Edelweiss Applied Science and Technology
ISSN: 2576-8484

Vol. 8, No. 6, 4372-4383

2024

Publisher: Learning Gate

DOI: 10.55214/25768484.0v816.2937

© 2024 by the authors; licensee Learning Gate

The role of Sharia compliance in moderating the indirect influence of board
diversity on roe mediated by Zakat disclosure

Rizalnur Firdaus', Sumiati®, Atim Djazuli’, Nur Khusniyah Indrawati*
1234Management Department, Faculty of Economics and Business, Universitas Brawijaya, Indonesia;
rizalnurg682@student.ub.ac.id (R.F.).

Abstract: This study aims to examine the moderating role of Sharia compliance on the relationship
between the diversity of the Board of Directors, Board of Commissioners, and Sharia Supervisory Board
and Return on Equity (ROE), with Zakat Disclosure as a mediating factor. The research is grounded in
agency theory, stakeholder theory, and legitimacy theory, focusing on how board diversity and Sharia
compliance influence corporate governance and financial performance, specifically in the context of
Islamic banking. The study utilizes a sample of Islamic commercial banks listed with Bank Indonesia.
Data from the banks' annual reports and financial statements between 2013 and 2023 are analyzed using
a panel data regression model. Multi-Group Analysis (MGA) is employed to test the moderating effects
of Sharia compliance on the indirect relationships between board diversity and ROE, mediated by zakat
disclosure. The results show that Sharia compliance moderates the relationship between the diversity of
the Board of Directors and ROE, with zakat disclosure acting as a mediator. However, Sharia
compliance does not moderate the relationship between the diversity of the Board of Commissioners and
Sharia Supervisory Board with ROE, as mediated by zakat disclosure. The research provides insights for
I[slamic banks, highlighting the importance of Sharia compliance and board diversity in enhancing
financial performance through zakat disclosure. The findings can inform regulators and practitioners in
improving corporate governance practices within Islamic financial institutions. This study contributes
to the literature by offering new evidence on the role of Sharia compliance in the governance-
performance relationship, particularly the indirect effects through zakat disclosure, and how this
dynamic operates within the unique framework of Islamic banking.

Keywords: Board diversity, MGA, Moderated mediation, Sharia compliance.

1. Introduction

Indonesia is the country with the largest Muslim population in the world, making it highly
promising for the development of the Islamic finance industry. Islamic finance in Indonesia has shown
significant growth, with assets increasing from IDR 382.02 trillion in 2012 to IDR 2,375.84 trillion in
2022, as reported by the Financial Services Authority (Otoritas Jasa Keuangan, OJK). However, despite
this significant growth, Islamic banking holds only a relatively small market share of about 10.69% of
the total national banking market. This imbalance can be attributed to various factors, including
challenges in the financial performance of Islamic banks, which are characterized by significant
fluctuations in Return on Equity (ROE) and unstable asset growth. For example, although ROE reached
as high as 24% in 2014, it sharply declined to just 5.85% in 2015 and continued to show instability until
2023. One solution to improving financial performance in companies is to enhance corporate
governance, particularly through board functional diversity. Research suggests that functional diversity
within boards can improve company management effectiveness, especially in minimizing suboptimal
investments and positively influencing financial performance. Moreover, the functional experience
diversity of boards significantly contributes to enhancing oversight of corporate investments and
improves the board's ability to manage external dependencies, providing more eftective challenges to
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executive management assumptions [1,27]. A study in Malaysia also found that the diverse functional
backgrounds of board members have a significant positive correlation with a company's financial
performance [37. There remains a significant gap in research specifically focusing on the impact of
board diversity on financial performance within Islamic banking. Most studies tend to focus on other
aspects of corporate governance in the Islamic banking context, such as the role of the Sharia
supervisory board and board structure, rather than on board diversity itself. For instance, a study by
[47] in Bahrain showed that board size has a significant impact on ROE but did not specifically address
board diversity. Additionally, a study by [5] examining religious diversity within boards emphasized
that this type of diversity does not have a significant direct impact on the financial performance of
Islamic banks. This suggests that while some research touches on board diversity, there is a lack of
empirical exploration focused on the specific impact of diversity, particularly in the context of Islamic
banking, warranting further investigation.

In a two-tier governance system, the board of commissioners and the board of directors have
distinct roles. The board of commissioners is responsible for oversight and ensuring that policies are
implemented as planned (in Indonesia, this is regulated by Financial Services Authority Regulation
No.33/POJK.04/2014), while the board of directors oversees the day-to-day operations of the company.
This separation allows the board of commissioners to focus on oversight, while the board of directors
handles executive decision-making. With these distinct roles, diversity within both the board of
commissioners and the board of directors can complement each other, potentially improving company
performance. Research exploring the impact of functional diversity in the board of commissioners on
Return on Equity (ROE) is still limited. Although some studies have been conducted, they primarily focus
on specific aspects of diversity, such as gender and religious background. For example, gender diversity
on the board of commissioners has been linked to improved financial performance in Islamic banks.
Studies in both Indonesia and Malaysia found that gender diversity within the board of commissioners
and the Sharia supervisory board is positively associated with better financial performance [67].
Furthermore, research on religious background diversity shows that variation in the religious beliefs of
board members does not have a significant impact on the financial performance of Islamic banks, as
evidenced by studies in Malaysia [57]. Additionally, the role of board diversity in times of crisis or
economic recovery is crucial, as research indicates that diversity can promote Islamic bank performance,
although under turbulent conditions, the impact can be reversed [77.

One key difference between Islamic and conventional banks in their operations is the presence of a
Sharia Supervisory Board (SSB), which serves as a key governance element in Islamic banks. The SSB
plays a vital role as the "highest authority" in Islamic banks [87. It acts as an additional layer in the
governance system, complementing the roles of the board of commissioners, board of directors, and
other operational committees. Consequently, the SSB creates a multi-layered governance structure in
Islamic banks, different from the single-layer governance structure that typically involves only the
board of directors and executive sub-committees in conventional banks [9,107]. However, research
specifically addressing how functional diversity within the SSB, such as variations in educational
background, Sharia expertise, and industry experience, relates to financial performance, particularly
Return on Equity (ROE), remains scarce, presenting opportunities for further exploration in this area.
Although numerous studies have shown that board diversity positively influences the financial
performance of Islamic banks [11-157, there is still a lack of research detailing why or how this positive
effect occurs. In other words, few studies focus on the underlying reasons or mechanisms that explain
the relationship between board diversity and positive outcomes, indicating the need for more attention
to this topic in future research. This study shifts the focus to the role of zakat disclosure in explaining
the relationship between board diversity and financial performance (ROE) in Islamic banks in Indonesia.

Zakat, one of the pillars of Islam, is an obligation for financially capable Muslims, intended to help
those in need and reduce poverty within the Muslim community [16—187. Zakat as a corporate social
aspect is expected to enhance a company's image, which can serve as a driver for profitability. Generally,
investors seek to invest in companies that offer high returns, making profitability information highly
relevant. Companies that disclose zakat in their annual reports benefit from better and more stable
financial performance [197. In recent studies, researchers have sought to extend the existing literature
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by examining the mediating role of zakat disclosure in the relationship between board diversity and
corporate financial performance. Stakeholder theory underpins this research, as Islamic banks are
obligated to actively fulfill the interests of various stakeholders affected by or involved in their
operations, including the community, government, and shareholders. In this context, zakat disclosure
can be seen as part of the company's social responsibility to its stakeholders. Zakat disclosure
demonstrates the company's commitment to fulfilling its religious and social obligations, which can
enhance its image and strengthen its relationship with the broader community.

Additionally, we investigate a moderating variable that influences the indirect relationship between
board diversity and ROE, mediated by zakat disclosure. Specifically, we highlight the moderating effect
of Sharia compliance, where the function of Sharia compliance serves as an ethical filter that ensures that
board activities and decisions align with Sharia values and principles, enhancing the integrity and
sustainability of banking businesses. Legitimacy theory is employed as the foundation for analyzing the
role of Sharia compliance as a moderator in this study. Legitimacy theory posits that organizations, in
this case, Islamic commercial banks, strive to establish and maintain legitimacy within their social
environment through various actions and policies that align with societal values, norms, and
expectations [207]. In the context of Islamic banking, adherence to Sharia principles is not only a legal
and regulatory requirement but also key to maintaining their legitimacy in the eyes of the public. When
Islamic banks demonstrate high levels of Sharia compliance, it creates a positive perception among
stakeholders that the bank operates in accordance with Islamic principles and values, thereby enhancing
the bank's trust and reputation. Therefore, through the lens of legitimacy theory, this study aims to
uncover how Sharia compliance moderates the effect of board diversity on the financial performance of
Islamic banks, mediated by zakat disclosure, ensuring the bank’s continued legitimacy within society.

In this study, we aim to make a significant contribution to the existing literature by exploring the
relationship between board diversity, zakat disclosure, and financial performance, as well as the
moderating role of Sharia compliance. Specifically, we investigate how zakat disclosure mediates the
influence of board diversity on corporate financial performance, measured by Return on Equity (ROE).
Zakat disclosure in this context is a company’s social and religious commitment that can enhance
reputation and public trust, positively impacting financial performance. This research also introduces
Sharia compliance as a moderator in the relationship between board diversity and zakat disclosure.
Unlike previous studies that tend not to explicitly include Sharia compliance, we examine whether the
level of Sharia compliance can strengthen or weaken the effect of board diversity on zakat disclosure and
its impact on ROE. Thus, this study expands understanding of how Sharia compliance plays a crucial
role in strengthening the mechanisms linking board diversity and financial performance. Moreover, this
research provides meaningful contributions within the context of Islamic banking, particularly in
emerging economies like Indonesia. Most prior research has focused on conventional companies in
developed countries. Our study emphasizes the importance of considering Islamic elements in analyzing
corporate financial performance, particularly through zakat disclosure and how companies can enhance
their value through board diversity. With this approach, we hope this research provides new and more
holistic insights into the role of zakat disclosure and Sharia compliance in improving the financial
performance of Islamic companies, enriching the literature in this field, particularly within the
underexplored global Islamic economic environment.

2. Literature Review
2.1. Board Diversity and its Impact on ROE

Research on the influence of board diversity on financial performance, particularly within the
context of Islamic banking, reveals significant findings. Diversity in terms of educational background,
interlocking directorships, and industry experience on the board is believed to enhance more strategic
and effective decision-making. According to social network theory, board diversity allows companies to
benefit from broader networks and connections, which can lead to improved access to resources and
enhanced capabilities in addressing industry challenges [217. Studies by Fidanoski et al. [227 and
Habtoor [237 have found that educational diversity among board members is positively related to firm
performance, particularly in improving Return on Equity (ROE). Moreover, research by Hatane et al.
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[247 supports these findings, indicating that diverse industry experience among board members
provides broader insights in decision-making, ultimately contributing to financial performance. On the
other hand, some studies report conflicting results. For example, Boadi & Osarfo [257 and Hatane et al.
[247] found that educational diversity does not always have a positive impact, with some findings
showing weak or even negative effects on firm performance.

Diversity on the board of commissioners includes individuals from various backgrounds, such as
gender, ethnicity, education, and nationality. Some literature suggests that this diversity influences firm
performance, particularly through the enhancement of information exchange and innovation. Diverse
knowledge helps companies adapt to market changes and seize new opportunities, which positively
impacts financial performance [37]. The relationship between the board of commissioners and firm
performance, from a social network theory perspective, involves the influence of board structure and
composition on both internal and external connections [26]. Research shows that the diverse expertise
and industry experience of the board of commissioners positively contributes to financial performance
and company value [27-297. Boards that include former government officials have been shown to have
easier access to third-party funding and improved profitability, especially in developing countries [ 30—
327]. However, some studies indicate that the experience of the board of commissioners does not always
significantly contribute to firm performance [83,347]. Other research also reveals that a background in
government service does not always have a significant impact [35-387.

The Sharia Supervisory Board (SSB) plays a critical role in ensuring the compliance of Islamic
financial institutions with Sharia principles and providing guidance on issues related to Islamic law. On
the other hand, social network theory focuses on the relationships and interactions between individuals
or organizations within a network and how these relationships influence behavior and outcomes [397.
One of the links between the SSB and social network theory is the SSB’s monitoring function. The SSB
is responsible for overseeing the activities of Islamic banks and ensuring they comply with Sharia
principles. This supervisory function can be seen as a form of social control within the network of
Islamic financial institutions. The SSB acts as a key node in the network, connecting various
stakeholders such as shareholders, managers, and customers, and ensuring that their interests are
protected. Through its monitoring activities, the SSB can detect and address deviations from Sharia
principles, thereby maintaining the integrity and trust within the network. Some earlier studies reveal a
non-correlational relationship regarding the reputation of the SSB. Khalil & Boulila Taktak [407,
reported that the reputation of the SSB, as proxied by the presence of Mulftis or scholars, does not have a
significant impact on the Z-score. Similarly, Hakimi; Nawaz, and Nomran [4,41,427] argued that the
expertise of the SSB in finance and accounting does not significantly influence the performance of
Islamic banks. This is because the SSB’s supervisory function is limited to oversight, which has not yet
maximally impacted the management's policies and performance. Likewise, earlier findings revealed no
correlation between the tenure of the SSB and the performance of Islamic banks [437. Nainggolan [44]
study linked the increased risk-taking behavior of Islamic banks to the diminishing effectiveness of
supervision and the lack of dynamics among long-tenured SSB members. Based on the research
presented above, the following hypotheses are proposed:

H,A:  Board of Directors diversity significantly influences the financial performance (ROE) of Islamic
commerctal banks in Indonesia.

H,B: Board of Commussioners diversity significantly influences the financial performance (ROE) of Islamic
commerctal banks in Indonesia.

H,C: Sharia Supervisory Board diversity significantly influences the financial performance (ROE) of Islamic
commerctal banks in Indonesia.

2.2. The Role of Zakat Disclosure as a Mediating Factor

The purpose of zakat disclosure in Islamic banking is to comply with Sharia principles and enhance
public trust in the bank. A study by Khan [457] found that board diversity can improve strategic
decision-making processes. Additionally, board diversity has been shown to enhance the organization’s
reputation and strengthen internal processes [467]. Board diversity has also been found to positively
affect the dissemination of corporate social responsibility reporting practices [47]. Research by N. A.
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Rahman & Jusoh [487 revealed that board diversity can improve zakat distribution performance.
Empirical evidence also suggests that zakat disclosure has a significant impact on the financial
performance of Islamic banks [19,49,507]. To clarify the role and benefits of zakat disclosure and its
influence on board diversity and company financial performance, the following hypotheses are proposed:

H.A: Zakat disclosure mediates the relationship between Board of Directors diversity and financial
performance (ROE) of Islamic banks.

H.B: Zakat disclosure mediates the relationship between Board of Commussioners diversity and financial
performance (ROE) of Islamic banks.

H;C: Zakat disclosure mediates the relationship between Sharia Supervisory Board diversity and financial
performance (ROE) of Islamic banks.

2.8. The Role of Sharia Compliance in Moderating Indirect Relationships

Sharia compliance refers to efforts to align Islamic principles with business practices in Islamic
banks, making it a key differentiator from conventional banks. It is crucial for ensuring that all bank
operations comply with Sharia principles, which underpin the integrity and credibility of Islamic banks.
In addition to systems, employee ethics and morality play a role in realizing this compliance
consistently and comprehensively. Empirical studies support the importance of Sharia compliance in
Islamic bank performance. Tlemsani et al. (2020) found that Islamic banks in Egypt that were more
compliant with Sharia principles outperformed conventional banks. This research suggests that Sharia
compliance can positively contribute to banking performance. Moreover, a study by Hanifta & Hudaib
(2007) in Malaysia found that Islamic banks that adhered more closely to Sharia principles had higher
customer satisfaction levels, which positively impacted customer trust, loyalty, and financial
performance.

However, inconsistencies or a lack of Sharia-related disclosures can create opportunities for
management to pursue personal interests at the expense of shareholders, as highlighted by Alam et al.
(2021). Therefore, maintaining Sharia compliance is essential for upholding the ethical legitimacy and
responsibility of Islamic banks to stakeholders (Tabash et al., 2022). In Indonesia, Sharia compliance is
regulated by the OJK through Law No. 21 of 2008 on Islamic banking and Government Regulation No.
74 of 2008 on the implementation of Sharia principles in banking activities. The OJK also sets guidelines
and standards for Sharia governance, including the role of the Sharia Supervisory Board and Sharia
compliance units, to ensure the operational adherence of banks to Sharia principles.

H;A: Sharia compliance moderates the relationship between Board of Directors diversity and financial
performance (ROE) of Islamic commercial banks in Indonesia, mediated by zakat disclosure.

H;B: Sharia compliance moderates the relationship between Board of Commissioners diversity and financial
performance (ROE) of Islamic commercial banks in Indonesia, mediated by zakat disclosure.

H;C: Sharia compliance moderates the relationship between Sharia Supervisory Board diversity and financial
performance (ROE) of Islamic commercial banks in Indonesia, mediated by zakat disclosure.

3. Methodology
3.1. Research Sample

In this study, which focuses on the Islamic banking sector in Indonesia, the selection of an
appropriate population and sample is crucial to ensure the validity of the results. The population refers
to all Islamic commercial banks that are registered and operate under the supervision of the Financial
Services Authority (Otoritas Jasa Keuangan, OJK), with a total of 12 Islamic Commercial Banks. Given
the limitations in assessing all entities, it is important to select a representative sample. The sample can
be drawn based on certain criteria, such as asset size or branch reach, using appropriate sampling
methods. The results of the study from the selected sample are expected to reflect the actual conditions
and dynamics of the Islamic banking industry in Indonesia. Due to the small population size, the entire
population is used as the sample (saturated sampling). All selected companies are included as research
samples. Therefore, the sampling technique in this study is called the saturated sampling or census
technique, where all members of the population are used as the sample. The total population in this
study is 132, derived from available secondary data during the study period (2013-2023). The mergers
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that occurred in several banks in 2021 resulted in a reduction of the initial population size. Banks that
had merged were no longer recorded as separate entities after the merger process, and additional data
were not available. As a result, the researcher decided to use the existing population size while
maintaining the integrity and consistency of the data in accordance with the predetermined study
period.

3.2. Variable Measurement

To meet the research objectives, Return on Equity (ROE) is used as a proxy for firm performance,
serving as the dependent variable. Meanwhile, Board of Directors Diversity, Board of Commissioners
Diversity, and Sharia Supervisory Board Diversity are used as independent variables. Zakat disclosure
serves as a mediating variable, while Sharia Compliance acts as a moderating variable for the indirect
relationship.

Table 1.
Variable measurement.
Variable Acronym | Indicator Source
B.oard.ofdirectors BoD e Educational background [25,28,51-54].
diversity (X1) e Industrial experience [65-57].
Board of . . . -
o , e Experience in the islamic finance
commissioner’s : [28,58-60].
Lo BOC industry
diversity ) [61-63]
e Government connections
(X2)
Sharia supervisory Based on the
board diversity (X3) e Expertise in Islamic Capital flnaglclia}lllosglt"wces
DPS Markets X Y
regulation number
* Tenure 5/POJK.04/2021
[3,64,657.
Zakat disclosure 0 = Bank does not report zakat
(Mediator) Payments
1 = Minimal information reporting
PZ 2 = Detailed information reporting [497]
8 = Very detailed information
reporting
Sharia compliance Financial assessment/Screening:
(Moderator) e The total interest-based debt
compared to total assets should Based on the
not exceed 45% financial Services
SC e The total income from interest and authority
other non-halal sources compared regulation number
to total business income and other | 85/POJK.04/2017
revenues should not exceed 10%
Islamic bank financial ROE RoF = Profit af'ter tax x 100% [42,66,67 ]
performance Equity

4, Result and Discussion

4.1. Descriptive Analyst

In Table 2, descriptive statistics reveal that the variables for board diversity (BOD) and board of
commissioners (BOC) exhibit moderate variation across companies, with the average diversity for
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BOD1 at 0.341 and BOC1 at 0.169. The diversity measures for BOD2 and BOCI1 indicate that many
companies do not exhibit significant diversity on these indicators, although some outliers are present.
The average diversity of the Sharia Supervisory Board (SSB) for SSB1 is relatively high (0.497), while
SSB2 demonstrates lower diversity. Zakat disclosure tends to be high, with an average of 2.642, while
company profitability, measured by ROE and ROA, shows significant variation, reflecting fluctuations
in financial performance.

Table 2.

Descriptive analyst.

Variable Mean | Median Min. Max. Std. deviation
BOD1 0.341 0.875 (0] 0.625 0.19
BOD2 0.258 0.338 (0] 0.5 0.204
BOC1 0.279 0.875 0 0.722 0.24
BOCz2 0.235 0.875 0 0.722 0.224
SSB1 0.497 0.5 (0] 0.667 0.125
SSB2 0.236 (0] (0] 0.5 0.244
ZDI 2.642 3 1 4 0.972
Compliance 0 1

ROE 4.017 3.5 -27.62 32.87 8.574

4.2. Hypothests Testing
4.2.1. Direct and Indirect Testing

The hypothesis testing was conducted using t-tests to assess whether the research hypotheses are
supported by empirical data. The results of the hypothesis testing are presented in the following table.

Table 3.

Direct and indirect.

Hyph. | Path diagram Coefficient | P-value
H,A. BoD-> ROE 0.248 0.022
H.B BoC~> ROE 0.264 0.001
H,C DPS—> ROE -0.200 0.025
H.A BoD-> PZ>ROE -0.015 0.424
H.B BoC~> PZ->ROE -0.007 0.431
H.C DPS—> PZ>ROE 0.005 0.433

For the first hypothesis (H1A), the coefficient value of 0.248 and a p-value of 0.022 (p-value < 0.1)
indicate that board diversity, proxied by education background and experience in the industrial sector,
has a positive and significant eftect on ROE. This finding confirms that the educational background and
industrial experience of the board are significantly correlated with improved financial performance,
aligning with previous studies [22—24,287]. However, this result contradicts some findings that suggest
board education and industrial experience have no effect on company performance [25,687]. Therefore,
H,A is supported. The diversity of the board of commissioners, proxied by experience in the Sharia
industrial sector and government connections, also shows a significant positive relationship with ROE,
with a coefficient of 0.264 and a p-value of 0.001, indicating a significant eftect (p-value < 0.1). This
finding is consistent with previous studies [27,28,30,327] , which also demonstrate a positive correlation
between the diversity of the board of commissioners and financial performance. This study reinforces
the idea that functional diversity on the board of commissioners (experience in Sharia industries and
government connections) plays a role in increasing ROE, thereby supporting H,B. The results of testing
hypothesis H3 indicate that diversity on the Sharia Supervisory Board (SSB) has a significant negative
effect on Return on Equity (ROE). With a coefficient of -0.200 and a p-value of 0.025, the findings
suggest that higher diversity in terms of tenure and expertise in the Sharia capital market may reduce
company profitability as measured by ROE. The decline in financial performance due to SSB diversity
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can be explained by several factors. First, high diversity can lead to differing opinions, slowing down
strategic decision-making and reducing oversight effectiveness. Second, excessive diversity increases
governance complexity, requiring more time to reach consensus, especially regarding operations and
Sharia compliance. In the dynamic banking industry, this may hinder the bank’s ability to respond
swiftly to market changes. Hence, H,C is supported.

The results of testing hypothesis H2A show that zakat disclosure does not mediate the relationship
between board diversity and financial performance (ROE). With a coefficient of -0.015 and a p-value of
0.424 (p > 0.1), the relationship is not significant. This suggests that while board diversity may have the
potential to influence financial performance, zakat disclosure does not serve as a significant channel in
bridging this relationship. One possible reason for the failure of zakat disclosure as a mediator is that
more fundamental factors within the bank's operations or decision-making processes play a larger role
in affecting ROE than transparency related to zakat. Thus, H.A is not supported. Similarly, the results
tor hypothesis H9 show that zakat disclosure does not mediate the relationship between board of
commissioners” diversity and ROE. With a coefficient of -0.007 and a p-value of 0.431 (p > 0.1), the
relationship is not significant in the full sample. The failure of zakat disclosure as a mediator in this
context may be due to the board of commissioners’ broader focus on overseeing the overall performance
of the bank rather than directly guiding zakat policies. Consequently, although the board of
commissioners plays a crucial role in governance, its impact on financial performance through zakat
disclosure is not significant. Thus, H.B is not supported. The results for hypothesis H10 show that
zakat disclosure does not mediate the relationship between Sharia Supervisory Board diversity and
ROE, with a coefficient of 0.005 and a p-value of 0.433 (p > 0.1). The failure of zakat disclosure as a
mediator here may be due to the fact that while the SSB’s role is important in overseeing compliance
with Sharia principles, it does not directly affect the bank's profitability. Zakat disclosure tends to be
more of a formal compliance issue that does not have a direct impact on financial performance in terms
of profitability.

4.3. Moderated Indirect Testing
Hypotheses HsA, HsB and HsC pertain to the moderating role of Sharia compliance. To test these
hypotheses, a multigroup analysis was conducted to examine whether there is a difference in the indirect

effect between Sharia-compliant and non-compliant groups. The multigroup test results are presented in
Table 4.

Table 4.
Comparisons between compliant and non-compliant group.

Coefficient P-

Hyph. | Path diagram of compliant vs non-compliant groups differences | value

Hi1 Board_Diversity -> Zakat Disclosure -> ROE 0.527 0.03
Hie Board_of_ Commissioners_Diversity -> Zakat Disclosure -> ROE 0.260 0.112
His Sharia_Supervisory_Board_Diversity -> Zakat_Disclosure -> ROE 0.210 0.152

Based on the results in the table, the following explanations of the hypotheses are provided. The test
results show a coefficient diftference of 0.527 with a p-value of 0.03 < 0.1, indicating that the test is
significant. Thus, it can be concluded that Sharia compliance plays a role in moderating the relationship
between board diversity and ROE, mediated by zakat disclosure. Hence, Hs;A is supported. Meanwhile,
the test of the role of Sharia compliance in moderating the relationship between board of commissioners’
diversity and ROLE, mediated by zakat disclosure, shows a coefficient diftference of 0.260 with a p-value
of 0.112 > 0.1, indicating that the test is not significant. Therefore, it can be concluded that Sharia
compliance does not play a moderating role in the relationship between board of commissioners’
diversity and ROE, mediated by zakat disclosure. Consequently, HsB is not supported. Similarly, the test
of the role of Sharia compliance in moderating the relationship between SSB diversity and ROE,
mediated by zakat disclosure, shows a coeflicient difference of 0.260 with a p-value of 0.112 > 0.1,
indicating that the test is not significant. Thus, it can be concluded that Sharia compliance does not
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moderate the relationship between SSB diversity and ROE, mediated by zakat disclosure. Therefore,
H;C is also not supported.

5. Conclusion

This study aims to assess the impact of Sharia compliance on the indirect relationship between
board diversity (board of directors, board of commissioners, and Sharia Supervisory Board) and ROEL,
mediated by zakat disclosure, in Islamic commercial banks in Indonesia. By utilizing pooled data,
information was obtained from the annual reports of Islamic banks listed on the Financial Services
Authority (OJK) website for the 2018-2023 period, covering 12 Islamic commercial banks, resulting in
109 years of observation. Board diversity is proxied by the diversity of educational backgrounds and
industrial experience, board of commissioners’ diversity is proxied by experience in the Sharia industry
and government connections, while SSB diversity is proxied by capital market expertise and tenure. The
study’s findings reveal that Sharia compliance plays a significant role in moderating the relationship
between board diversity and financial performance, as measured by Return on Equity (ROE), which is
mediated by zakat disclosure. These findings suggest that when companies adhere to Sharia principles,
the impact of board diversity on financial performance becomes stronger through the mechanism of
zakat disclosure. Sharia compliance appears to enhance the influence of board diversity on strategic
decisions related to zakat disclosure, ultimately contributing to improved company performance.

This study offers valuable insights for corporate governance practices in Islamic banks, particularly
concerning board diversity, zakat disclosure, and Sharia compliance. Board diversity, whether in terms
of directors, commissioners, or the Sharia Supervisory Board, has been shown to positively contribute to
financial performance by enhancing decision-making effectiveness and governance. Zakat disclosure
serves as a tool to strengthen this relationship, reflecting social responsibility and increasing public
trust. Additionally, Sharia compliance moderates this relationship, with more compliant banks
exhibiting better financial performance. For regulators, the findings highlight the importance of
strengthening regulations on board diversity and zakat disclosure transparency to improve the
performance and reputation of Islamic banks. The integration of agency, social network, stakeholder,
and legitimacy theories in this study provides a comprehensive perspective on how governance and
Sharia values can create sustainability and value for stakeholders.

This study has several limitations that should be acknowledged. First, the data used is unbalanced
panel data due to incomplete data and the removal of outliers, which may affect the results and their
generalizability. Second, the merger of Islamic banks, such as Bank Syariah Indonesia, caused a
disruption in historical data, reducing continuity in longitudinal analysis. Third, the findings may not be
generalizable to the entire Islamic banking sector in Indonesia, as this study only covers specific banks
with unique characteristics. Fourth, there are limitations in the validity and reliability of some variable
indicators, such as board diversity and Sharia compliance, which may influence the study’s conclusions.
Finally, the impact of zakat disclosure on financial performance (ROE) is not always significant,
especially in more Sharia-compliant banks, indicating the presence of other factors not captured in
detail.

Copyright:
© 2024 by the authors. This article is an open access article distributed under the terms and conditions
of the Creative Commons Attribution (CC BY) license (https://creativecommons.org/licenses/by/4.0/).

References

1] Harjoto MA, Laksmana I, Yang Y wen. Board diversity and corporate investment oversight. J] Bus Res 2018;90:40—7.
https://doi.org/10.1016/].jbusres.2018.04.033.

[2] Goyal R, Kakabadse N, Kakabadse A. Improving corporate governance with functional diversity on FTSE 850 boards:
directors’ perspective. J Cap Mark Stud 2019;3:113-36. https://doi.org/10.1108/JCMS-09-2019-0044.

[s] Hassan LS, Mohd Saleh N, Ibrahim I. Board diversity, company’s financial performance and corporate social
responsibility information disclosure in Malaysia. Int Bus Educ J 2020;13:23—49.
https://doi.org/10.37134/ibej.vol13.1.3.2020.

[47] Hakimi A, Rachdi H, Ben Selma Mokni R, Hssini H. Do board characteristics affect bank performance? Evidence from

Edelweiss Applied Science and Technology
ISSN: 2576-8484

Vol. 8, No. 6: 4372-4383, 2024

DOL 10.55214/25768484.v816.2937

© 2024 by the authors; licensee Learning Gate


https://creativecommons.org/licenses/by/4.0/

5]
ICH
[7]
[8]
9]

[10]
[
[12]
[15]
[14]
[15]
[16]
[17]
[18]
[19]
[20]
[o1]

[o2]
[o5]
[o4]
[25]
[6]
[27]

[28]
[29]
[s0]
[s1]

[s2]
s8]

[84]
[s5]

4381

the Bahrain Islamic banks. J Islam Account Bus Res 2018;9:251-72. https://doi.org/10.1108/JIABR-06-2015-0029.
Ali M, Azmi W. Religion in the boardroom and its impact on Islamic banks’ performance. Rev Financ Econ
2016;31:83—8. https://doi.org/10.1016/].rfe.2016.08.001.

Jabari HN, Muhamad R. Gender diversity and financial performance of Islamic banks. J Financ Report Account
2020;19:412-33. https://doi.org/10.1108/JFRA-03-2020-0061

Taufiqurrahman T. Does board diversity in Islamic banks matter? J Ekon Keuang Islam 2023;9:210-27.
https://doi.org/10.20885/jeki.vol9.iss2.art5.

Choudhury MA, Hoque MZ. Corporate governance in Islamic perspective. Corp Gov 2006;6:116—28.
https://doi.org/10.1108/14720700610655132

Darwanto, Chariri A. Corporate governance and financial performance in Islamic banks: The role of the sharia
supervisory board in multiple-layer management. Banks Bank Syst 2019;14:183-91.
https://doi.org/10.21511/bbs.14(4).2019.17.

Mollah S, Zaman M. Shari’ah supervision, corporate governance and performance: Conventional vs. Islamic banks. J
Bank Financ 2015;58:418-35. https://doi.org/10.1016/j.jbank{in.2015.04.030.

Elgadi E, Ghardallou W. Gender diversity, board of director’s size and Islamic banks performance. Int J Islam Middle
East Financ Manag 2022;15:664—80. https://doi.org/10.1108/IMEFM-09-2019-0397.

Bukair AA, Abdul Rahman A. Bank performance and board of directors attributes by Islamic banks. Int J Islam Middle
East Financ Manag 2015;8:291-309. https://doi.org/10.1108/IMEFM-10-2013-0111.

Li Y, Armstrong A, Clarke A. Relationships of Corporate Governance Mechanisms and Financial Performance in
Islamic Banks: a Meta-analysis. J Law Gov 201459. https://doi.org/10.15209/jbsge.v9i1.618.

Chihi S. « Do board characteristics affect the financial soundness of Islamic banks. African Sci J « 2020;03:96—1183.
https://doi.org/10.5281/zenodo.5532612.

Kachkar O, Yilmaz MK. How diverse are Shariah supervisory boards of Islamic banks? A global empirical survey. Int J
Ethics Syst 2023;39:312—41. https://doi.org/10.1108/1JOES-10-2021-0195.

Djaghballou CE, Djaghballou M, Larbani M, Mohamad A. Efficiency and productivity performance of zakat funds in
Algeria. Int J Islam Middle East Financ Manag 2018;11:474—94. https://doi.org/10.1108/IMEFM-07-2017-0185.
Bouanani M, Belhadj B. Does Zakat reduce poverty? Evidence from Tunisia using the Fuzzy Approach.
Metroeconomica 2020;71:835—50. https://doi.org/10.1111/meca.12304.

Boonyamanond S, Chaiwat P. Investigating Zakat Payment of Thai Muslims. J Islam Monet Econ Financ 2020;6:1—20.
https://doi.org/10.21098/jimf.v6i1.1201

Auliyah R, Basuki B. Ethical Values Reflected on Zakat and CSR: Indonesian Sharia Banking Financial Performance. J
Asian Financ Econ Bus 2021;8:225-35. https://doi.org/10.13106/jafeb.2021.vol8.n01.225.

Suchman MC. Managing Legitimacy: Strategic and Institutional Approaches. Acad Manag Rev 1995;20:571.
https://doi.org/10.2307/258788.

Cao X, Li P, Huang X, Fan L. The dual mechanism of social networks on the relationship between internationalization
and firm performance: Empirical evidence from china. PLoS One 2022;117.
https://doi.org/10.1871/journal.pone.02636 74

Fidanoski I, Simeonovski K, Mateska V. The impact of board diversity on corporate performance: New evidence from
Southeast Europe. Adv Financ Econ 2014517:81-123. https://doi.org/10.1108/51569-373220140000017003.

Habtoor OS. Board Attributes and Bank Performance in Light of Saudi Corporate Governance Regulations. J Risk
Financ Manag 2022;15. https://doi.org/10.3390/jrfm15100441.

Hatane SE, Winoto J, Tarigan J, Jie F. Working capital management and board diversity towards firm performances
in Indonesia’s LQ45. J Account Emerg Econ 2023;13:276-99. https://doi.org/10.1108/JAEE-11-2018-0130.

Boadi I, Osarfo D. Diversity and return: the impact of diversity of board members’ education on performance. Corp
Gov 2019;19:824—42. https://doi.org/10.1108/CG-01-2019-0017

Harjoto MA, Wang Y. Board of directors network centrality and environmental, social and governance (ESG)
performance. Corp Gov 2020;20:965—85. https://doi.org/10.1108/CG-10-2019-0306.

Knockaert M, Bjornali ES, Erikson T. Joining forces: Top management team and board chair characteristics as
antecedents of board service involvement. J Bus Ventur 2015;30:420—35.
https://doi.org/10.1016/j.jbusvent.2014.05.001.

Kusumastati WW, Siregar SV, Martani D, Adhariani D. Board diversity and corporate performance in a two-tier
governance context. Team Perform Manag 2022;28:260—79. https://doi.org/10.1108/ TPM-11-2021-0076.

Drobetz W, von Meyerinck F, Oesch D, Schmid M. Industry expert directors. J Bank Financ 2018;92:195—215.
https://doi.org/10.1016/].jbank{in.2018.04.019.

Boubakri N, Cosset JC, Saffar W. The impact of political connections on firms’ operating performance and financing
decisions. J Financ Res 2012;35:397—423. https://doi.org/10.1111/].1475-6803.2012.01322.X.

Bliss MA, Gul FA. Political connection and cost of debt: Some Malaysian evidence. J Bank Financ 2012;36:1520—7.
https://doi.org/10.1016/j.jbankfin.2011.12.011.

Wang C. Politicians on corporate boards: Do political connections aftect firm value?. J Corp Financ 2015;35:217-29.
Suhardjanto D, Alwiyah, Utami ME, Syafruddin M. Board of Commissioners Diversity and Financial Performance: A
Comparative Study of Listed Mining Industry in Indonesia and Pakistan. Rev Integr Bus Econ Res 2017;6:131—42.
Shan YG, Mclver RP. Corporate governance mechanisms and financial performance in china: Panel data evidence on
listed non financial companies. Asia Pacific Bus Rev 2011;17:301—24. https://doi.org/10.1080/13602380903522325.
Faccio M. Politically connected firms. Am Econ Rev 2006;96:369—86. https://doi.org/10.1257/000282806776157704..

Edelweiss Applied Science and Technology
ISSN: 2576-8484

Vol. 8, No. 6: 4372-4383, 2024

DOL 10.55214/25768484.v816.2937

© 2024 by the authors; licensee Learning Gate



[s86]
[37]
(58]
[59]

[40]
[#1]
[42]
[43]

[44]

[45]
[46]

[47]
[48]
[49]
[50]
[51]
[52]

[58]

[64]

[55]
[s6]
[67]
[58]
[59]
[60]

f61]
62]

[63]

4382

Boubakri N, Cosset JC, Saffar W. Political connections of newly privatized firms. J Corp Financ 2008;14:654—73.
https://doi.org/10.1016/j.jcorptin.2008.08.003.

Windmeijer F. Testing for political connections using information on company directors. J Bus Econ Stat
2020;38:805—16.

Junus O, Nasih M, Anshori M, Harymawan I. Politically connected independent board and firm performance. Cogent
Econ Financ 2022;10:2069638. https://doi.org/10.1080/23322039.2022.2069638

Pratama BC, . M, Innayah MN. Intellectual Capital and Social Performance of Indonesian Islamic Banks: The Role of
Sharia  Supervisory  Boards Monitoring  Activities. Int J Acad Res Bus Soc Sci 2022;12.
https://doi.org/10.6007/ijarbss/v12-i5/13127.

Khalil A, Boulila Taktak N. The impact of the Shariah Board’s characteristics on the financial soundness of Islamic
banks. J Islam Account Bus Res 2020;11:1807—25. https://doi.org/10.1108/JIABR-08-2018-0127.

Nawaz T. Exploring the Nexus Between Human Capital, Corporate Governance and Performance: Evidence from
Islamic Banks. J Bus Ethics 2019;157:567—87. https://doi.org/10.1007/510551-017-3694-0.

Nomran NM, Haron R, Hassan R. Shari'ah supervisory board characteristics effects on Islamic banks’ performance:
Evidence from Malaysia. Int J Bank Mark 2018;36:290-304. https://doi.org/10.1108/1JBM-12-2016-0197.

Khan I, Khan I, Khan U, Suleman S, Ali S. Board diversity on firm performance from resource-based view perspective:
new evidence from Pakistan. Int J Product Perform Manag 2024;73:649—75. https://doi.org/10.1108/1JJPPM-01-
2022-0055.

Nainggolan YA, Prahmila DI, Syaputri AR. Do board characteristics affect bank risk-taking and performance?
Evidence from Indonesian and  Malaysian  Islamic  banks. J Manag Gov  2023;27:1115—45.
https://doi.org/10.1007/510997-022-09625-w.

Khan I, Khan I, Senturk I. Board diversity and quality of CSR disclosure: evidence from Pakistan. Corp Gov
2019;19:1187-203. https://doi.org/10.1108/CG-12-2018-0371.

Poon JPH, Chow YW, Ewers M, Hamilton T. Executives’ observance of zakat among Islamic financial institutions:
evidence from Bahrain and Malaysia. J Islam Account Bus Res 2021;12:509—23. https://doi.org/10.1108/JIABR-07-
2020-0211.

Sun W, Li X, Geng Y, Yang J, Zhang Y. Board interlocks and the diffusion of CSR reporting practices: The role of
market development. Corp Soc Responsib Environ Manag 2020;27:1333—43. https://doi.org/10.1002/csr.1887.
Rahman NA, Jusoh MA. A Review of Board of Director, Shariah Supervisory Board and Zakat Distribution
Performance in Malaysia. Int J Acad Res Bus Soc Sci 2018;8. https://doi.org/10.6007/ijarbss/v8-i2/3985.

Tuan Ibrahim TAF, Hashim HA, Mohamad Ariff A. Ethical values and bank performance: evidence from financial
institutions in Malaysia. J Islam Account Bus Res 2020;11:233-56. https://doi.org/10.1108/JIABR-11-2016-0139.
Sahara MA, Setiawan D. the Effect of Ethical Values on Islamic Banking Performance. Corp Bus Strateg Rev
2022;3:34—42. https://doi.org/10.22495/cbsrvsi2arts.

Pereira VMM, Filipe JACB. Board Members’ Educational Background and Financial Performance: Evidence from
Eurozone Banks. J Cent Bank Theory Pract 2022;11:203—27. https://doi.org/doi:10.2478/jcbtp-2022-0030

Issa A, Yousef H, Bakry A, Hanaysha JR, Sahyouni A. Does the board diversity impact bank performance in the
MENA countries? A multilevel study. Corp Gov Int J Bus Soc 2021;21:865-91. https://doi.org/10.1108/CG-06-2020-
0222.

Khan I, Khan I, Khan U, Suleman S, Ali S. Board diversity on firm performance from resource-based view perspective:
new evidence from Pakistan. Int J Product Perform Manag 2023;ahead-of-p. https://doi.org/10.1108/1JPPM-01-
2022-0055.

Nainggolan YA, Prahmila DI, Syaputri AR. Do board characteristics affect bank risk-taking and performance?
Evidence from Indonesian and Malaysian Islamic banks. J Manag Gov 2022. https://doi.org/10.1007/510997-022-
09625-w.

Kusumastati WW. Does Commissioner/Director Board Members Diversity Matter? Acad Account Financ Stud J
2021;25:15628—2635.

Spanjer A, van Witteloostuijn A. The entrepreneur’s experiential diversity and entrepreneurial performance. Small
Bus Econ 2017;49:141-61. https://doi.org/10.1007/s11187-016-9811-0.

Kekezi O. Diversity of experience and labor productivity in creative industries. J Labour Mark Res 2021;55.
https://doi.org/10.1186/512651-021-00302-3

Haron NH, Abdul Halim NA, Alias N. The Relationship between Board Diversity, Board Independence and Corporate
Fraud. Adv Bus Res Int J 2021;7:33. https://doi.org/10.24191/abrij.v7i1.10108.

Zaitul, Melmusi Z, Ilona D. Board Governance Diversity and the International Decision of Indonesia’s Service
Companies. Estud Econ Apl 2021;39. https://doi.org/10.25115/eea.v39i4.4309.

Garcia-Torea N, Fernandez-Feijoo B, de la Cuesta M. Board of director’s effectiveness and the stakeholder perspective
of corporate governance: Do effective boards promote the interests of shareholders and stakeholders? BRQ Bus Res Q
2016;19:246—60. https://doi.org/10.1016/j.brq.2016.06.001.

Hung C-HD, Jiang Y, Liu FH, Tu H, Wang S. Bank political connections and performance in China. J Financ Stab
2017;82:57-69. https://doi.org/https://doi.org/10.1016/].jfs.2017.09.003

Harymawan I, Nowland J. Political connections and earnings quality: How do connected firms respond to changes in
political ~ stability —and  government effectiveness? Int J Account Inf Manag 2016;24:339-56.
https://doi.org/10.1108/1JAIM-05-2016-0056.

Haris M, Yao H, Tariq G, Javaid HM, Ain QU. Corporate Governance, Political Connections, and Bank Performance.

Edelweiss Applied Science and Technology
ISSN: 2576-8484

Vol. 8, No. 6: 4372-4383, 2024

DOL 10.55214/25768484.v816.2937

© 2024 by the authors; licensee Learning Gate



[64]
[e5]

fe6]
[67]

[e8]

4383

Int J Financ Stud 2019;7. https://doi.org/10.3390/ijfs7040062.

Khan I, Khan I, Afridi MA. Does board diversity matter for the quality of CSR disclosure? Evidence from the financial
sector of Pakistan. Rev Bras Gest Negocios 2021;23:104—26. https://doi.org/10.7819/RBGN.V2311.4091.

Khan I, Khan IU, Uddin MJ, Khan SU, Marwat J. Diversity of Shari’ah supervisory board and the performance of
Islamic banks: evidence from an emerging economy of Pakistan. J Islam Account Bus Res 20283;ahead-of-p.
https://doi.org/10.1108/JIABR-09-2021-0240.

Grassa R, Matoussi H. Corporate governance of Islamic banks: A comparative study between GCC and Southeast Asia
countries. Int J Islam Middle East Financ Manag 2014;7:346—62. https://doi.org/10.1108/IMEFM-01-2018-0001.
Musibah AS, Alfattani WSBWY. The mediating effect of financial performance on the relationship between shariah
supervisory board effectiveness, intellectual capital and corporate social responsibility, of islamic banks in gulf
cooperation council countries. Asian Soc Sci 2014;10:189—64. https://doi.org/10.5539/ass.v10n17p139.

Adams R., Jiang W. Who serves on boards of directors? Evidence from large US firms. Corp Gov An Int Rev
2017;25:438-50.

Edelweiss Applied Science and Technology
ISSN: 2576-8484

Vol. 8, No. 6: 4372-4383, 2024

DOL 10.55214/25768484.v816.2937

© 2024 by the authors; licensee Learning Gate



