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Abstract

Purpose — Aim to examine the association betweandocharacteristics and risk management commiR&&Q)
whether it is combined or separate with audit cottgmiin the Malaysian Islamic financial institutgnThis
study will give an in-depth overview to explore abthe risk management and corporate governanaiges
in the Islamic financial institutions especially the oversight function and performance.
Design/methodology/approach — This study emplogemsgary data collected from the Islamic banks’ @hnu
reports for the period 2006 — 2009.

Findings — It was found that the existence of RMGsignificantly associated with proper governancéha
board of directors’ level and thus, an effective adequate Board member with larger size tendave greater
oversight monitoring function towards the compangstivities. It is easier to establish a separas& r
management committee (RMC) and with greater lewkiesources offered by larger boards, there wbaléess
pressure to establish a combined risk managemenhtaadit committee. Furthermore, the result shoved th
company leverage has positive significant relatigmsvith the existence of RMC and separate riskagament
committee with audit committee (SRMC) where a lgsgeportion of long-term liabilities entail greatiarancial
risk and firms with high leverage are more likedyhiave debt covenants and higher going concera.risk
Originality/value — Since there are lack of studiesducted in this area, specifically among thanst banks in
Malaysia, this study will broaden the scope by miimg empirical evidence of the relationship betweesk
management committee and board characteristi¢®ifstamic financial institutions.

Keywords.: Risk Management, Corporate Governance, Islamicri€iahInstitutions

1. Introduction

In view of the recent aftermath of corporate scédamllapses such as Enron and WorldCom, numerous
governance practices initiative around the globgehgrown drastically to improve corporate govermanc
particularly emphasising on the role of risk mamaget function. An effective risk management sysieseen
to be helpful towards an organisation to achieséditsiness objectives, enhance its financial reygpas well as
safeguard its reputation (Subramaniam, McManus Zdraahg, 2009). Literally, risk is an inescapablengnt of
any business activities and also for the finandsit and a company is also susceptible to businisksor
changes in the overall economic climate that careisely affect the price of its securities (Amrabdul Manaf
and Che Haat, 2009).

According to the revised MCCG (2007), the boarddiméctors should consist of executive directors aod-
executive directors whereby the executive direptfers to a leader that is a full time employee sna part of
the management team. Meanwhile the non-executieetdr is not a full time director within the orgzation
which can be either independent or non-independeettor that plays an important role in monitoritige
management and executive directors’ actions anfbqpesince towards corporate governance. A non-ekecut
director is seen as a medium of check and baldratemould enhance the board’s effectiveness arfdnpesance

in bringing independence to the board of directomd provide skills diversity and expertise in vascareas
(Abdullah, 2004).

In addtion, Bukhari, Awan & Ahmed (2013) statedttbarporate governance is a fundamental framework t
monitor companies’ corporate conduct, which is treédy more important for the governance of finadci
institutions. Any misconduct on the part of the banay have adverse impact on its stakeholders aayg m
possibly give rise to agency issues and conflightdrest between the management and those whodiawven
their trust in banking with the financial institoiti for better management of their funds.

Currently, risk management practices in the bankegor are focusing on financial and operatioisél towards
their products and services. There are many riskslved in the financial institution such as markatedit,
equity and operational risk. Risk management igmticuous process that depends directly on chaimgdse
internal and external environment of banks whiajuhe continuous attention for identification ofkiand risk
control. In response to the call to enhance thecéffeness of risk management, banks in Bahrdia,those in
many other countries, are required to comply wids@& Il (Hussain & Al-Ajmi, 2012). Meanwhile accamng to
Khan and Bhatti (2008), they observed that Islabainks face another crucial challenge to improvirairtrisk
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management strategies and corporate governanceerflyy they are extremely exposed to all sortgisks,
such as those relating to interest rates, liquidityl non-payment (Hassan, 2009).

An effective risk management mechanism is cruaiabider to sustain the business growth and cordinue
profitability of the banks irrespective of whethieis conventional or Islamic. A study on the ridisclosure and
reporting has been done in Malaysia to exploreatralability of such risk disclosure in annual regdor listed
companies which focused on non-financial sectiothefreports (Azlan, Manaf and Che Haat, 2009). &,

it is different for financial institutions espedialfor Islamic banks since there is a common peioapthat
Islamic banks are not based on interest rates. Bsiplon this matter is being highlighted since Iglamic
banking needs to be in accordance with Shari'aimgalwhich are compulsory and to be strictly abitigdor
any transaction through contracts.

Therefore, Bank Negara Malaysia (BNM) has publishedear guideline under the Islamic Banking Ac839
that is Governance of Shari'ah Committee in 200%ctvisets out the rules, regulations and procedirdise
establishment of a Shari'ah Committee. However, shaly on the existence of risk management comenitte
(RMC) in most Islamic financial institutions in Malsia which is in association with corporate goseae
practices are still scarce and requires furthemétin in order to mitigate such financial and @pienal risks
that directly involves Shariah rulings and regidas. Thus, it is important to have a study thadrmines the
existence of RMC and the association with boardadtaristics (independent chairman, non-executirectbrs,
board size, Shariah board size and Shariah eduocfaiolslamic financial institutions in Malaysia order to
have greater view and exposure on the associatibntb risk management and corporate governanasipesa
based on Shari’ah requirements.

In view of the fact that there is no study condddi® examine the existence of corporate governamugtions
towards risk management in the Islamic financiadtitations, this study provides further insight tme
association of corporate governance practices imaydea that particularly involve the board of di@s
characteristics and Shari'ah committee towarde#tablishment of RMC in Islamic financial institutis.

2.Literature review and hypotheses development

Conventional banks have played the role of findngitermediation for many years whereby the interes
difference was the main source of revenue thatide aupported by charges, commissions, and othes fe
(Akkizidiz and Khandelwel, 2008). Basically, thelsanks are focusing on interest rates, accountingpws
products and services, risk management activiieswell as long term strategies that mare mainketbaon
interest rates. However, the Islamic approach arisih rulings questions about the necessity atiditsaof the
interest in the process of financial intermediatiord desires to provide justification on the wealtid income
distribution.

The establishment of Islamic banks is intendedatercfor the need of Muslims to follow the Sharifainciples
categorizing it into features including the prolidm of interest, the use of profit sharing andestmvestment
activities. The attractiveness of Islamic bank#figslims is mainly due to the compliance with Stetriin their
dealings, whether with shareholders, current amdstments account holders or others whose funds lsarcks
invested (Mohd Ariffin, Archer and Abd Karem, 200%jence, a proper monitoring and governance such as
Shari'ah RMC should be established since it isactice in the commercial banks in order to enshieerisk in

any Islamic financial institutions are managedrie lwith Shari’ah requirements.

Therefore, a combined RMC with AC would not onlyecsee the risk management function itself but aidwe
actively involved in financial reporting and reldteversight function as well (Alles et al., 200Bpwever, by
having a separate and distinct RMC will allow cortte®@ members to fully focus on various risk proessand
reports in order to provide a better quality insdrmonitoring rather than having a combined conesittTo
ensure the effectiveness of governance towardsnatagement performance, a separate role betwe&h drid

AC function should be adhered in order to maintai AC independency and better quality of reporgngl
monitoring function. However, the BNM guideline @doeot outline any requirement in having separate or
combined RMC with the AC.

The chairman of the board is the representativb@Board’s decision in any particular matters drar role is
to ensure proper governance towards the orgamsatitivities which separates the role of Chief Exie
Officer (CEO) of a company at the management Ieseparation of power between the Chairman and B@ C
may provide better view in making decision for amigical issues that might impair the organisatsoobjective
and efficiency. However, the effectiveness of tloard will be jeopardised or lose its control whaere is a
duality role in the board whereby the Chairmanhef board is also the CEO of the company. This evidure
that conflict of interest between the independdircnan & CEO functions are properly segregatedabid to

117



Research Journal of Finance and Accounting www.iiste.org
ISSN 2222-1697 (Paper) ISSN 2222-2847 (Online) J LN |
\OL5, No.12, 2014 ISTE

further enhance the company’s performance throuffacteve decision making between both parties.
Measurement used for this variable is based orothohous number “1” which represents independentitiaan
(separate role as Chairman and CEQO) and “0” reptgseon-independent chairman (combine the role of
Chairman and CEO.

Thus the following hypotheses are developed:

H1(a). The existence of an RMC is significantly gmubitively associated with an independent chairman
board.

H1(b). The existence of a separate RMC is sigaifity and positively associated with an independbatrman
on board.

According to Aktaruddin, Hossain & Yao (2009), tmerease in the number of BOD means an increase in
disclosure that if the number of independent noeeaiive directors on the board is higher than thetebe
more likelihood of transparency in the organizatidncording to Abdullah (2004), the non-executive=dtors
are expected to bring independence role and re#litysinto the board of directors in order to havarious
diversity of skill and experience for better demisimaking purposes. Non-executive directors shbalgersons
with calibre, credibility and have the necessarjisknd experience in order to bring an indepengiahgment

to bear on issues pertaining to strategy, perfoomaand resources including key appointments ane odd
conducts (MCCG, 2007). Results showed that a higipgrtion of independent non-executive directors ar
essential as it allows more effective monitoringl @ontrolling the management’s action especiallgvigling
information on company’s position to safeguard shalder’s interests. This is in line with resoudemendency
theory suggests that the board of directors orgtheernor have the ability to span the companietii@and
Pearce, 1989). Board of directors are viewed asedium of communications and interaction with exaéérn
environment which acts as an alternative mechanisrseeking access to external resources for compora
performance development. This theory also suggeatshe role of board in the corporate strategy lamard of
directors is viewed as a moderator of strategy fdation (Zahra and Pearce, 1989).

Thus the following hypotheses are developed:

H2(a). The existence of a RMC is significantly grukitively associated with the percentage of noscative
directors on the board.

H2(b). The existence of a separate RMC is sigmifiyaand positively associated with the percentafeon-
executive directors on the board

Study done by Goodstein et al. (1994) argued tmatsmaller boards, between four to six members tniigh
more effective since they are able to make timehategic decisions, while larger boards are capaible
monitoring the actions of top management (ZahraRearce 1989). Hence, the larger of board sizikeatylto
entail more resources for the board to allocatether sub-committee with relevant and suitable ifjoation

and expertise such as risk management to coordaratebe involved with the management. Study done by
Gupta (2011) indicates that board size plays aroitapt role in having an effective decision makiog the
organization. Therefore, the larger the board stmmws that the greater view and idea can be prdvidether
function within the management. The measuremenbazrd size is based on the total numbers of board
members available within the organisation.

Thus the following hypotheses are developed:
H3 (a). The existence of a RMC is significantly grasitively associated with board size.
H3 (b). The existence of a separate RMC is sigmifity and positively associated with board size.

To ensure that the Shariah Committee would be &bieinction effectively, the composition of the &hh
Committee shall consist a minimum of three (3) merml{BNM, 2005). This is to ensure that the contpmsis
sufficient to manage the matters related to SHag@mpliance according to different areas of natiite study
conducted by Besar, Sukor, Muthalib & Gunawa (20§l8)ws that procedures for Shari'ah review forriéta
Financial Institutions are to include the planniegiew procedures, executing review proceduregaregion,
review of working paper as well as procedures icuteenting conclusions and preparation of the Sharia
review report. This is to ensure that the Shar@ahemw can be conducted and completed systematiaatlyin a
timely manner. Therefore sufficient numbers of cdttee members on the board should be able to assist
ensuring the effectiveness of the committee a@ivit

Thus the following hypotheses are developed:
H4 (a). The existence of an RMC is significantlylgositively associated with Shari'ah board size.
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H4 (b). The existence of a separate RMC is sigmifity and positively associated with Shari'ah bosime.

Conventionally, all registered companies underQoenpany’s Act will have an annual financial repattich
indicates the company’s financial position for §fear. In order to have a better understanding ertabhnical
tools in accounting, Raber (2003) suggested thattiard of directors should be a financially literaerson.
Having such competency would allow the directorsniake better decision making in order to improve
company’s corporate image and management’s cragifflaniffa and Cooke, 2000). Thus, the board atioo

is crucial and it is important to have various kiledge and expertise in order to perform bettersiecimaking
related to the operation activities within the isla financial institutions especially when it isvolved with
Shari'ah rulings practices. The members should larexjuired knowledge and skills in handling matt&ithin
their jurisdictions and law that is related to fsia principle rulings.

Thus the following hypotheses are developed:

H5 (a). The existence of an RMC is significantlylgoositively associated with Shari'ah education.

H5 (b). The existence of a separate RMC is sigamifity and positively associated with Shari'ah edioca
3.Research design

As at 31 December 2010, there are 17 Islamic béistesl in the Bursa Malaysia securities. These baare
chosen as a sample study from 2006 to 2009, far donsecutive years. However, 2010 was excludedtaue
insufficient data available since the annual reparthese banks are yet to be published in Burataijia and
will not be included in this study. According teetMCCG (2007), the establishment of RMC is cruiciadrder
to have a quality and effective monitoring mechami®wards business risks in achieving their obyesti
Hence, by having this committee within the orgatidgrit can identify and mitigate such risks to @msthe
business operation runs smoothly without any cestirred that may impair business performance. Toere
this dependent variable is based on the existehitee&RMC and whether the committee is separat®oibined
with AC that can be measured by using dichotomausber of 1 and 0. If there is an existence of such
committee within the Islamic bank studied, therefdaris “1” and “0” for nil. Same applies to thepseate or
combined with AC, whereby “1” refers to separatehviC and “0” is combined with AC.

Table 1 summarises the measurement of the varialskss in the study. Independent chairman is rlatehe
separation of duties or roles of a person as th@roan and CEO of the company. Secondly, the necdive
directors (NEXECDIR) which is based on the promwrtiof non-executive directors to a total number of
directors in the board. Non-executive directorgrréd directors from outside the organisation thaided to two
(2) categories which are the Independent non-eikecdirectors and Non-executive Non-independeraatars.

Board education is used to identify the educatiacklyround of Shari’ah board members in providinguesnce
towards Shari'ah compliance that is related tontstafinancial transactions. Appointment of the Shhr
Advisory members are based on the qualified perdoinnthe Shari'ah or have knowledge and experignce
Shari'ah banking which possess necessary knowleeggertise and experience in figh muamalat studies
(Central Bank Act 2009). Measurement for this Malgais using dichotomous number whereby number “1”
represent members that have Shari'ah educatiooiplénand “0” is for others education.

The size of Shari’ah committee focuses on the nusnbEShari’ah commitee size held in the organisathat
have the oversight function towards matters relate@hari'ah compliance. Measurement for this \@eas
based on total number of Shari'ah committee or kitsmwn as the Shari'ah Advisory Council within tistamic
bank. There are 2 control variables identifiedtfas study, firstly is the company’s size. Studiesmie by Amran
et.al (2007), indicate that size of an organisai®mrobably influenced by risk management esthbient
within the organization. This is also aligned witie BNM requirement that Islamic banks setup shestdblish
RMC and governance function (IBA 1983). Thus, Idgaial asset (LgTA) was used as a proxy for siad a
being used for book values of assets measurement.

Secondly is the company’s leverage which has besd in many studies. According to Abraham and Cox
(2007), leverage was measured by long term defotab asset (TD/TA). Companies that have a largggrtion

of long-term liabilities entail greater financiagk (Goodwin and Kent, 2006). The data is analys®sed on the
following logic regression models:

Model 1:

RMC = B0 + BL(INDECHAIR) + B2(NONEXEC) +B3(BODSIZE) +B4(SHARI'AH) + B6(EDUCATION) +
B7(FIRMSIZE) +B8(LEVERAGE)
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Model 2:

SRMC =p0 + BL(INDECHAIR) + p2(NONEXEC) +B3(BODSIZE) +p4(SHARI'AH) + P6(EDUCATION) +
B7(FIRMSIZE) +B8(LEVERAGE)

Where,

RMC - Risk Management Committee, SRMC — Separatk Ranagement Committee

B0 — Coefficient of intercepfil —p8 — Coefficient of slope, INDECHAIR — Independertairman, NONEXEC
— Non-Executive Directors, BODSIZE — Board Size ARfAH — Size of Shari'ah Committee, EDUCATION —
Shari'ah Education, FIRMSIZE — Firm Size, LEVERAGH otal debt/Total Asset.

Table 1 — Variables for Analysis of Risk Managermeamd Board Characteristics

Typ& 8 Variables Acronym M easurement Scale
Variables
Dependent 1) Risk Management RMC A dichotomous variable where 1 = the
existence existence of a RMC (either a separate
committee or a committee combined with
the
2) Separate/ AC) and 0 = no RMC.
Combined  Risk|
Management with A dichotomous variable where 1 = the
AC SRMC existence of a separate RMC and 0| =
combined RMC with the AC.
Independent | Board Characteristics
1) Independent INDECHAIR A dichotomous variable coded as 1 |=
Chairman company has an Independent chairman and 0
= no Independent chairman.
2) Non-Executive
Directors NEXECDIR The percentage of non-executive directors|on
the board calculated by the number of non-
executive directors divided by the total
number of directors on the board.
The total number of directors on the board
3) Board Size BOARDSIZE
Independent | Shari'ah Board
Characteristics
1) Education
EDUCATION A dichotomous variable coded as 1 |=
Shari'ahbackground and 0 = others.
2) Size of Shari'ah The total numbeShari'ah board of directorg
Committee SBODSIZE on the board.
Control 1) Company size Log TA Log (Total Assets)
2) Leverage TDITA Total Debt to Total Assets
4. Findings

Table 2 indicates the population of RMC and AC fation in Malaysia’s Islamic banks from 2006 onwaigg

the year 2009, all 17 banks have established RMf@eaBank’s Group level as per Bursa Malaysia negpénts

for public listed companies in Malaysia based oa tbvised MCCG (2007). Furthermore, among those 17
banks there are 3 banks that have establishedM@ which combined with AC in 2006 at the Bank’s @Gpo
level. However, according to Islamic Banking Act8B9which was announced by BNM in September 2006,
there is no specific requirement stating whetherRMC is to be combined with or separated from AC.
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Moreover, it shows that Malaysia is committed imlizng the RMC establishment in the Islamic finiahc
institutions as per BNM guidelines specifically endslamic Banking Act 1983 for the financial instions that
is listed in the Bursa Malaysia since 2006. Furihdicator shows that this is a positive improvetfeam the

financial institutions sector to comply with theigglines and to have proper governance monitormgugh

RMC establishment in the organisation.

Table 2 — Risk Management Establishment Combirgeparate with AC

2006 2007 2008 2009 M ean
Separate 14 17 17 17 16.25
Combine 3 0 0 0 0.75
Total 17 17 17 17 17

Descriptive Analysis

Table 3 summarises the key independent variabléshwéwre Board size (BODSIZE), Shari'ah Board size
(SHARI'AH), independent chairman (INDECHAIR), nomexutive directors (NONEXEC), and education
(EDUCATION). This table also include the controliadbles used in this study; firm size and leverage.

Table 3 - Descriptive Statistics of Independenialzes

N  Minimum Maximum Mean gg\;iation Skewness Kurtosis
BODSIZE 68 5 16 8.06 2.14 0.79 1.61
SHARI'AH 68 0 7 3.66 1.39 0.23 1.08
NONEXEC 68 0.40 1.00 0.87 0.10 -1.49 1.76
INDECHAIR 68 0 1 0.79 0.41 -1.49 0.22
EDUCATION 68 0 1 0.90 0.31 -1.67 2.30
FIRMSIZE 68 $8.42 $11.44 $10.07 $0.67 0.14 0.23
LEVERAGE 68 0.00 1.67 0.88 0.21 -1.83 2.30

Table 3 above shows that minimum value for firmesg RM8.42billion and the highest or maximum vadie
the firm size among the 17 companies is RM11.4ibbill Furthermore, the minimum value on company’s
leverage is nil and the maximum value is 1.67 wisicbws that most financial institutions are abledwer their
debts over the company’s assets. Based on theigteseranalysis above also, it is noted that theximam
number of board of director is 16 people that o#essthe organisation as the oversight function toong.

However the minimum number of board of directomidféeed in this study are 5 persons with an averafy8
members that sit on the board. Furthermore, thémmanm number for Shari'ah Committee size is 7 pesswith

an average of 3 persons sitting in the committed @m average number of 3 directors were identifad
Shari’ah committee members for the period. BNM éstablished the New Shariah Governance Framework fo
Islamic Financial Institutions that was only issu#ficially in May 2011 which supersedes the presicGhariah
Governance Guidelines issued in 2004. Hence tisene iproper or effective framework that has beé¢wgdo
further enhance the Shariah governance prior t4.201

4.1 Correlation Coefficients

Table 4 above shows the Pearson correlation asalgsult between the variables for this study. Tewult
indicates that there is a positive linear correlatbetween firm size (FIRMSIZE) with RMC. It shottmt size
of a company is significant against the existenE&RkBIC within the organization which the function tis
oversee the company’s operation and activitiesugiinaisk management practices.
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Table 4 - Pearson's Correlation between Depencdehtralependent Variables
FIRM INDE NON
LEVER SHAR EDUC
SIZE AGE BODSIZE I'AH CHAIR EXEC ATION RMC

Model One:

FIRMSIZE 1

LEVERAGE .153 1

BODSIZE -.066 -.100 1

SHARI'AH .070 A432%* -.068 1

INDECHAIR .285* 112 -.089 .164 1

NONEXEC *-0.259 .304* -.029 .289* .243* 1

EDUCATION 116 161 -.150 .196 -.053 .138 1

RMC .007* -.032 .046 .208  -.089 -.143 -.059 1

Model Two:

FIRMSIZE 1

LEVERAGE .153 1

BODSIZE -.066 -.100 1

SHARI'AH .070 A432% -.068 1

INDECHAIR .285* 112 -.089 .164 1

NONEXEC *-0.259 .304* -.029 .289* .243* 1

EDUCATION 116 161 -.150 .196 -.053 .138 1

SRMC .065* -.052 -.040 .074  .355* -189 -.105 1

**_Correlation is significant at the 0.01 level

(2-tailed).

* Correlation is significant at the 0.05 level

(2-tailed).

4.2 Collinearity and Multicollinearity

Before the linear regression analysis could be gotedi, multi-collinearity of variables must be cked to
ensure better result output. A high tolerance vathieh is 90% or more shows little collinearity, amsvhile VIF
is the reciprocal of the tolerance value. HencealsWiF value that is 10 or less indicates low netarelation
among the variables. Table 5 below shows that mértbe variables has a value close to 0 and thewilke
indicate variables have value less than 10. Thegeffable 5 below indicates that this study dodshaee any
issues of collinearity and multicollinearity.
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Table 5 - The results of multicollinearity

RMC SRMC

Tolerance VIF Tolerance VIF
FIRMSIZE 0.635 1.574 0.630 1.571
LEVERAGE 0.718 1.393 0.717 1.392
BODSIZE 0.960 1.042 0.958 1.034
SHARI'AH 0.674 1.483 0.672 1.480
INDECHAIR 0.776 1.289 0.774 1.286
NONEXEC 0.679 1.473 0.677 1.472

4.3 Regression Analysis

Table 6 shows the relationship of the existencedRBFC and SRMC towards governance characteristics in
Islamic financial institutions in Malaysia. The v#ts show that there are several variables noted liave
significant relationship between both RMC and SREKistence with governance characteristics suctoasdb
size and company leverage. Therefore, the resulisbased on logistic regression which analyses the
organisational characteristics are associated thghexistence of a RMC and whether the RMC is sgpaor

combined with AC.
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Table 6 Logistic Regression Result

Wald

Standard
Panel A: RMC Existence B Error (z-score) Predicted sign
BODSIZE 0.057 0.318 1.059* +
SHARI'AH 1.420 0.907 4.136 +
INDECHAIR 5.397 2.123 0.561 +
NONEXEC -27.962 13.456 0.857 +
EDUCATION -15.673 1.538 0.117 +
FIRMSIZE 0.866 1.242 0.572 +
LEVERAGE -5.006 8.600 0.077* +
Constant 50.533 2.429 0.000 +
Model Summary -2 Log likelihood 20.979
Model X Square 0.251 P =0.437
Nagelkerke R square 0.557

Wald

Standard
Panel B: SRMC existence B Error (z-score) Predicted sign
BODSIZE 0.057 0.318 2.332* +
SHARI'AH 1.420 0.907 2.451 +
INDECHAIR 5.397 2.123 6.460 +
NONEXEC -27.962 13.456 4.318 +
EDUCATION -15.673 1.538 0.000 +
FIRMSIZE -0.558 1.242 0.202 +
LEVERAGE -5.006 8.600 1.339* +
Constant 50.533 2.429 0.000 +
Model Summary -2 Log likelihood 15.670
Model X Square 0.233 P =0.862
Nagelkerke R square 0.342

Notes: *p < 0.10; **p < 0.05 (one-tailed test ofjsificance)

The first hypothesis is on independent chairmareretthe function is to ensure there is a segragatiauties
between chairman and the CEO role in managing ¢inepany. Independent chairman are seen to havegstron
motivations to maintain his/her reputation (Jenaad Meckling, 1976) and most likely to seek higlalgy
monitoring in order to minimise the possibility afganisational failure. However, based on the tesubve H1

(a) and (b) is rejected in determining the relatlip of independent chairman with the existenc®6iC and
whether it is separate with AC.

This is in contrast with the study found by Ragmden et al., (2001), that an independent chairnsan i
significantly associated with AC diligence and mg@do reduce issues regarding on earnings managemen
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Furthermore, according to Chau and Leung (200&) falend that significant negative correlation beswe\C
existence and the presence of an independent dmaidtnshows that independent chairman have irfsigunit
relationship with AC and towards RMC existence velgr the chairman independence role is important in
monitoring other strategic level of activities amat concerning whether the RMC is separated or aoedbwith
AC.

Results show insignificant negative relationshipwaen non-executive directors with the RMC exiseeaad
whether the RMC is separate from AC. This resudidates that the non-executive directors are rfectvely
playing a monitoring role towards the RMC and piabanfluenced by the management on their decision
making. Their role does not importantly contribtiethe RMC activities but is required in strateg@iother
areas of the company’s operations. Hence, H2 (d)(bhis rejected for this study. They tend to pkafe in
contributing less and managing the company sineg éine being appointed as outsider who have rekstip or
not with the company as the independent or deperndlegctors. This is in contrast with resource defsncy
theory which indicates that outside directors stiooiting outside resources such as skills, expesieand
knowledge into the company. Thus H2 (a) and (b} typothesised non-executive directors have sicpnifi
impact towards the risk management existence grarae with AC is rejected.

Refer to the H3 (a) and (b), it is clearly statedtle regression analysis that Board size has tsiiye
significant association with the existence of RM@l daving the separation of RMC with the AC. Thosth
hypotheses are supported by suggesting that therlapards size are able to allocate more resowegesred in
order to maintain and operate other board comnsitt@i¢hin the organization. This finding is in linéth the
best practices of MCCG (2007), where the optimumiper of the board members should be determinetidoy t
whole board to ensure that there are enough mentbedéscharge responsibilities and to perform wvasio
functions in a company. Hence, the larger the nurobboard members available, the greater the dppity to
have directors with specific competencies to caowmti and involve in other committees such as risk
management.

BNM Guidelines on Corporate Governance for Licensddmic Banks clearly states that Islamic banking
institutions must ensure comprehensive and effecBhari'ah governance framework in managing Islamic
banking operations in accordance to Shari'ah poiesi Furthermore, Islamic Banking Act (IBA) 198B@
states that Islamic banking institution must bentgd license to operate and ensure the establighofies
Shari'ah advisory body or Shari'ah committee inesrtb advise the bank and banking business opesatm
avoid any elements that contradict with Islamidngs. However, regression analysis noted that thenmeo
significant relationship identified between theesiaf Shari'ah committee with the existence of RM@ a
separate with AC in the Islamic financial instituts and thus, H4 (a) and (b) is not supported.réhson is that
all banks have established a proper RMC that ogserske bank operations risks including the risk iha
associated with Islamic products and transactionaddition, Shari'ah committee is not involvedpdayed their
role as the monitoring mechanism in the Shari'ak iin ensuring Islamic financial product offered iis
accordance with Shari'ah rulings.

According to the Table 4.7 above, findings on Shhreducation on the board committee shows no faigunit
relationship against the existence of RMC as welihe separation of RMC with AC. Therefore, H54ajl (b)
is not supported for this study. Finding from Ha$2011) stated that roles of Shari’ah board invasgpects of
Shari’ah governance which includes Shari'ah proweament (fatwa), supervision (ragabah) and review
(mutabaah). Hence, the board may include a member than those specialized in figh al-mu’amalaicivh
should be an expert in the field of Islamic ingtdns and with knowledge in such area required {@Ha2008)
especially in risk management. The main reasorhisf result is that Shari'ah education is not andrgnt
element and directly related with the RMC and safgawith AC, but it is important in the Shari'ah M
Furthermore, according to BNM Shari'ah Governana@ntework which is announced in May 2011 indicat th
Islamic banks are required to enhance the roldebbard, Shari'ah committee and the managememetation
to Shari'ah matters which also include the Shariish management establishment. However this figpdsnnot
supported in this study for the relationship betw&hari'ah education with the existence of RMC &RMC
within Islamic financial institution from 2006 tdR9.

Furthermore, the result shows that company leveiagesitively associated and significant with théstence

of RMC and separate with AC. Companies that hal@rge proportion of long-term liabilities entail egiter
financial risk (Goodwin and Kent, 2006). Therefoteghly leveraged firms are more likely to have tdeb
covenants and higher going concern risks. Lendersnare likely to demand better internal contrald aelated
monitoring mechanisms. Consequently, there willabgreater demand for such companies to have a RMC t
oversight such risks and with a separate RMC fonctinay provide more effectively in risk oversight
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(Subramaniam, McManus and Zhang, 2008).
5. Discussion and Conclusion

The objectives of this study are to examine thesterice of RMC establishment in the Islamic finaihcia
institutions in Malaysia and to identify whetheetRMC is separate or combined with AC of a comp&aged
on the regression analysis done, the results iteliteat existence of RMC is significantly assocdlatéth the
proper governance at the Board of Directors lenel thus, an effective and adequate Board membérlanger
size tends to have greater oversight monitoringtfan towards the company’s activities.

Secondly, the results also indicate that otherofac{independent chairman, non-executive direct®hgr’iah
board size and Shar’iah education) have no sigmificelationship with the existence of RMC and SR he
Islamic financial institutions in Malaysia. Howeyée analysis also shows that the company levenagethe
positive significant relationship with the existenof RMC and SRMC in the Islamic financial instituts and
thus supports the study done by Goodwin and Ked®§®, where companies that have a large propordfon
long-term liabilities entail greater financial risknd firms with high leverage are more likely tovéadebt
covenants and higher going concern risks. Therefewerage is one of the important elements inrdgteng
the existence of RMC and SRMC in the Islamic finahimstitutions.

The results indicate that independent chairmansigjhificant towards the establishment of RMC eitteparate

or combined with AC. It shows that the chairmatasically concentrating on the strategic issuedirettion

for the company. This is in contrast with study docted by Jensen and Meckling (1976), whereby the
Independent chairman are seen to have strong rtiotisato maintain his/her reputation and most jikel seek
high quality monitoring in order to have less chad organisational failure Furthermore, insigrafit result
was noted for non-executive directors that show tiay be providing sufficient resources to the ngamaent

in terms of strategizing the management directmmd objectives through their skills and experiewise, but

not in monitoring risk management. This is in limih the study conducted by Abdullah (2004) and iHamand
Coke (2000) that non-executive directors do noy gheir important role as a monitoring function.

Insignificant relationship also noted on the Skdricommittee where this committee is not direatlyoived
with the risk management for a bank but more towarnitoring and advisory function focusing Islamic
financial transactions or products that need taaligned and complied with Shari'ah rulings. Therefothe
education background stated by BNM guidelines teqtiire the members to have specialized jurisiigh al-
mu’amalat which is related to any risk managemanttion and these elements are not supported thrthey
analysis done which unable to justify the relevatationship with the RMC existence and having shparate
or combined RMC establishment.

One of the limitations of the study is the incomler insufficient information on Shari'ah discloss and
characteristics such as education background asifieper specialized jurists in Shari'ah principlasd also the
member’s role and duties which is not clearly sfedtiin the annual report. Hence, due to the anceoment
made by BNM on the Shari'ah governance frameworkckvhs effective in 2011 shall further improvise
Malaysian Islamic financial institutions performania disclosing more information (financial and Aorancial)
in their annual reports. Thus, future research mamine the relationship of the existence of SAArRMC as
per BNM guidelines of having such committee in slamic financial institutions. This study needsptrform
in a longer period of study in order to have betesults when using the regression model in idgntif the
relationship between variables. Lastly, future gtstould incorporate more independent variables ¢ha be
used to measure on the financial and non-finamméaformance for the Islamic financial institutiossch as
ratios, disclosure and transparency.
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