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Abstract: Recent studies indicate that lending portfoliocomposition in Islamic banks is concentrated
towardsdebt-based lending portfolio; however, the ideal lending portfoliocomposition in Islamic
banks should be an equity-based lending portfolio. This article explores the effects of the internal
governance factors on lending portfolio compositionofIslamic banks in the GCC Region. The internal
governance factors investigated are board of directors’ characteristics (size and independence),
Shariah supervisory board attributes (size and cross-membership), and ownership structure (family
and government). The generalized least squares (GLS) method is used to examine the relationship
between the study variables. The results indicate that two characteristics of the board of directors,
size and independence, and two attributes of the Shariah supervisory board, Shariah board size and
Shariah board cross-membership, have significant effects on lending portfolio composition of Islamic
banks in the GCC Region. However, the rest of the internal governance factors have no effects on
lending portfolio composition of Islamic banks in the GCC Region. These significant results add
new contributions to the literature in the area of internal corporate governance of Islamic banks. The
article concludes with suggestions for regulators and policy makers in the GCC Region with regard to
the ideal characteristics of the board of directors and the optimal attributes of the Shariah supervisory
board in Islamic banks as well as directions for future studies in this area of research.

Keywords: portfolio; banks; ownership structure; corporate governance; board of directors

JEL Classification: G11; G21; G32; G34; G39

1. Introduction

The lending practices in general and the lending portfolio compositionof Islamic banks
in specific have been the focus of research and investigation for the last few years (Asutay
2012; Cebeci 2012; Farooq 2015; Hanif 2016). The lending instruments in Islamic banks
are classified into equity-based lending instruments and debt-based lending instruments.
The equity-based lending instruments in Islamic banks, which are also known as profit-
loss-sharing (PLS) Islamic financing contracts, include Mudarabah (trustee partnership
contract) and Musharakah (joined venture contract) (Ahmed 2014; Ismal 2010; Abdul-
Rahman et al. 2019),whereas the debt-based lending instruments in Islamic banks include
Murabahah “mark up sale”, Ijarah “leasing contract”, Istisna “manufacturing sale contract”,
and Salam “deferred delivery sale contract” (Ahmed 2014; Obaidullah 2005; Ismal 2010;
Abdul-Rahman et al. 2019).

In Islamic banks, there is a severe use of debt-based lending instruments over equity-
based lending instruments; on average, more than 95% of the lending tools are debt-based
lending such as “Murabahah”, while less than 5% of the lending tools are equity-based
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lending, “Mudarabah and Musharakah” (Suzuki and Uddin 2016). The excessive use of debt-
based lending might lead to harmful implications on the social and economic condition of
the Muslim countries, similar to that faced in the Western countries using the conventional
banking systems (Farooq 2015). Moreover, because the current composition of the lending
portfoliosin Islamic banks is based mostly on debt-based lending instruments (which are a
short-term credit) and not on the equity-based lending instruments (which are a long-term
credit), Islamic banks have only a short-term effect on the economic growth of Islamic
countries (Hachicha and Amar 2015).

Although the issue of insensitive utilization of debt-based lending instruments over
equity-based lending instruments in Islamic banks has been under research for many years,
most of the research in this area is theoretical in nature (Asutay 2012; Cebeci 2012; Farooq
2015). Moreover, the reasons behind this imbalanced lending portfolio composition in
Islamic banks have not been sufficiently studied. This research gap in the area of Islamic
banking and finance field is the primary motivation for the current study.

This study investigates the internal governance factors of Islamic banks in the GCC
Region specifically: the board of directors’ characteristics, Shariah supervisory board
attributes, and ownership structure, given that they are major internal factors in decision
making within Islamic banks (Asutay 2012; Mollah and Zaman 2015). The boards of
directors’ characteristics in banks are very important in the internal governance structure
because they are accountable for the control and the governance of the bank including the
formulation of bank strategy (De Haan and Vlahu 2016; John et al. 2016). The key board
characteristics investigated in this study are: board size and board independence. The
Shariah Supervisory Board (SSB) represents a major part of the Islamic banks’ governance
structure (IFSB 2006), consisting of what is called “Supra Authority” (Choudhury and
Hoque 2006). Accordingly, the governance structure in Islamic banks is a “multi-layer
governance structure”, while the governance structure in conventional banks is a “single-
layer governance structure” (Mollah and Zaman 2015; Adams and Mehran 2003). The
Shariah board attributes examined in this study are Shariah board size and Shariah board
cross-membership. The ownership structure of banks is a very significant factor in strategy
choices, especially when it comes to lending practices and lending portfolio composition
of banks (Liu et al. 2011). Moreover, ownership structure is a dominant facet in shaping
the various governance systems around the world (Aguilera and Crespi-Cladera 2016).
This study investigates two ownership structures in Islamic banks: family ownership and
government ownership.

This study focuses on Islamic banks in the GCC Region given the fact that the GCC Re-
gion is a leading Islamic banking hub in the world. The GCC Region’s share of international
Islamic banking assets is 34% and contributed nearly 70% of the expansion of the Islamic
banking industry globally in the last decade (Ernst & Young 2016). Moreover, the GCC
Region is home for the biggest five Islamic banks in the World exceeding USD $30 billion in
total shareholders’ equity as stated in the World Islamic Banking Competitiveness Report
by Ernst & Young (2016). In Table 1 below shows the significance of the GCC Region and
the concentration of Islamic finance assets by World Regions in the year 2018.

Table 1. The concentration of Islamic finance assets by world regions in the year 2018.

Region Islamic Finance Assets (US$ Billions)

GCC 1123
Southeast Asia 621

MENA 620
Europe 79

South Asia 67
Sub-Saharan Africa 7

Other Asia 3
Americas 3

Source: Islamic Finance Development Report (ICD 2019).
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Based on the above introduction, this study looks into the effects of the internal
governance factors of Islamic banks, namely: the board of directors’ characteristics, Shariah
supervisory board attributes, and ownership structure on lending portfolio composition of
Islamic banks in the GCC Region. The results of the study indicate that two characteristics of
the board of directors, size and independence, and two attributes of the Shariah supervisory
board, Shariah board size and Shariah board cross-membership, have significant effects
on lending portfolio composition of Islamic banks in the GCC Region. These significant
empirical results fill the gap in the literature in the area of internal governance factors and
lending portfolio composition of Islamic banks since most of the research in this area is
conceptual research (Asutay 2012; Cebeci 2012; Farooq 2015). Furthermore, these results
enclose propositions for regulators and policy makers in the GCC Region with regard to
the ideal characteristics of the board of directors and the optimal attributes of the Shariah
supervisory board in terms of their effects on the lending portfolio composition of Islamic
banks in the GCC Region.

The rest of this article is organized in the following order: literature review and
hypothesis development, methodology, results and discussion, and, finally, conclusion.

2. Literature Review and Hypothesis Development

This section presents a brief literature review and development of the hypotheses
related to the study. This section includes five subsections: the lending portfolio compo-
sition of banks, board of directors’ characteristics, Shariah supervisory boards’ attributes,
ownership structure, and the control variable of the study.

2.1. The Lending Portfolio Composition of Banks

According to Markowitz (1952), a portfolio is a collection of assets, whereas a bank’s
lending portfolio is the bank’s loan portfolio which can be either a diversified or concen-
trated lending portfolio (Rossi et al. 2009). A diversified bank lending portfolio is a portfolio
that has a mixture of credit types or income sources such as: interest, fees, and trading
(DeYoung and Roland 2001; Stiroh and Rumble 2006), or a diverse geographical reach
(Deng et al. 2007), ordifferent assets in varied economic sectors (Rossi et al. 2009). In Islamic
banks, a diversified bank lending portfolio is a portfolio that includes a balanced combi-
nation of lending instruments, equity-based lending instruments, and debt-based lending
instruments, as well as lending to various economic sectors (Asutay 2012; Cebeci 2012;
Farooq 2015). The lending portfolio composition of Islamic banks in this study is proxied
by the diversification and concentration of the lending portfolio offered by Islamic banks.
The diversification level of the lending portfolio offered in Islamic banks is measured using
the Adjusted Herfindahl–Hirschman Index (ADSTHHI) (Abuzayed et al. 2018; Bustaman
et al. 2017; Elsas et al. 2010; Stiroh and Rumble 2006). The Adjusted Herfindahl–Hirschman
Index (ADSTHHI) values range from 0.0 to 0.5; the higher the (ADSTHHI) value, the more
diversified the Islamic bank lending portfolio composition. On the other hand, the lower
the (ADSTHHI) value, the more concentrated the lending portfolio in Islamic banks is
(Abuzayed et al. 2018). The Adjusted Herfindahl–Hirschman Index (ADSTHHI) will be
calculated using the following formula:

ADSTHHI = 1 −
(

Debt based lending
Total lending Portfolio

)2
+

(
Equity based lending

Total lending Portfolio

)2

2.2. The Board of Directors’ Characteristics

The board of directors is a major component in the governance of banks, as it is
considered to be the foundation stone of the internal governance structure in banks. The key
board characteristics that are included in this study are board size and board independence.
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2.2.1. Board Size

Board size is identified as the total number of directors in a board (Almutairi and
Quttainah 2017; Bukair and Rahman 2015; Chen and Lin 2016; Pathan 2009). Board size
is a very momentous characteristic of the board of directors of a bank. Notionally, there
are two theories rationing the association linking the board size and the bank lending
portfolio composition: the agency theory (Fama and Jensen 1983; Fama 1980; Jensen and
Meckling 1976; Berle and Means 1932) and the resource dependence theory (Abdullah
and Valentine 2009; Nicholson and Kiel 2007; Hillman and Dalziel 2003; Hillman et al.
2000). From the perspective of the agency theory and resources dependence theory, a larger
board of directors leads to an increased board ability to supervise and advise the executive
management (Jensen and Meckling 1976; Fama and Jensen 1983). Moreover, a larger board
of directors will have varied work experiences and wider professional networks with the
outside environment (Nicholson and Kiel 2007; Hillman et al. 2000). Accordingly, a number
of studies have indicated that a bigger board of directors might positively affect the bank
lending activities, and therefore lead to diversified bank lending portfolio composition (De
Andres and Vallelado 2008; Coles et al. 2008; Anderson et al. 2004). On the contrary, other
studies argue that smaller boards are more cohesive and effective (Kiel and Nicholson 2003).
Nevertheless, smaller boards have more specific work experience that could negatively lead
to more focused lending activities, and as a result, more concentrated bank lending portfolio
composition (De Andres and Vallelado 2008; Coles et al. 2008; Anderson et al. 2004).

Following with the above review in relation to the board size of the board of directors
and the lending portfolio composition, it is hypothesized that:

H1a: There is a positive relationship between board size and lending portfolio composition in
Islamic banks.

2.2.2. Board Independence

Board independence refers to any board of directors’ member that has no family or
business links to the bank and is considered as a non-executive board member (Adams and
Mehran 2009, 2012; Desender et al. 2013; Pathan 2009; Pathan and Skully 2010). Based on
the agency theory, independent board members enhance the board’s ability to monitor and
supervise executive managers’ performance (Fama and Jensen 1983). Moreover, based on
the resource dependence theory, independent board members provide critical knowledge
and experience to the board of directors (Nicholson and Kiel 2007; Hillman et al. 2000; Yeh
et al. 2011).

In accordance with the agency theory and resource dependence theory, few studies
assert that high level of board independence might positively result in diverse bank lending
activities and a diversified bank lending portfolio (De Andres and Vallelado 2008; Mollah
and Liljeblom 2016; Faleye and Krishnan 2017). Alternatively, a smaller number of studies
suggest that low level of board independence could negatively lead to more focused lending
activities and a more concentrated bank lending portfolio (Rashid et al. 2010; Pathan 2009;
Pathan and Faff 2013).

Following with the above brief literature in reference to the board independence of
the board of directors and the lending portfolio composition, it is hypothesized that:

H2a: There is a positive relationship between board independence and lending portfolio composition
in Islamic banks.

2.3. Shariah Supervisory Board Attributes

Shariah supervisory board attributes are a very significant factorin the internal gover-
nance system in Islamic banks. The major Sharia board attributes included in this studyare
discussed in this section in the following order: Shariah board size and Shariah board
cross-membership.
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2.3.1. Shariah Board Size

Shariah board size is acknowledged as the number of Shariah intellectuals in the
Shariah supervisory board in Islamic banks (Farag et al. 2018; Grassa 2016; Mollah and
Zaman 2015; Nomran et al. 2018).

Shariah board size is a very key attribute in the Shariah supervisory board in Islamic
banks. Based on the theoretical corporate governance literature, two theories might explain
the association involving Shariah board size and Islamic banks’ lending portfolio composi-
tion: the agency theory (Jensen and Meckling 1976; Fama 1980; Fama and Jensen 1983) and
the resource dependence theory (Abdullah and Valentine 2009; Nicholson and Kiel 2007).
Concerning the agency theory and resource dependence theory, two viewpoints are related
to this matter. The first one asserts that a larger board has higher capacity to supervise
and counsel the bank’s executive management (De Andres and Vallelado 2008; Coles et al.
2008; Anderson et al. 2004), and provide more external resources to the bank (Nicholson
and Kiel 2007; Abdullah and Valentine 2009). The second theory, conversely, contends that
small boards are further organized and more effective boards (Kiel and Nicholson 2003).
However, smaller boards provide limited access to the external environment (Nicholson
and Kiel 2007; Abdullah and Valentine 2009).

In the light of the agency theory and resource dependence theory, a number of studies
have examined the effect of Shariah board size on lending portfolio composition of Islamic
banks. Several studies argue that larger Shariah board size positively leads to more diversi-
fied bank lending portfolio composition (Alman 2012; Almutairi and Quttainah 2017; Farag
et al. 2018). Nonetheless, some studies suggest that Shariah board size does not affect the
bank lending portfolio composition (Mollah and Zaman 2015; Nomran et al. 2018).

Based on the above brief literature in reference to Shariah board size and lending
portfolio composition, it is hypothesized that:

H3b: There is a positive relationship between Shariah board size and lending portfolio composition
in Islamic banks.

2.3.2. Shariah Board Cross-Membership

Shariah board cross-membership refers to Shariah board members occupying more
than one Shariah board seat in several Islamic banks (Haniffa and Cooke 2002). Consistent
with the resource dependence theory, the board’s function in a corporation is to supply
resource to the corporation from the external environment (Hillman et al. 2009). Therefore,
Shariah board members with cross-membership in other Islamic banks can pass imperative
information about the industry and share knowledge with other board members in Islamic
banks (Nomran et al. 2018; Grassa 2016).

Corresponding to the resource dependence theory, several studies have considered the
relationship between Shariah board cross-membership and lending portfolio composition
of Islamic banks. Some studies propose that high level of Shariah board cross-membership
shows positive results and more diversified bank lending portfolio composition (Almutairi
and Quttainah 2017; Grassa 2016; Nomran et al. 2018). However, only one study put
forward that high level of Shariah board cross-membership leads to more concentrated
bank lending portfolio composition (Alman 2012).

Following the above brief discussion with regard to Shariah board cross-membership
and lending portfolio composition, it is hypothesized that:

H4b: There is a positive relationship between Shariah board cross-membership and lending portfolio
composition in Islamic banks.

2.4. Ownership Structure

Ownership structure is a significant aspect in determining various governance systems
globally (Aguilera and Crespi-Cladera 2016). Furthermore, the ownership structure of a
bank is a major characteristic that affects the strategic decisions of the bank (Liu et al. 2011),
including the lending portfolio composition of banks. This section discusses the major
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forms of ownership structure in Islamic banks such as family ownership and government
ownership.

2.4.1. Family Ownership

Family ownership is defined as the percentage of the bank’s shares owned by one
family out of the total bank shares (Arouri et al. 2014; Abdul Rahman and Rejab 2015).

A family-owned corporation condenses the agency problem involving the corporate
owners and the corporate managers (Fama and Jensen 1983). Nonetheless, a clash of
interest amid the family in control and minority shareholders occurs (Shleifer and Vishny
1997). Furthermore, a different form of clash of interest involving the controlling family
and the bank creditors arises (Laeven and Levine 2009; Barry et al. 2011).

A small number of prior studies hint that family ownership could positively affect the
leading portfolio composition of Islamic banks resulting in more diversified bank lending
portfolios (Arouri et al. 2014; Zouari and Taktak 2014). On the other hand, other studies
claim that family ownership might negatively affect the leading portfolio composition of
banks resulting in more focused bank lending portfolios (Abdelsalam et al. 2017; Saghi-
Zedek 2016; Saghi-Zedek and Tarazi 2016; Zeineb and Mensi 2018).

Following the above brief literature review in relation to family ownership and lending
portfolio composition, it is hypothesized that:

H5c: There is a negative relationship between family ownership and lending portfolio composition
of Islamic banks.

2.4.2. Government Ownership

Government ownership or state ownership is recognized when any government
entity owns a controlling stake in a bank (Arouri et al. 2014; Boubakri et al. 2018; Feng
et al. 2004; Abdul Rahman and Rejab 2015). Ownership of government in banks or state-
owned banks is a global phenomenon, and the share of state ownership is different in
developed countries than in developing countries (La Porta et al. 2002; Sapienza 2004). The
government’s responsibility as a banking system regulator and monitor and bank owner at
the same time causes an amplified agency problem between the bank managers and the
bank shareholders (Caprio et al. 2007).

Only some prior studies imply that higher level of government ownership in a bank
positively affects lending practices and leads to diverse bank lending portfolio composition
(Abdallah and Ismail 2017; Micco et al. 2007; Zouari and Taktak 2014). Conversely, one
study concluded that government ownership has no effect on lending portfolio composition
of banks (Arouri et al. 2014).

Following the above brief literature review in relation to government ownership and
lending portfolio composition, it is hypothesized that:

H6c: There is a positive relationship between government ownership and lending portfolio composi-
tion in Islamic banks.

To summarize, three groups of hypotheses are tested in this study: (A) Ha1–Ha2
board of directors’ characteristics, (B) H3b–H4b Shariah board attributes, and (C) Hc5–Hc6
Ownership Structure. Table 2 presents the hypotheses related to the study variables and
the proposed sign and direction of each hypothesis.
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Table 2. Variables Description, Expected Direction, and Relevant Hypothesis.

Variables Definition of Variables

Dependent Variable

LPCISB= Lending portfolio composition of Islamic banks, measured by Adjusted
Herfindahl–Hirschman Index (ADSTHHI).

Variables Definition of Variables Expected
Direction

Relevant
Hypothesis

Independent VariableBoard Characteristics:

BSIZ= Number of board of directors, measured by total number of members at the board of
directors. + H1a

BIND= The independent members of the board, measured by number of independent
directors in the board. + H2a

Shariah Board Attributes:

SHBSIZ= Shariah scholar members at Shariah board, measured by number of Shariah scholars
setting at Shariah board. + H3b

SHBCM= Shariah board members setting at Shariah boards in several Islamic banks measured
by proportion of scholars members at Shariah boards of other Islamic banks. + H4b

Ownership Structure:

FAMOWN= Shares owned by family members, measured by number of stocks owned by family
members/Total amount of bank stocks. − H5c

GOVOWN= Bank stocks held by government, measured by number of stocks held by
government/Total number of bank stocks. + H6c

Control Variables:
LNSIZE= The bank’s total assets, measured by the natural logarithm of total assets.

+ positive; − negative.

2.5. The Control Variable

The control variable that is used in this study is bank size. Bank size is described
as the size of the bank’s entire assets (Almutairi and Quttainah 2017; Nomran et al. 2018;
Guermazi 2020).

The measurements of dependent, independent, and control variables of this research
are listed in Table 3 below.

Table 3. Summary of the study variables and measurements.

Variables Definition Measurements

Lending Portfolio Composition of
Islamic Banks

It refers to the portfolio of the lending
instruments (equity based lending instruments
and debt based lending instruments) that the
Islamic bank holds.

Adjusted Herfindahl- Hirshman Index
(ADSTHHI).

Board Size Number of board directors. Total members at the board of directors.

Board Independence The non-executive member of the board. Number of independent directors in the
board.

Shariah Board Size Shariah scholars members at Shariah board. Number of Shariah scholars at board.

Shariah Board Cross-Membership Shariah scholars members at Shariah boards in
several Islamic financial institutions.

Proportion of scholars members at
Shariah board of various Islamic financial
institutions.

Family Ownership Shares owned by family members. Number of stocks owned by family
members/Total amount of bank stocks.

Government Ownership Bank stocks held by government.
Number of stocks held by
government/Total number of bank
stocks.

Bank Size The bank’s total assets. The natural logarithm of total assets.
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3. The Model and Descriptive Statistics

In this section is a brief discussion of the research framework, analysis method, regres-
sion model, variables measurements, the control variable, description of the study sample
and data collection, and test of multicollinearity.

3.1. The Research Framework

The research framework in this study consists of dependent, independent, and control
variables. The dependent variable in this study is the lending portfolio composition in
Islamic banks. The independent variables are classified into three clusters of variables.
The first cluster is the characteristics of the board, which includes size and independence.
The second cluster is Shariah board attributes namely size andcross-membership. The
third cluster is the ownership structure that includesfamily and government. The control
variable in this study is bank size. Figure 1 shows the study variables.
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Figure 1. Research Variables Framework.

3.2. Analysis Method and Model

The generalized least squares (GLS) method is used in this study to approximate the
panel data regression models (Bozec and Laurin 2008; Bunge 2012; Gürbüz et al. 2010). The
generalized least squares (GLS) can tackle heteroskedasticiy and autocorrelation problems
(Gürbüz et al. 2010; Bozec and Laurin 2008). The Durbin–Watson (DW) test is used to
examine autocorrelation. According to Gujarati et al. (2017), generalized least squares
(GLS) is more appropriate to overcome these problems and gives much better results. In
this study, the generalized least squares (GLS) is conducted by using the latest version of
SPSS software for data analysis. The following multiple regression model is conducted in
this study:
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LPCISBit = α0 + β1BSIZit + β2BINDit + β3SHBSIZit + β4SHBCMit + β5FAMOWNit + β6GOVOWNit + β7LNBANKSIZit + εit

where:
LPCISB: The Lending Portfolio Composition in Islamic banks.
i: Bank
t: Time
α: Intercept
BSIZ: Board Size
BIND: Board Independence
SHBSIZ: Shariah Board Size
SHBCM: Shariah Board Cross-Membership
FAMOWN: Family Ownership
GOVOWN: Government Ownership
LNSIZE: Size of Bank
ε: Random Error Term

Given that Islamic banks in the GCC Region function under very similar rules and
regulations enforced by the Central Banks in the GCC Region (Shehata 2015), a control for
country differences (country dummies) is not included in this study. Moreover, Islamic
banks in the GCC Region were very stable in their operations including loan behavior and
lending rates in the last decade (Ghosh 2016); hence, control for time effects (year dummies)
is not included in this study.

3.3. Descriptive of the Study Sample and Data Collection

The data required for this article was mainly hand-collected from the Islamic banks’
annual reports. The study sample covers a ten-year period from 2010 to 2019. There
are in total 24 Islamic banks listed in the stock exchanges in the GCC Region, and all of
them are included in this study. Therefore, the study sample represents 100% of the listed
Islamic banks in the financial markets in the GCC Region. The total number of the collected
annual observations for the 10-year period in this article is 235 observations. Only five
annual observations are missing due to unavailability of the annual reports of Islamic
banks. Table 4 below presents the study sample description.

Table 4. Descriptive of the Sample of the Study.

Country Number of Islamic
Banks

Number of Annual
Observations

Percentage of Total
Observations

Saudi Arabia 4 40 17.02%
Bahrain 5 50 21.28%
Oman 2 16 6.80%

United Arab Emiratis 5 50 21.28%
Kuwait 5 49 20.85%
Qatar 3 30 12.76%

Totals 24 235 100%
Note: N = 235. Number of variables = 8 (1 DV + 6 IV + 1 CV). Total data points = 1880 (8 variables × 235
observations = 1880).

To detect any outliers in the study data, Mahalanobis distance test is conducted
(Tabachnick and Fidell 2018). An analysis of the SPSS results comparing the Mahalanobis
distance value of all observations in the data set to the chi-square critical value indicates
that only one observation exceeds the critical value out of 235 total observations in the
model. Since there is only one outlier observation detected in the data set, it is considered
very minor representing a negligible outlier (Coakes and Steed 2009). Therefore, the outlier
observation is retained in the data set due to its insignificant effect on the data analysis.
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The results in Table 5 exemplify that the mean value of the Adjusted Herfindahl–
Hirschman Index (ADSTHHI) is (0.11). This finding indicates that the lending portfolio
composition of Islamic banks in the GCC Region is a concentrated portfolio towards debt-
based lending instruments. This result is consistent with the past literature showing that
the lending activities of Islamic banks in the GCC Region are very comparable to other
Islamic banks around the world (Farooq 2015). The use of equity-based lending instruments
such as Mudarabah and Musharakah is very limited in comparison to the use of debt-based
lending instruments such as Murabahah and Ijarah (Asutay 2012; Cebeci 2012).

Table 5. Descriptive Statistics of Variables.

Variables Minimum Maximum Mean Std. Deviation

ADSTHHI 0.00 0.49 0.11 0.14
BSIZ 7 14 9.21 1.565
BIND 0 10 4.37 2.781

SHBSIZ 3 6 4.05 1.024
SHBCM 33.00% 100% 87.22% 18.09%

FAMOWN 0.00% 98.00% 21.78% 26.89%
GOVOWN 0.00% 99.90% 20.95% 23.86%

LNSIZE 19.37 25.36 22.96 1.25
Note: ADSTHHI measures the financial products/services portfolio composition of Islamic banks.

3.4. Test of Multicollinearity

Statistically, a multicollinearity problem exists between the independent variables
in the regression model if the correlation value exceeds 0.90 (Gujarati et al. 2017; Hair
et al. 2018). The correlation matrix presented in Table 6 shows that all correlation values
of the independent variables are below 0.90, which confirms that there is no problem of
multicollinearity in the regression model.

Table 6. Correlation Matrix.

Variables ADSTHHI BSIZ BIND SHBSIZ SHBCM FAMOWN GOVOWN LNSIZE

ADSTHHI 1
BSIZ 0.113 1
BIND 0.312 0.361 1

SHBSIZ 0.140 0.311 0.436 1
SHBCM −0.073 0.143 −0.065 −0.025 1

FAMOWN −0.072 0.166 0.306 0.462 −0.222 1
GOVOWN −0.138 −0.405 −0.376 −0.326 0.158 −0.216 1

LNSIZE −0.491 0.275 −0.038 0.212 0.348 0.373 −0.016 1

4. Results and Discussion

The results of the multiple regression analysis for LPCISB modelare summarized in
Table 7.

As presented in Table 7, the multiple regression results for the LPCISB model indicates
that F-statistics are significant at 0.01 significance level (F-statistics = 14.825, p < 0.000),
which means that the model of this study is highly significant in explaining the variation
in the lendingportfolio composition of Islamic banks in the GCC Region as measured by
ADSTHHI. In addition, the multiple regression results in Table 7 shows that R2 and adjusted
R2 values for the LPCISB model are 38.20% and 35.60%, respectively, which confirms a
relationship between the independent variables and the dependent variable of this study.
The adjusted R2 value of 35.60% indicates that the regression model of this study which
consists of the independent variables, the characteristics of the board of directors (BSIZ,
BIND), Shariah board attributes (SHBSIZ, SHBCM), and ownership structure (FAMOWN,
GOVOWN), and the control variable (LNSIZE), explains 35.60% of the variation in the
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dependent variable, the Lending Portfolio Composition in Islamic banks (LPCISB) as
measured by the Adjusted Herfindahl–Hirschman Index (ADSTHHI) in this study.

Table 7. Multiple Regression Results.

Model of the Study

Board
Characteristics:

Predicted
Sign

Actual
Sign

Beta
Coefficient t-Statistics Significance

BSIZ + + 0.159 20.163 0.032 **
BIND + + 0.170 20.277 0.024 **

Shariah Board
Attributes:

SHBSIZ + + 0.130 10.733 0.085 *
SHBCM + + 0.150 20.073 0.040 **

Ownership
Structure:

FAMOWN − + 0.060 0.748 0.455
GOVOWN + + 0.012 0.164 0.870

Control Variable:

LNSIZE + - −0.630 −80.022 0.000 ***

Summary of the Regression Model

Dependent Variable: Adjusted HHI

N 235
R 0.618
R2 0.382

Adjusted R2 0.356
F-statistics 14.825

Significance 0.000
Note: * Significance level 0.1; ** Significance level 0.05; *** Significance level 0.01.

Three groups of hypotheses are tested in this study: (A) H1a-H2a board of direc-
tors’ characteristics, (B) H3b-H4b Shariah board attributes, and (C) H5c-H6c Ownership
Structure.

Consistent with hypothesis (H1a), the results (β = 0.159, t = 2.163, p = 0.032) show that
the board size is positively related to the lending portfolio composition of Islamic banks in
the GCC Region measured by (ADSTHHI). This result is consistent with the agency theory
and resource dependence theory implying that larger boards have superior capacity and
wider range of work experiences to advice the bank’s executive management (De Andres
and Vallelado 2008; Coles et al. 2008; Anderson et al. 2004), as a result leading to more
diversified lending portfolio composition in Islamic banks. Therefore, it is concluded that
hypothesis (H1a) is accepted.

In line with hypothesis (H2a), the results (β = 0.170, t = 2.277, p = 0.024) confirm that
the board independence is positively significantly associated with the lending portfolio
composition of Islamic banks in the GCC Region measured by (ADSTHHI). Based on the
resource dependence theory, independent board members provide significant knowledge
and experience to the board of directors (Nicholson and Kiel 2007; Hillman et al. 2000),
consequently resulting in more diversified lending portfolio composition in Islamic banks.
Thus, it is concluded that hypothesis (H2a) is accepted.

Similar to hypothesis (H3b), the results (β = 0.130, t = 1.733, p = 0.085) show that
Shariah board size has significant positive effect on the lending portfolio composition
of Islamic banks in GCC region measured by (ADSTHHI). This result is in line with the
agency theory and resource dependence theory (De Andres and Vallelado 2008; Coles
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et al. 2008; Anderson et al. 2004), accordingly leading to more diversified lending portfolio
composition in Islamic banks. Hence, hypothesis (H3b) is accepted.

Similar to hypothesis (H4b), the results (β = 0.150, t = 2.073, p = 0.040) confirm that
Shariah board cross-membership is positively significantly associated with the lending port-
folio composition of Islamic banks in the GCC Region measured by (ADSTHHI). This result
corresponds to the resource dependence theory (Abdullah and Valentine 2009; Nicholson
and Kiel 2007; Hillman et al. 2000). Shariah board members with cross-membership in
other Islamic banks can share industry knowledge with other board members in Islamic
banks (Nomran et al. 2018; Grassa 2016), therefore leading to more diversified lending
portfolio composition in Islamic banks. So, hypothesis (H4b) is accepted.

Inconsistent with hypothesis (H5c), the results (β = 0.060, t = 0.748, p = 0.455) indicate
that family ownership has insignificant effect on the lending portfolio composition of
Islamic banks in the GCC Region measured by (ADSTHHI). This result is in variation from
the agency theory (Fama and Jensen 1983; Fama 1980), which describes the relationship
between the family ownership and the bank lending portfolio composition. A plausible
reason for the diverse result than hypothesized could be due to the fact that some Islamic
banks in the GCC Region have no family ownership at all as it is shown in Table 5 that
minimum family ownership level is 0.00%, therefore resulting in an insignificant effect on
the lending portfolio composition of Islamic banks in the GCC Region. Consequently, (H5c)
is rejected.

In disagreement with hypothesis (H6c), the results (β = 0.012, t = 0.164, p = 0.870)
indicate that government ownership has insignificant effect on the lending portfolio compo-
sition of Islamic banks in GCC Region measured by (ADSTHHI). This multiple regression
result is not in similarity to the agency theory (Fama and Jensen 1983; Fama 1980; Jensen
and Meckling 1976), which explains the relationship between the government ownership
and the bank lending portfolio composition. A rational clarification of the different result
than hypothesized could be because in the GCC Region there are very limited number of Is-
lamic banks that are completely state-owned (Arouri et al. 2014; Abdallah and Ismail 2017),
which gives rationalization for the insignificant effect of government ownership on the
bank lending portfolio composition of Islamic banks in the GCC Region. In consequence,
hypothesis (H6c) is rejected.

5. Conclusions and Future Studies

This article aimed at exploring the effects of the internal governance factors on lending
portfolio composition of Islamic banks in the GCC Region. The article examined the effects
of the board of directors’ characteristics (size and independence), Shariah supervisory board
attributes (size and cross-membership), and ownership structure (family and government)
on the lending portfolio composition of Islamic banks in the GCC Region. The study sample
included 235 yearly observations from 24 Islamic banks listed in the financial markets of
the six member countries of the GCC Region for the 10-year period from 2010 to 2019. The
generalized least squares (GLS) is used to analyze the multiple regression models.

To summarize the results of the study, in relation to the board of directors’ charac-
teristics, the findings indicate that board size and board independence are significantly
positively related to the lending portfolio composition of Islamic banks in the GCC Region,
indicating that larger board size and higher board independence positively leads to more
equity-based lending portfolio (musharakah and mudarabah) and more diversified lending
portfolio composition of Islamic banks in the GCC Region. Regarding the Shariah super-
visory board attributes, the finding indicates that Shariah board size and Shariah board
cross-membership are positively related to the lending portfolio composition of Islamic
banks in the GCC Region, suggesting that larger Shariah board size and higher Shariah
board cross-membership leads to more equity-based lending portfolio (musharakah and
mudarabah) and more diversified lending portfolio composition of Islamic banks in the GCC
Region. Regarding the ownership structure, the findings of the study indicates that family
ownership and government ownership have no effect on the lending portfolio composition
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of Islamic banks in GCC Region, due to the fact that very a limited number of Islamic banks
in the GCC Region are completely family-owned or state-owned Islamic banks.

To summarize, based on the above results in relation to the lending portfolio com-
position of Islamic banks in the GCC Region, it is suggested that regulators and policy
makers in the GCC Region consider the ideal characteristics of the board of directors and
the optimal attributes of the Shariah supervisory board in Islamic banks in the GCC Re-
gion. It is recommended to increase the size of the board of directors and include more
board members with a wide range of experience in various economic sectors, as well as
increase the number of the independent board members since they provide an exceptional
knowledge and experience in a range of industries other than the banking and financial
services industry. It is also recommended that they include more Shariah board members
with diverse Islamic Fiqih schools of thought as each Shariah board member presents a
distinctive understanding and interpretation of Shariah Law. Additionally, more Shariah
board members with cross-memberships in other Islamic banks should be included.

To conclude, for future studies, it is advised to examine the role of board of directors,
Shariah supervisory board, and ownership structure in Islamic banks in different regions of
the world such as the Southeast Asia region and MENA region. However, controlling for
year events and time effects might be necessary in other regions of the world. In addition,
future studies could consider adding more control variables, such as bank capitalization
and bank risk.
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