@ IFls in the 1990s and 2000s

(Sadek et al., 2020). For -nsta T'h OSLf: Ihlas Finance in Turkey and the

Islamic investm&n s of._Egy, were{@ to weak CG and failure of internal

controls. Du@‘l\lifeel ujl' this=debt standstill caused much disturbance in

capital &!nd becamezkn r@he "Dubai Debt Crisis".

e T

rthermore, the Islamic k of South Africa and Bank Islam Malaysia were
S

:ﬁe@gfecite and difficulties to a lack of supervision from the regulatory authorities,

S

management and weak risk management. All these cases indicate that IFIs are
0

st as vulnerable to failures and crises as non-Islamic companies. Thus, the need for



a good and efficient governance system is considered as a crucial part of CG for IFIs
(Grais & Pellegrini, 2006; Abdullah et al., 2015; Mnif & Tahir, 2020). Y-
One of the biggest shocks was the bankruptcy case of world larg t\Drance
company, American International Group (AIG) for which the US Fed vernment
injected a bailout package of $85 billion (Schich, 2009; HarringR?OOQ). AIG's
failure was devastating for market players as it was inte (Md with 71 US
TT e effects of the

insurance companies and 176 other financial services co

financial crisis rippled across the European insura mar eWIarly the
23

Romanian insurance industry, whose insurance @on was dr ed t@% in
' e

just two years (Firtescu, 2014). Insurance co % y bgryi'ng crisis

ith @E;king sector

because of the inter-connectedness of the 4msurance i

through non-traditional business lvities’ such as singéemiums through
“bancassurance” and investment %surance\rdgin g@\l‘ty and bond market
": y N,
@

(Baluch et al., 2011). % u Qc_')
\ &
One of the most significan venls isto@the Malaysian economy was
the Asian Financial % 1997-}

Product (GDP) to shkink froml

w

y notd;&(;ver to 1996 levels until 2003 (World

The Malaysiangeco
I\ ¢ | (?
Bank, 2016). Thi$ Asian Fin ciar C(i_s}i that affected the Malaysian economy was
% NN
oNised mggr_ngul indlktry as the same tsunami of global crises cut

acrﬂﬁ financial sectors (@ﬂg et al., 2018). According to Akhter et al., (2016)

%\s@ate the effect of financial crises on Takaful industry reveals that negatively
a

cted Takaful demand in ASEAN region showing lack of awareness about

also ¢

akaful. Overall results recognize the significant role of education that has positive

impact of Takaful demand.



Malaysia was considered a country with weak CG regulations compared to
other USA, UK and Asia countries before 1997 (Mitton, 2000; Zain et al., :
Alnasser & Muhammed, 2012; Orazalin & Mahmood, 2018). Thes \ CG
regulations in Malaysia resulted from harsh global market condAin which
Takaful decreased in its recorded profit in 2009 from RM170.1 million to RM145.8
million in 2010. As a result of this weakness of CG regulations{ the total profit
dropped drastically. Due to relatively high operating cost erall profit declined

(Abdou et al., 2014), which made Malaysia lack the capagity to fw withstand

23
the Takaful industry crisis. Besides the global Is, empirica rc#)f_\ﬁg also
indicated that agency costs were among th t% ed (‘\/& practices

| o
(Singham, 2003; Ngee, 2005). \, j {\

As a result of these issues, t alaysian gov ent@%ted a high-level

Tin @*that involved almost

N,
all sectors across government iesy the eentra nk @Ialaysia, private sectors,

&
Malaysia Accounting Stan@oari a ocimﬁof banks. In 1999, this was
a

trategic 'Co@’littee. In 2000, the FCCG issued

Finance Committee on Corporate nance

expanded to include i rkets
'3
n

d &
the Malaysian C;){Q:T\Corpol N rna %(.MCCG) with the requirement for the
to

listed compani\ clos i el ots%'hpliance with its recommendations with
a view to g@g a d"faﬁlijt tive regulatory regime including corporate

NN
accountabilitywand Aigh- 'ality @ mechanisms that would strengthen investor

corﬁ&e (Securities Commie@dn, 2001). Later, the MCCG was amended in 2012
N

5&17 to generate an optimum relationship between stakeholders and the firm and

ensure companies disclose relevant and necessary data for their annual reports (Ismail

& Aziz, 2017; Razak, 2018).



Most Takaful companies in the world are concentrated in the Southeast Asia

(SEA), Gulf Cooperation Council (GCC), Middle East and North African (VW)

regions (Sallemi et al., 2021). The sustainable growth in Islamic financial@ky le

the augmented demand of Takaful in many Muslim countries. Acc 0 Islamic

o

Finance Development Indicator (2019), 47 countries with 335 Takaftl operators were
involved in Takaful business in 2018 (ICD-IFDI, 2019). Size global Takaful
business was also $46bn in 2018 which is expected to r KS n by the end of
2024. Particularly, Saudi Arabia, Malaysia and Iran are'among t eWibutors in

T
terms of size of Takaful industry, whereas Mald@dstan d Br. n¢i @nong
4

the fastest-growing markets (ICD-IFDI, 2019) \ \j("

eno achia@??he highest
performance. For instance, at the en %, Saudi ’s r@ on asset (ROA)

averaged -2% and a return on eqt.@s{OE) av\mx- ,Q:buching Malaysia and
jgy N,

Indonesia, their ROA average%o and 7%, and RO& erages are 3% and 5%,
respectively (ICD — Tho h!ute : Am@ them, Malaysia and Saudi
Arabia are the mos%'&r: ma%ﬁ:ld a@characterized by a remarkable
predominance and ae@ility (i \m finaﬁallemi etal., 2021).
The Tak:’&ﬁﬁm '
&0

gee, [2005; i!ﬁia&% n & Gomez, 2014). Although Malaysia

Yet, being the biggest does not essarily

> 8

a1

reform effE;
\
identif% portance ';:G re'é?ms far before the East Asian crises (Narayanan,
19%)&ilaysia's CG reform&@;fe enacted in 2001. The reforms were introduced by
urities Commission to regulate the Malaysian capital market for one decade
(Ngee, 2005). However, until when all stakeholders are united in their conviction and

nderstanding that the current situation in the Takaful industry in Malaysia demands



all-inclusive outlooks on the CG mechanisms to realize desirable outcome, the reform
did not happen (Singh, 2000; Ritchie, 2005; Felker, 2017; Karbhari et al., 201?-
The motivation for reform may emanate from external factors (e Xn the
IMF, the US, or the UK) or internal factors (South East Asian countr'@*valuating
the costs and benefits of the reform). However, dynamically, in soWances, both
). Nonetheless,

are somehow the same (Blanton & Kegley, 2016; Jackson, 2
X

agreement on the necessity for change or reform must nly reached at the
time of critical economic adversity. .\d
“AX
It is a well-known fact that Takaful is an rgent and i¢-d_&ﬁa’0ping
industry offering an insurance policy tha ies{ riat\iﬁgulaﬁons
(Mahmood, 1991; Arifin et al., 2018) W iqua\C actic%d?f:‘erent from

conventional ones. Muslim scholar@advocate ria?@ulaﬁons as they
represent the real meaning of bro@%od trga%g @g individuals against
losses (Sadeghi, 2010; Alner%& I\ﬂ)rdin 2 18%8((?:% regulations demand
strong principles, transpar. ,\irnls

economic stability, s% rity,“a
Bhatty, 2010). Th pose m
They conjoin % andi nts é’t{tual primary assets. With these values,

!
¢
the Takafu ﬁ@ry has suc ed!’d 'Qj('sastaining more steady returns, even during

NN
econor% siong” PS (No@h, 2018). Takaful is still growing and requires
X

more. inpovation and modernix@én, particularly in the regions of asset management

\( \
risk evasion (Mroueh & Waal, 2018).
: Takaful has experienced unparalleled development, particularly in the most
ecent decade. The Malaysian Takaful Association (MTA) statistics showed that in
2019 new Takaful protection grew 17.3% to MYR 380.2 billion (US$ 93.62 billion),

5



in 2018 sums assured for all policies compared with MYR324.2 billion (US$79.83
billion) in 2018 (MTA, 2019). Given that Malaysia and the GCC countries arew

the pioneers in Islamic finance, the Islamic insurance industry's achieverr@these

countries are quite significant. -\

Effective boards and committees are essential aspects for?akaful, where

virtuous asset-liability partnering is vital with safe and compgtitive*veturns (Cadbury,

1992). Takaful penetration and its growth rates in Malays DY;e hat small when
compared to conventional insurance. Therefore, the aful inquuires a
considerable focus on CG practices regarding%&es that co i‘lf@i its
demand growth and penetration rates and b d% aIte:@F\/e to its
notable competitors (Michael et al., 2006; &16\ Fauzi et al.éx;).

Takaful in Malaysia and elsewI\%latively y wh@Ompared to other

sectors of the financial industry b@jas er@ogus g@v{h. However, despite
e% @l\

the robust growth, the pen rate for takaful i alaysia and elsewhere

remained small and this hs ’:T erey is s@cam opportunity for future

growth. The challen% e fro“ co plsflti\b'elements, business model and

processes, chang}$omeri \&and dgat\ds for better product choices, more

efficient deliv nnel 'ore él’omer friendly practices from takaful
¢
operators, Eﬂ%ing co wfrh Qe:r'iaus threat on profitability arising from the
alvf

recent %
e

co d to promote takafl@d to make Malaysia a takaful and re-takaful hub in

NN
inanCi '5is. Ilé%e context of Malaysia, the government is

%\tMast Asia (Fauzi et al., 2016; Nomran et al., 2018).

: To ensure effective CG practices in the Takaful industry by the governing
oards, committees, and management, the Malaysia government, enacted a law to

encompass all Takaful industries. The law regulating the Takaful industry and

6



conventional insurance is Malaysia Law Act 312 (Takaful Act, 1984; Billah, 2001).
The law does not govern some aspects of Takaful roles; among the unr

matters are the jurisdiction and responsibility of the Shariah Supervisory @SSB)
(Heradhyaksa & Markom, 2018). SSB is a body or team responsibl verseeing

the implementation of shariah codes in the Takaful industry. The st of Malaysia

Act necessitates that all Takaful companies have an SSB (TakafulWAct, 1984). The
dg

SSB and boards of directors are constituted on selection S, \'/hich, though, a

ificant aWB 2017)

The Shariah Committee is under SSB supervision fo ffective C dle@aﬂon
4

and quality of Takaful corporate reporting. \ \/
During the recent economic recesm@lan‘: ses, L@Slzlmlc equity
indices (specifically Takaful) out& conventi |Q§$ance companies

because of their different confi n an@?e
Hassan et al., 2018). Desplte%ltl e%hall ges, & sian Takaful operators
have achieved healthy fi \Jerf Na};:or mple, the Takaful industry
recorded a compoun% gro h r "(t ) of 6% from 2012 until 2017.

The substantial wn recein
who are rellgl -sen '
ah e@cl'?zols)

comply wi ar hru s (N
NN
T%' feregCes i yerfor&%ces have triggered several related questions

performance index assessment is implemented as a si

@msms (IFSB, 2016;

\aﬂq asd the increasing demand from those

incli E&{o engage with financial institutions that
EJ gag

ab structural mechani and the decisions that Shariah committees and

EXof directors made, which resulted in this outperformance (Zyadat, 2011,
ak

: , 2018). The factors that produced this have yet to be identified and reported.

ence, this knowledge gap calls for examining the Shariah committee and boards of



directors functioning and control in the Takaful industry (Ismail & Aziz, 2017;
Heradhyaksa & Markom, 2018).

Despite the reported outperformance, the Takaful is not completel;@\s&ﬂzed
from corporate problems such as risks and conflicts. In recent tin@;@a Takaful
industry confronted distinctive types of risks, including displacet¥m'mercial risk
and equity investment risk. The most crucial risk facing this sector now is the Shariah
non-compliance risk resulting from ineffective Shariah me and boards of

directors associated with the Takaful industry (Haro Tay rWHassan &
23

T
Mollah, 2018). This set of risks directly affect zall%'uctur an elfo‘r®0e of
the Takaful industry. Shariah non-complianceskisk em hasi tem.iQI‘/-Gailure to

n the ,é’e?/;nt standard

meet requirements or fulfil Shariah principles

laws and generally accepted by thwaonal SC
Nasrul, 2018). (,) et
N,

Managing this risk is 4 ive kfécau ilur comply with Takaful

Shariah requirements greaﬁhts T su inab'l@and reputations (Rosman et
and the ass

nd th i

al., 2017). This risk |a[ed~®:rease in regulatory requirements

4 F &
to improve financ'waspareln m ccogability have made Takaful companies

in Malaysia enhance their '@qua@ aid et al., 2018). Higher disclosures in
¢ I (.)
I_t fln'an i

these capEE':&)re ta i @I information users such as stakeholders,
\

managefs, ,2acéount e ,f'md general public. Furthermore, one of the most

essgntial, purposes of the Kh%iﬁh committee is to offer high-quality financial

%Nmiency and complete disclosure of Shariah non-compliant income (SNCI)

6 sman et al., 2017). Thus, the performance of SNCI must be further reinforced.

Moreover, Shariah compliance is an unconditional obligation that must be

reinforced by Takaful SSB to discharge their tasks based on the legitimate code

8



(Choudhury, 2018). Shariah compliance is a preventive ruling for the Takaful for
optimal performance (Grais & Pellegrini, 2006; Hoepner et al., 2011). Ab

Shariah compliance with Shariah codes will impact the public's decision@pt or
reject Takaful that will alter its performance, which can, therefore, s akaful to

higher risk. ?

Regarding performance, the Shariah committees play a moderator role in
aZm

running the Takaful industry's financial affairs, thereby g lits performance

(Karbhari et al., 2018). To improve the quality of Sha comimittees’ffinctions in

| | | ¥, ¥
Takaful, they are required to be experts in th d of lsla flr@ and
jurisprudence (Ali, 2018a). They must also ha pa% forrr@;aficiently

with perseverance and professional skiw areoixpe d to@‘v; legitimate
specialized guidelines (Ali et al., ZO@e effecti S oéﬁiriah committees
has a significant impact on the@jormance\\%k u}'\ urthermore, Shariah

N,
committee members must beéate Q/ith ww(;»?&hations, legislation, and

modern advancements (K 'd&l.,r .
e thelprofession (Ardi, 2017).

comply with the law disgra
4 2
Shariah committee mjﬁ e togge with fair-mindedness, objectivity,
and a mental state mi j 'ge i Lﬁﬁ'fations, pre-assumptions, and potential
¢
conflicts o g@st (Ali, 20 ar.' TQe}(?hariah Committee and the Shariah audit

NN
committee st bg’ ?ndema‘ the management and engage in activities

0, thg:}ught to engage in conduct to

objectively (Zain et al., 2006; d et al., 2014) for the Takaful industry to perform
Gy

ly. More precisely, it intended to assess whether the impact of the CG on the
d ncial performance varied with the different levels of SCQ.
The risk of Shariah incompliance may have serious consequences on the

continuity of the activities of the IFIs in particular and the development of the Islamic

9



financial system in general. More importantly, IFls exist to serve the needs of the

ummah (Sulaiman et al., 2015). That is why, the need for an efficient

’5

supervisory system is considered as one of the vital elements promoting \blllty
of the Islamic financial sector. With this aspiration, corporate governﬂ& IFIs has
to set institutional arrangements to supervise the Shariah-complia&s?ects of their
activities. One of the most powerful institutional arrangem tmown as the SB
which plays a crucial role in all Shariah aspects of the | Rzls'on monitoring,
auditing and issuing rules and fatwa (Grassa, 2013). IS st y amlne the

impact of Shariah committee quality (SCQ) as a erator | vari Ielo&%kaful

financial performance.

Extensive research has been con te on tlons@z‘etween CG
structures, effectiveness, and the perNa of TakafUlyi Ma@ﬁa (Ibrahim et al.,

2016; Khalid et al., 2018). Howe(ggjtu msﬁ\\ngt

N,
structure and mechanlsms kafuf' in nmect(izégmth performance. The

relationship between vari C trucIV alag%s an area of great interest in
h Ie

p;@ed the individual CG

the current study. nown

et
regulatory, and WC’[I ei ansla to differences in the relationship
between CG &waul nce. é‘(hls end, this study seeks to determine
S

!
whether a 0 hlp Xis tw?ser(_}ga and the financial performance of Takaful
compa Qn}halayﬂ

g differences in institutional,

‘L

S
%
12~&blem Statement c.'}/

ne leading cause of business failures from the 1980s up to now is the issue of

: roper ethical values and weak CG. The effects of CG on firm performance are a
i

ital and essential issue that has risen since the last financial distresses worldwide.

There is considerable debate about the causes and origin of the global financial crisis

10



and many discussions about responsibility for it (Chukwu, 2020). Forecasting
financial crises is based on the evidence that there are identifiable pattT
indicators consistent for all failed firms and failure is a gradual proces@amad
Sori et al., 2001). Moreover, the Islamic community expects that ace more
importance on CG, as they are exposed to additional risks. However, it seems that
many IFIs have been exposed to CG failures similar to con nWBusmess (Mnif
& Tahir, 2020). It is a mistake to assume that IFls do &:) |nst|tute prudent
corporate governance just because the Islamic value em egui otects the
rights of stakeholders (Ginena, 2014).

A need for an efficient and effective g ce s ste ery ortant in
CG, especially after the high-profile falls W IFIs\(su as Ihlaéﬁmance House
in Turkey, Dubai Al Nakheel SukN lamic Bank#of S@‘h Africa and the

Islamic Investment Companies of t) and t uI ,?\ t some of the others
face (Dubai Islamic Bank and Iam R/Iala auBerI@. to name a few). Islamic
institutions are no less v to

I di @hat arise from governance-
s (

related problems like % anizati ek e@' 2020).
%

Famous Flsw Al I]I ukuk% November 25, 2009, the financial
world was sho@e \zjhd r

n e@ﬁed a restructuring of $26 billion (USD)
’ J (?
in debts. T standstill sé r(lbc disturbance in capital markets and became
% N
known% ubai® |sis"%e main concern was the delay in the repayment

of billion sukuk, or Is @'dbond of Dubai World's developer Nakheel, which

peC|aIIy known for the construction of the Dubai Palm Islands. The

: ucturing request caused much distress among the sukuk holders, because several
n

alyses by the lawyers of Dubai World and its creditors showed that the sukuk

holders would probably not be able to rely on the level of protection they had

11



expected. This crisis has shown that the legal implications of the Nakheel Sukuk were
not connected to the legal structure of Islamic financial instruments as suw
weak CG system (Salah, 2010). (’}

The latest financial collapse Weqgaya Takaful and ReTakaful ﬁkompany,
the main reason CG problem. According to the ruling, those bowembers and
executives intentionally participated in acts and practices that created a false and
misleading impression of the company’s securities. A &Tose, practices were
reducing the company’s losses and maximizing its reve and sw‘m’y to the
ec. 31 2013) ahd ‘ﬁgfzi;cal

data, th decided in May

Ex an (Tada@s due to the
company’s inability to meet regulatow;)ments an il ﬁ@btlal commitments

actual financial statements for the fiscal period end

period ending March 31, 2014. According to

2017 to delist Wegaya from the Saudi%Sto

(ARGAAM, January 07, 2021, 20 T &

In Malaysia affected by‘éal cuﬁall fatlure zz:@andal such as Renong
Berhad in 2000, United E (M laysia)Berh 2001, and Transmile Group
Berhad in 2007, and J% a Deve me B (IMDB) in 2019 (Chen, 2019).
The statistic sho mMalay‘s the global financial crisis, its average
corporate debt 'trem rom 75.60% (2009) to 94.10% (2015)
(Ramli & I 20 S t./ orts were made towards restoring public
confld C e p(ﬁeral p&)rmance of some Malaysian companies was
attr : amongst other re@ to the poor governance practices (Kadir, 2002;

m|n etal., 2018).
: Malaysia is one of the pioneers of Takaful and Shariah-compliant listed
ompanies in Southeast Asia (Felker, 2017; Razak, 2018). However, the country is
faced with challenges in persuading local and foreign investors to invest their wealth

12



in the Takaful industry because of a lack of required quality and effectiveness of
Shariah corporate structures. This is in addition to the considerable competi??'m
Takaful industry in Malaysia is currently facing with conventional insur in'many
areas due to competition in corporate fairness, accountability, sparency,
stakeholders’ value in international markets, and how companies organize themselves
to meet the need of stakeholders. \)

Takaful and conventional insurance companies co Y:the‘ high quality of
corporate mechanisms to place them at the top of fi ial s rvws Takaful
inal instira irﬁuﬁ*‘/\:hen
I % ies”in h@‘gysia are

: goug\rne y th@:nic code of
practices that are expected to place t@e any ot stit@ﬁﬂs because of the

c t;@’mg every individual

S,
ies in<$@e Takaful market, a need

exists to create new prod homT in the ma k@‘ and the industry still needs
m

more research to dev% alaysian ket. I-rﬂl’ed, many studies such as Johnes

4 $ &
et al. (2010) hav;@memiﬁma ed rgamh in evaluating Takaful companies'
performance u% anci i lso @*T akaful companies are evaluated like
¢
traditional E:%e compani (A&)d@(aal., 2014).

NN
en, theugh W1 is a p&ominantly Muslim country with Shariah codes

industry is a smaller size and younger than the con

the assets and the establishment period of

compared. Nonetheless, the Takaful ind

spiritual and penultimate form

involved. With the increasin

Qg
QD
o@—
=l =
3 (3
29

of n&e, the Takaful sectc@s’ yet to significantly impact conventional insurance

(Nordin, 2018). This is due to the discouraging backdrop in financial

& ormance witnessed worldwide, especially the Islamic financial institutions (IFIs)
f

Islamic countries and weak CG structures in the Takaful industry. This challenge

is still very alive in Malaysia today (Alhabshi et al., 2017; Salleh et al., 2018; Samad

13



& Shafii, 2018). Regarding financial performance, Takaful corporates comprise only
a small part of Malaysia's overall insurance companies, with 18.2% of the inw

industry's collective gross involvement (IFSB, 2019). This implies that@«aful

sector requires many mechanisms to overcome Malaysia's conven insurance

industry (Akhter et al., 2017). Y'
Inadequate mechanisms and unsatisfactory Takaful financiaWperformance are

viewed as some of the most challenging factors faci §T~ak ful industry in

Malaysia (Ismail, 2013; Ali, 2018a; Karbhari et al., 20 In lin Mweak CG
23

mechanisms such as boards of directors (BODR)%board find nc'en ,\audit

committee, Shariah committee, and CEO are?y uti% 0 th{?ﬁallenges
orm

that have resulted in unsatisfactory finanw a?ce the T@\S industry in

Malaysia (Razak, 2018; Remli & RoSman, 918), just S be@?itnessed in other

&

N,
most i(fp%rtant useful tool in the

S §ructures (Ginena, 2014). In

various Islamic countries (Omar, 2 \

The BOD under Takafu%sideﬁd th
effective functioning of i m

these internal mechar@hoa per e; lsmtwer to shoulder with the Shariah
committee based wriah»clz; guid <<g (Husnah & Siregar, 2011; Bukair
& Abdul Rahré&S). i ma kaful companies do not adhere strictly
to Shariah &s)nd ISZ}:H’ engage in non-compliance behaviours and search

NN
for shartcuts to ass mairﬂ%} control of companies. These non-compliance

-~

®
o

Y-
bems of BOD in Taka@ﬁrms have also caused conflicts of interest among

\\areholders and management.
: These non-compliance behaviours of BOD have to do with a lack of ethical
rinciples and professional proficiency of the members, affecting their performance
effectiveness and the companies' performance. In addition to education, knowledge,

14



skills, and experiences possess, the BOD members of Takaful are also required to
possess high ethical principles and professional proficiencies and are expewﬂo
have adequate knowledge in Shariah matters regarding insuranc(%mions
(Wardhany & Arshad, 2012; Muneeza & Hassan, 2014; Ali at al., owever,
these requirements are hardly met in the contemporary Takaful established
companies in Malaysia because of the lack of adequate human®€apital and fully
qualified personnel with appropriate Shariah knowl ’wa-rrin'g the Takaful

industry. .\d
e

One key CG mechanism in the IFIs is the Sha ommittee ii n@nism

mic\c?r'nmercial

10). Jé;gstingly, the

of @mts and services

n‘@iples (Hamza, 2013).
N

jurisprudence and experts in Islamic fimg@

Shariah Committee was intended to ‘%)ﬁe compli
offered to consumers and investor% Islamlc\resjg$n

In addition, Shariah Committ ars use Shariah tgg@?ermine the general rules
according to which the in m dI' ns-are pﬁﬁ%ible (Majdoub & Mansour,
gr

2014). In parallel wi creasin tH of)lamic finance globally and the
4 ’ &
» products a

complexity of th&g: finar gservices The SB has become the most
ne

important comK
deep influe %the y-to- y{ra tice of Islamic finance in IFls (Hassan, 2010).

"
This % is bef ?ized*&ﬁe to Islamic finance's involvement in the
estﬁhnent of financial @(J‘zc.ts and services by IFIs for Shariah accepted
@ing transactions and economic activities (Ismail & Muhamad Sori, 2017).
: Shariah committees are primarily constituted to oversee the functions of the
OD under Takaful. Shariah committees and management are charged with

responsibilities in matters related to Shariah and highlight the activities associated

15



with Shariah board, BOD, Shariah audit, Shariah review, Shariah research, and
Shariah risk management (Hosen et al., 2016; Nor et al., 2017; Noordin & W
2019). (,}
However, these responsibilities have not translated int effective
performance of Takaful companies, particularly in Malaysia.%Thus, Shariah

committee quality necessary to satisfactorily improve .ihNaful industry's

performance remains an area of challenge. Both Shariah ees 'nd the BOD, as
well as audit committees, have the potential to signifi im anormance

of the Takaful industry specifically in Malaysi

ause all trbu&é—}‘; the

f t% omp@gs (Igmal
. X

s, it @‘be impossible
ess@ls and experience

establishment, regulation, monitoring, and op

etal.,, 2017; Saad & Rahman, 2018). Withaut th

for the Takaful industry to perform w& requires
to succeed. Cf) \Y ,<\

N,
Many previous studie%d 09 convention nancial aspects, while
research on CG effectiven %inalv

pekform n@in Takaful is mostly absent.
Extensive investigati%l on :D rel i'(')ﬁshib'between CG effectiveness and

&
financial perfor&f\of IFIf \na y of{§mth East Asian countries including
a

Malaysia as a% An 'uelaé?zoos; Aebi et al., 2012; Erkens et al.,
¢

2012). The_refationship bet n’ShQrJ‘i-aTR committees and boards of directors that

%' "
leads t% uality” perf ?anceﬂ% yet to be identified and reported. Hence, this
L )

gayg&for examining the S committees and BOD jurisdictions and control in
e

xaful industry (Ismail & Aziz, 2017; Heradhyaksa & Markom, 2018). Studies
hawve not reported CG effectiveness under Takaful as a Shariah-regulated system in

onnection with performance.
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The growth stimulated the research in various domains of Islamic finance

which laid a solid foundation in developing Shariah, accounting, auditinv,

governance, ethics and product development frameworks (Rashid & C{g;) 21).
The Takaful industry has been under investigation recently due to th ns raised
over the conventional insurance functioning (Abdul Razak et al., 1; Kantakji et

al., 2020). According to (Nasir et al., 2021; Khairi et al., 202],' m;ro'g demand, both

practitioners and academicians are taking a keen interes aful, To explore the

“Takaful” as a keyword, the Google Trend website was tsed. .\d

ies to develop the @;ian
tur{ 1a sh@@ga gap in

X .
in T, | companies
et @OIBb; Nomran et

'h)w penetration rate of

le effeetiven increase shareholders'
N\’v
confidence. %\

Z ’ N
1.3 Research Questions 4 &
This study ’@\0 get levide e on @'npact of CG on Takaful performance
N

in a developi N’Itl’ S%Mlla)@_ga-because a question remains over whether

Hence, the Takaful industry still needs more

market (Holderness, 2011). A review of relev

[%2]
—+
c
=
D
w
=
@D
«Q
QD
=
=
>
(=]
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®
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@D
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=
<
@D
>
D
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w
QD
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aful companies as envisioned. More precise

CG practi contributed to th
'
nsw we following eﬂjesti%zns are essential for policymakers in developing
; N
appropriate CG systems optiﬁrgr:z%d for Takaful companies in Malaysia. In this study,

K

o))

incipal question was, “to what extent does CG effectiveness influence financial

Qrformance of Takaful companies in Malaysia?” Four specific questions were

formulated to answer the principal question. These questions are as follow:
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1. Does board of directors effectiveness at the individual level, namely (Board Size,
Board Director Independence, Executive Membership, Muslims Directorsw
Meeting Frequency, and Board Gender Diversity) and eﬁectivfg}t an
aggregate level (as composite score) affect the financial performa alaysian
Takaful companies? Y'

2. Does audit committee effectiveness at the individual leve W (AC Chairman
Specialization, AC Size, AC Independence, and eting lirequency) and
effectiveness at an aggregate level (as composite sc affegt WD Takaful
companies' financial performance? ¢ ' _\Q}T

3. What is the moderating impact of the Shari itteé i on{h/?board of
director’s effectiveness on the finar%‘?rf;m\anc of Vzi~an Takaful

companies? \) é
4. What is the moderating imp{ks the \ah ﬂ@tee quality on audit
N

committee effectiveness Q%Yinanglal orm&@ of Malaysian Takaful

-V
o

companies? \ N
1.4 Research Obje@ I :' 0’
The main objegtive of tT A as t%ég?ry out an empirical investigation of
the relationshi &C ene d the financial performance of Takaful

!
¢
companies in%ysia ver t pe'rioe:ialo to 2017. The evaluation of CG practices
%v NN
in the ectopin M ?ysia a@ to provide a mechanism to improve investors’
confidemce and trust in n@*.gdgement and promote the country's economic
N

\ewment. Therefore, this study aims to determine the impact of CG effectiveness

: affecting Takaful Company’s financial performance and its responsibility to all

arties to understand the governance effectiveness that contributes to enhancing the

value of Takaful companies in Malaysia. This research will also determine the
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relationships between the CG practices, board director effectiveness, AC
effectiveness, and SCQ, and Takaful companies’ financial performance. Four ?ﬁt
objectives were developed to achieve the main objective of this thesis. Thes e to:
1. Examine the relationship between the board of directors’ effedl&s (Board

Size, Board Director Independence, Executive Membership, Muslims Directors,

Board Meeting Frequency, and Board Gender Divergit;\lfindividual and
ful co

aggregate levels and Malaysian financial performance nlpanies;
2. Investigate the relationship between AC ¢ teris 'cWChairman
23

Specialization, AC Size, AC Independence and ing frequency) ‘t‘i@idual

and aggregate levels and financial perform a% ful :@Wpanies;
. o
n ,the

3. Examine the moderating role of SC

effectiveness and financial perform alaysia
4. Investigate the moderating rc@jf SC e e}@l‘onship between AC
N,

effectiveness and financial %nce 8f Ma yeian&%'ﬁful companies.
A
) s S
nificance

1.5 Research Contri uW‘sﬁnd $’g %
(bn 'S

The findings of this study offér iH'Ut'Qr)s to research, theory, and practice.

O

The research re %CG irl Takaful co@ies contains several contributions to

the research.cmhls study I} thegﬁsp' in the Shariah literature by empirically

investigati mpanE?O E ACE on financial performance. Second, this

’
study. &Q on the de!ﬁting ect of SCQ on the relationship between BODE
: é >4

and Malaysian ﬁ?&aful performance. Third, to the Dbest available

am\
‘%edge, this is one of the first empirical studies to investigate the impact of CG in

omful companies using the SCQ as a moderating variable on Takaful performance

in Malaysia. The potential contribution is using SCQ as a moderating variable as a



significant internal governance mechanism in financial reporting, which can aid the
Takaful sector in the market, regulatory reforms, fluctuations, and upd?m
reviewed MCCG in 2017. (’}

In terms of theory, the findings will help increase the understaﬂ&of CGin
terms of Agency Theory, Stewardship Theory, Resource Depende y Theory, and
Stakeholder Theory in a Takaful firm in Malaysia.

The study also offers practical contributions. Mala Y:e loping country

so that findings will be useful to other developing coufitkies wi thonomrc

political, environmental, and cultural conditions larly the td E@Asran
countries. The results of the study will promo prov ctrce\ji; Takaful
companies. Finally, the findings also pro do\v in the p "an situation
of Takaful governance in Malaysia f interest cal Qforergn investors,
managers, and academic researche srderrng ?m 'ks roles.

This study's outcomes rate %ha Cor ('t)e Governance's impact,
board effectiveness, and f per onc rate performance in Takaful

companies in Malay% findin p}r!} nt to the Bursa Malaysia, the
al In

Institute of Direc as\lslamr‘: ions (IFls), and Training Centers

because the results previde nfor n on Takaful performance in Malaysia,

-

especially i (ﬁrah orpo te"G@e ance, board effectiveness, and financial
perfor h WI|| p these bodies to improve their regulations in

M S Moreover the out @S are significant to the policymakers in government

% ir counterparts in the Takaful sector, the employees of the Takaful industries,
th

: e general public in re-strengthening their commitment toward Takaful
cceptability. This is because the findings will provide adequate statistics or required

data to enhance the current laws and regulations on CG for Takaful in Malaysia.
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Moreover, the findings are significant for improving better financial disclosures

in Takaful firms, which is very useful to Takaful financial mformatlo

including stakeholders, managers, account holders, and the general pu ause
one of the most important Shariah management objectives is t financial
transparency and complete disclosure of Shariah non-complia Income, the

outcomes are highly significant to the Shariah committee tq oversee the successful

application of Shariah codes in the Takaful industry. Dev reg L'atory structures

that helps control fraud, exploitation, and un-Islami@ybehavi ou e Takaful
industry to avoid bankruptcies is essential. Finall findings fm&éknt to
internal auditors who play a role in managl in nc S of\ﬁ' Takaful
industry to enhance its performance. u\

The Takaful industry is in a mg\%;rowth stages and (ﬁy threats exist to

this kind of Islamic transactions in of the | %In '\OIume of investments.

Therefore, the focus and atten%uld kﬁ placedwon s |ng all aspects that help

\& &
stabilize it and gain currentand fUture gce.
2 N

1.6 Research Scope $ <Q
This stud)@h Il@akafukz?mpames by Bank Negara Malaysia
(BNM) and s %ct lof C,(G/ on the performance of these Takaful

'
|nst|tut|o ional |;)co sid e Takaful sector's recovery phase after the
e

4
dﬁta anp'lnformatlon gathered for the study were obtained

recen: | crisis.
fr ple of Takaful ope?gt%rs quantitative in nature, and are collected via panel

%T here are eleven listed Takaful companies in Bank Negara Malaysia; therefore,

le study will cover those licensed Takaful companies from 2010 to 2017.
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1.7 Operational Definitions

e Corporate Governance is the process and structure used to dlrw
manage the company's business and affairs towards promot ness
prosperity and corporate accountability with the ultlma(!%ectlve of
realizing long-term shareholder value while taking irw:ount other
stakeholders' interests (Security Commission Malaysia, ).

e Takaful or Islamic insurance is a sche Xd~c'n brotherhood,
solidarity, and mutual assistance that provi mut i I ald and

assistance to participants in case of need by theparti al1ts @ually

agree to contribute for that purpose ( T
e Shariah Committee is an ind dent bo emah@Xurlsts in figh
al-mu'amalat (Islamic corwajurisprude Tféﬁariah Committee

is entrusted with dw@s, revie%ﬁ?n
n%n 5. T

a@}erwsmg the Islamic
S

financial institutio he fatwas (leGal opinions) and rulings of

the Board are b@AA 5)
1.8 The Organizati% Stud l 0’
The followi ragrapr]s he organization of this study’s chapters:

Chapter el cha@“that provides a preface to the study. It

)

also mtrodu e thesis kg'ro@

researc% ns, WOLDQ)?, th trlbutlons and significance, scope, operational

def s, organization of thec%atiy, and summary.

of the study, statement of the problem,

hapter two analyses critically review the literature and generally describes the

Q re of CG, code of CG in Malaysia and reserved, Islamic perspective CG, Takaful
n

dustry background and models, Takaful legal framework, compare between

Takaful, conventional insurance, and shariah committee quality.
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Chapter three discusses the theoretical perspective of CG. The chapter briefly
explains the four most frequently used theories, including the Agency Theoryw
and Meckling, 1976), the Stewardship Theory (Donaldson, 1990), the@older
Theory (Freeman, 1984), and the Resource Dependence Theory r, 1973).
Researchers commonly employ these theories to explore the relatiometween CG

and firm financial performance. The chapter also presents thg Wtual framework
e

and highlight hypotheses development. The chapter addr en,plrlcal research

questions and their translation into research hypoth andjpr a‘ detailed
explanation of the main research hypotheses and the divisians. ‘-}Y‘
Chapter four discusses the research y"a e ta\& iques of
statistical analysis used to test the 1m compames
performance. Additionally, the chapt& w th ear@as conducted and
how the data were obtained, fo on the Qar ds utilized. Besides
giving the details of the meth , the'Ehapt ulust the research processes,
procedures, and reasons |s i d aI de the research design, the
sample used, the dat% on, an c, the th sed for measuring the selected

variables. \
Chapter /vegﬁue dlngtﬁﬁhe research. Tests were performed to
provide em a V|de ce th We'ultt_}(?wer the research question.
%:( provid P1e co&smns of the thesis by summarizing the main
and contributions @f}fne research to the scholar's and practitioner’s
ge. The chapter also recognizes the research limitations while suggesting
ral recommendations for future research. It includes an overview of the findings
f this research and considering them in light of previous studies. Moreover, it

includes implications of the research for the market and policymakers.
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1.9 Chapter Summary

CG has emerged as an important subject. The studies in the area a% in

o «

because it relates to an important sector of the economy by encouragi |:nfehal an
external investment into the Takaful industry in Malaysia by pro%ainformation
on asymmetry and better communication channels between pasticipants and Takaful

operators. According to available information, CG p rfowl'{!é in the Takaful
industry is influenced by corporate structure and mechanisSms I&ysia, specially
board effectiveness, AC effectiveness, SCQ, and fipancial*perf M

limited number of studies have examined C

Takaful industry. In the Malaysian context, |ﬁe [ ﬁij exists@’ the direct
impact of CG structures on Takaful @%nc

research pools. This study examinedMect M\C
of Takaful companies in Malaysi :' ’ o >y

A
In that respect, variable\ as tr%tjeneg%e BOD and the SC were
investigated. The impact (W wa ed a@ moderating variable between
CG and the financial [%anca omy%ies. Control variables, including
the size of the C(w Iev@j firm<Q , were used to determine the extent of
N

@
their impactchng pegfogmanee of %Jakaful companies. It will benefit many

t resul (J are theoretical and practical.
4
P 5

his study adds to the

(@]

ture the performance

&

—?_
3
™

parties,
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