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ABSTRACT

This study examines the impact of the institutional environment and corporate governance structures on Islamic
banks’ sustainability performance (SP). It applies a two-step System Generalized Method of Moments (GMM)
estimator to analyze data gathered on a panel of 32 Islamic banks drawn from nine key Islamic finance juris-
dictions from 2016 to 2021. To consistently code and quantify the Islamic banks’ SP, we use the Specific
Standard Disclosures for the Financial Services Sector introduced by the GRI as a framework of reference. Then,
we employ the weighted content analysis method on the sustainability and annual reports of the subjected
sample. Our findings indicate that the institutional factors specifically, regulatory guidelines (regulatory
isomorphism) and the adherence of Islamic banks to the sustainable finance networks’ specifications (normative
isomorphism) are not currently determinants of their SP. Contrarily, we observe that the establishment of a
sustainability committee and a better experience of sustainability disclosure improve Islamic banks’ SP. In
contrast to agency theory, board activity is identified to have a significantly negative relationship with SP. An
important policy implication of our results is that policymakers should closely monitor Islamic banks’ regulatory
dependency and enhance their SF ecosystem to positively influence their SP. Finally, future research may
leverage on more conducive regulatory frameworks to sustainability transition in these key jurisdictions, more
effective normative structures, further disclosure of sustainability committee characteristics, the development of
appropriate measures of Islamic banks’ digitalization levels, and the availability of more material sustainability
data to provide further insights and better understand the determinants of Islamic banks’ SP.

1. Introduction

capacity to sustain and regenerate natural resources and maintain
ecological balance, thus exposing societies to existential risks (Rock-

Several recent studies underline that the transgression of planetary
boundaries that may result from anthropogenic pressures i.e., climate
change, biodiversity loss, land system change, and freshwater use -to
name few-can adversely affect both natural and financial ecosystems.
(Brainard, 2019; Burke et al., 2015; Dafermos et al., 2018; Fabris, 2020;
Gangi et al., 2019; IMF, 2018; Klomp, 2014; Lamperti et al., 2019;
Rockstrom et al., 2009). To illustrate, they damage or reduce the earth’s
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strom et al., 2009; UNEP FI, 2018). Moreover, they create systemic risks
to financial stability due to the irreversible and nonlinear nature of
climate and environmental risks. Furthermore, the unpredictable effects
of these risks, specifically their physical, transition, and liability risks,
can harm financial institutions (Naidoo, 2020). Klomp (2014) argues
that environmental and climate shifts reduce banks’ reserves and in-
crease banks’ insolvency risks; undermine banks’ asset quality as their
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customers are more likely to default on their obligations due to climate
or environmental physical risks; reduce banks’ managerial efficiency
due to a significant increase in banks’ expenses subsequent to natural
disasters; impair banks’ profitability due to the decline in banks’ effi-
ciency and substantial increase in counterparty risks; and increase
banks’ liquidity risks because of bank runs.

Furthermore, Carney (2015) and Battiston et al. (2021) argue that
environmental disorder can substantially impact the insurance industry.
They claim that climate-related physical risks can have the potential to
harm or destroy corporate productive assets, reducing their production
capacities, and ultimately affecting their ability to repay their debts.
Consequently, insurance companies may incur considerable losses when
faced with catastrophic and frequent environmental shocks, as they are
obligated to pay substantial compensations for their customers’ claims.

Further, environmental shifts can cause economic turmoil as they
increase macroeconomic and fiscal stability exposure to vulnerabilities,
induce instability in labor markets, reduce labor productivity, decrease
agricultural yields, destroy productive assets, and create significant
upward price shifts across several commodity and services markets
(Fabris, 2020).

On top of that, today’s perception of value creation accounts for
various stakeholders’ interests and incorporates social dimension (peo-
ple) into the value chain alongside economic (profit) and environmental
(planet) impacts. For instance, the Global Reporting Initiative (GRI),
establishes a set of international standards aimed at evaluating, quan-
tifying, and promoting social and business ethics, labor practices
(environment for decent work), human rights (freedom, nondiscrimi-
nation, security, and equity), and societal impact (legal compliance,
local communities’ empowerment, assessment for impact on society).
They also help corporates embed employees’ aspirations and societies’
interests into their core strategies (fulfil their social contract and rein-
force their social legitimacy) (Chen & Roberts, 2010; Deegan, 2002).
Therefore, to balance environmental and social sustainability with
financial/economic stability, substantial progress must be made
worldwide and across various sectors namely, financial and
non-financial sectors (Bose et al., 2018).

Banks’ intermediary role in the economy and their capacity to create
money and allocate credits to businesses underline their important role
in the transition toward more sustainable economic system (Campiglio,
2016). Gangi et al. (2019) argue that when banks incorporate bor-
rowers’ sustainability performance (SP) into their credit allocation
policies, it leads to a “multiplier effect”. Banks leverage their roles as
financial providers, institutional investors, advisors, and heads of supply
chain to close the sustainable development finance gap, mitigate the
financial system’s exposure to systemic risks that can stem from climate
and environmental shifts, and compel borrowers to embed sustainability
criteria into their business models, competitive analyses, innovation
strategies, and corporate governance (CG) structures.

Commensurate with Goss and Roberts (2011), Nandy and Lodh
(2012), and Hasan et al. (2017), Hauptmann (2017) reports that bor-
rowers with higher SP scores tend to receive lower interest rates on their
credits compared to borrowers with lower scores. Nonetheless, the
author underlines that corporates take advantage of their SP and obtain
more favorable credit conditions only if their banks also show greater
SP. In other words, the effectiveness of banks’ sustainability control
management system and their dedication to translate sustainability
standards into effective credit allocation policies and risk assessment
frameworks can establish the groundwork for more banks’ influence on
corporate sustainability strategies and performance.

In the context of Islamic banking, commitment to sustainability is
embedded in MAQASID theory. It offers a comprehensive approach for
Islamic banks, enabling them to go beyond mere Shari’ah compliance to
enhance their positive impacts (Masalih); minimize their negative ex-
ternalities (Mafasid); and promote a broader vision of value creation that
encompasses people, the planet, and profit within the framework of
universal balance, justice, fairness, and social accountability. Therefore,
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a key question that may emerge in this context is: What drives Islamic
banks to incorporate sustainability criteria into their business strategies
and enhance their SP? Alternatively, what are the determinants of Is-
lamic banks’ SP?

This study asserts that Islamic banks establish a sustainability man-
agement control system and introduce sustainability criteria into their
business strategies to address external pressures from regulatory au-
thorities and civil society groups that call on Islamic banks to show
greater stewardship commitment for their customers’ social and envi-
ronmental impacts (Nizam et al., 2019). In addition, recent regulations
have mandated the creation of inclusive governance and self-regulating
frameworks to better incorporate social and environmental sustain-
ability criteria into the strategic orientations of Islamic banks. This has
led to integrating additional practices into banks’ CG frameworks such
as appointing chief sustainability officers (CSO) or establishing sus-
tainability committees (SC). The impact of these practices on Islamic
banks’ SP needs to be closely analyzed.

By investigating whether institutional factors and CG structures are
drivers of SP for Islamic banks in important jurisdictions within the Is-
lamic finance industry, we make a valuable contribution to existing
research from multiple theoretical viewpoints. From an institutional
theory perspective, this study investigates whether (1) the introduction
of SF-specific regulatory guidelines into specific regulatory contexts'
and (2) Islamic banks’ involvement in local and/or international SF
initiatives can enhance their SP. To the best of our knowledge, this is the
first study to examine this relationship.

Better alignment of stakeholders’ expectations and corporate busi-
ness focus requires Islamic banks to set company-wide sustainability
strategies, policies, and codes of conduct that embed social and envi-
ronmental considerations into their CG structures. This study’s contri-
bution from the CG perspective focuses on analyzing the impact of the
SC on the Islamic banks’ SP. As far as we know, this is the first study to
examine whether incorporating SC into Islamic banks’ CG structure can
positively affect their SP.

Finally, our study accounts for a broad spectrum of sustainability
dimensions. It introduces Islamic banks’ overall SP together with its
components namely, economic, social, and environmental SP (consis-
tent with Jan, Marimuthu, & Hassan, 2019). This offers a close assess-
ment of the potential impact of institutional drivers and CG structures on
different sustainability layers.

Overall, we claim that this study will furnish regulators, supervisors,
and boards of Islamic banks in different jurisdictions with additional
information/data to evaluate the influence of their SF-specific regula-
tory guidelines and CG practices on SP. As a result, they can develop
appropriate plans and implement additional actions to strengthen their
regulatory ecosystem and enhance Islamic banks’ growth opportunities
and competitive position by effectively incorporating sustainability
criteria into their CG models and business strategies.

The remainder of the paper is organized as follows: section 2 pro-
vides an overview of the theoretical background and establishes the
testable hypotheses. Section 3 describes the data and the empirical
strategy. Section 4 summarises and discusses the empirical results.
Finally, section 5 concludes the study and provides recommendations
for future research.

2. Theoretical background and hypothesis development

The embeddedness of environmental, social, and economic

1 Value-Based Intermediation (VBI) in Malaysia (2017); Sustainable finance
Roadmap (2014) and Regulation No.51/POJK 0.03/2017 on Application of
Sustainable Finance to Financial Services Institutions in Indonesia; and Policy
Guidelines for Green Bank Negara Malaysia (2018) and Guidelines on Envi-
ronmental and Social Risk Management (ESRM) for Banks and Financial In-
stitutions (2017) in Bangladesh.
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considerations in sustainability indicates that “there is much variation in
the [relevant] theoretical perspectives” that may help examine this
concept (Deegan, 2002, p. 288). In other words, sustainability is
extremely complex to be understood through the lens of a single theo-
retical framework (Fernando & Lawrence, 2014). Moreover, Gray et al.
(1995) suggest that the use of social and political theories, particularly
institutional, stakeholder, resource dependence, and legitimacy the-
ories, provides increased theoretical avenues for researchers to investi-
gate SP than economic theories (e.g., agency theory, decision usefulness
theory). Legitimacy theory holds that organizations are bound to meet
the expectations of their societies and fulfill their “social contract” (Chen
& Roberts, 2010). It seeks to ensure that the value system of an entity is
consistent with the value system of the larger society (Lindblom, 1994).
Organizations show observance of their network of social structures
through explicit compliance with institutionalized or standardized rules
and norms, that is, regulatory endorsement (e.g., sustainability guide-
lines, standards, and networks) and implicit attention to their commu-
nity interests (social endorsement) (Comyns & Figge, 2015; Deegan,
2002; Ntim and Soobaroyen, 2013), and hence, the relevance of insti-
tutional and stakeholder theories in sustainability studies.

Furthermore, resource dependence theory suggests that an entity’s
ability to meet their societal expectations (and therefore increase their
likelihood of survival and growth) depends on their ability to access vital
and relevant resources in their organizational environment (Chen &
Roberts, 2010). According to Hillman and Dalziel (2003) boards of di-
rectors undertake two important roles in organizations namely, (1)
controlling or managing on behalf of shareholders and (2) providing
resources such as expertise, advice, counsel, and diffusion of innovation
to reduce uncertainty, minimize transaction costs, and help entities
survive in a dynamic environment. As a result, several studies (Ben-A-
mar et al., 2017; Disli et al., 2022; Hollindale et al., 2019) draw on this
theoretical framework to examine whether corporate boards can affect
firm SP.

Therefore, in accordance with legitimacy and institutional theories,
in this study we seek to examine whether institutional isomorphism (the
issuance of SF-specific regulatory guidelines and peer pressure) may
positively impact the SP of Islamic banks. Moreover, we examine the
influence of CG structures (i.e., board size -BS-, board independence -BI-,
board activity -BA-, and specifically the establishment of a SC) on Is-
lamic banks” SP across different jurisdictions in line with stakeholder
and resource dependence theories.

2.1. Institutional drivers

Institutional theory offers a reliable theoretical perspective for better
understanding the drivers of Islamic banks’ SP, as it helps introduce
several external factors that may shape Islamic banks’ methods for
incorporating sustainability practices into their business strategies. Ac-
cording to this theory, changes in organizational behavior in response to
industry evolution or progress do not necessarily result from organiza-
tions’ rational decision processes seeking to strengthen their efficiency
(Bose et al., 2018). Rather, it is more likely to stem from their willing-
ness to comply with or respond to external pressures, i.e., institutional
forces resulting from regulative, normative, and cognitive isomorphism
(DiMaggio & Powell, 1983; Meyer & Rowan, 1977). Therefore, Orga-
nizations in this theory seek to strengthen their legitimacy (Deephouse,
1996), enhance their social acceptance, and uphold their reputation
(Beckert, 2010).

This study focuses primarily on regulatory guidelines as a regulative
or coercive isomorphic mechanism and Islamic banks’ membership in
local and/or international (SF) initiatives or networks as a normative
isomorphism structure.

2.1.1. Regulatory guidelines
Regulative isomorphism underlines that organizations (banks) are
sometimes legally required to follow regulators’ guidelines and policy
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instructions in order to maintain their legitimacy and respond appro-
priately to regulatory expectations and supervisory rules (Beckert, 2010;
DiMaggio & Powell, 1983; Meyer & Rowan, 1977). Thereby, organiza-
tions in a particular organizational field may gradually develop a set of
common practices that are clearly visible to their various stakeholders in
order to obtain regulatory endorsement (maintain their legitimacy from
the regulatory perspective/regulatory legitimacy) (Comyns & Figge,
2015; Ntim & Soobaroyen, 2013) and gain a positive public image and
goodwill (Hooghiemstra, 2000). In other words, institutions enact laws,
enforce rules, and issue regulations to constrain or limit organizations’
conduct and introduce relevant guidelines to standardize or unify their
business practices (Roy & Seguin, 2000; Scott, 1995). Banks across ju-
risdictions face enormous regulatory pressure to show greater stew-
ardship commitment in their credit allocation policies and to promote
their involvement in social, climate, and environmental sustainability
(Nizam et al., 2019). Given regulators’ significant impact on commercial
banks’ growth opportunities and their ability to control their capital and
financial resources (Bose et al., 2018), banks must incorporate regula-
tors’ sustainability guidelines into their credit allocation policies, busi-
ness strategies, and risk management frameworks.

Setyowati (2023) claims that financial institutions cannot create
tangible/material sustainability impacts without an effective regulatory
ecosystem conducive to sustainability demands. Previous studies, how-
ever, report conflicting results on the relationship between the issuance
of SF specific regulatory guidelines and banks’ SP. Guenther et al. (2016)
and Bose et al. (2018) find a positive and statistically significant impact
of regulatory guidelines on banks’ SP, whereas Suk (2018), Damert and
Baumgartner (2018), Amidjaya and Widagdo (2019), and Kawabata
(2019) document an insignificant association. We set a priori expecta-
tions that regulatory guidelines across jurisdictions have a positive
impact on Islamic banks’ SP because regulators have the power and
ability to mainstream SF in financial systems of jurisdictions (Setyowati,
2023), scale up and shift the business orientation of banks to account for
socially sustainable and climate resilient investments (Schumacher
et al., 2020), and therefore, strengthen banks’ SP. Accordingly, we
formulate our first hypothesis as follows.

H1. the introduction of SF-specific regulatory guidelines significantly
and positively impacts the Islamic banks’ SP.

Hla. theintroduction of SF-specific regulatory guidelines significantly
and positively impacts the Islamic banks’ economic SP.

H1b. the introduction of SF-specific regulatory guidelines significantly
and positively impacts the Islamic banks’ social SP.

Hlc. theintroduction of SF-specific regulatory guidelines significantly
and positively impacts the Islamic banks’ environmental SP.

2.1.2. Islamic banks’ membership in SF initiatives

Isomorphic institutional change can also occur in response to com-
mon values, specific institutional practices, or attractive institutional
models that a social group develops in a specific context or organiza-
tional field (Fernando & Lawrence, 2014). Therefore, organizations seek
voluntarily to develop imitation processes to improve their practices and
adhere to the parameters of these institutional models in order to gain
similar consideration from their stakeholders (Beckert, 2010). More-
over, cultural values, social acceptance, ideology, ethics, and corporate
collective identity in the context of complex systems theory may aid in
developing a set of common beliefs or social structures that, over time,
become regular or normative processes (Scott, 1995). Peer pressure and
adherence to or compliance with the standards of local or international
professional networks can set off this process of institutional change.

Bank Negara Malaysia (BNM), for instance, contends that Islamic
banks can show greater commitment and willingness to incorporate
Value-Based Intermediation [VBI] principles into their operations if they
voluntarily subject themselves to soft institutional pressures, such as
involvement in relevant local or international SF associations/
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certifications/initiatives (UNPRI, UNPRB, GABV, SBN) (Bank Negara
Malaysia, 2018). Moreover, the strategy document on VBI highlights
that the development of an effective domestic network namely, the
Community of Practitioners (CoP), may facilitate the integration of
sustainability criteria into Islamic banks’ business strategies as it pro-
motes industry-wide knowledge exchange, establishes a single reference
point to discuss, resolves implementation issues, and implements stra-
tegic industry-level projects that demonstrate the principles of VBI
(Bank Negara Malaysia, 2018). Moreover, it may increase the collabo-
ration between the private financial sector and policymakers as well as
strengthen policy and regulatory alignment with SF frameworks
(Kawabata, 2019).

In line with Bose et al. (2018), Kawabata (2019), and Setyowati
(2020) the second testable hypothesis in relation to normative isomor-
phism is as follows.

H2. a significant and positive relationship exists between Islamic
banks’ membership in local and/or international SF initiatives and their
overall SP.

H2a. a significant and positive relationship exists between Islamic
banks” membership in local and/or international SF initiatives and their
economic SP.

H2b. a significant and positive relationship exists between Islamic
banks’ membership in local and/or international SF initiatives and their
social SP.

H2c. a significant and positive relationship exists between Islamic
banks’ membership in local and/or international SF initiatives and their
environmental SP.

2.2. CG or board characteristics

Friedman (1970) claims that corporate social responsibility (CSR) is
a “fundamentally subversive doctrine”, and managers who seek to
incorporate social responsibility conduct into their organizations’
business strategies are more likely to deploy corporate resources to meet
“others™ interests at the expense of their primary goal which is to
maximize shareholder value.? In other words, the integration of triple
bottom line perspective of value creation into firms’ business models
-consistent with negative and tradeoff hypotheses-can compromise and
undermine shareholders’ interests, reinforcing agency conflict. Howev-
er, today’s increased awareness of the adverse impact of climate change
and environmental shocks on the safety and soundness of economic and
financial institutions, their negative implications on the stability of the
financial system, and their detrimental effects on the sustainability of
domestic and international economic growth have laid the groundwork
for more comprehensive CG frameworks.

Accordingly, the ultimate objective of CG structures today extends
beyond the simple resolution of the ownership and control dilemma.
Rather, it undertakes primarily to protect the interests of a broader
range of stakeholders including regulators, customers, employees, so-
ciety, and the natural environment. Montiel (2008) contends that so-
cially responsible companies also seek to fulfill their economic
obligations, i.e., meet the needs of their customers and investors and
create an economic value. Hence, the distinction between corporate
financial and non-financial [their social and environmental impacts]
dimensions -at present-is artificial (Carvalho et al., 2014). An effective
CG system, therefore, enhances corporate accountability to stakeholders
(Huse, 2008) and strengthens the positive impact it may have on

2 He contends that the only social responsibility of businesses is to maximize
shareholders’ profits (Clarkson, 2016).
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corporate SP (Gangi et al., 2019).3

Due to their “multiplier effect”, banks are subject to additional
pressure from regulators, supervisors, and civil society groups to in-
crease their stewardship commitment and show greater involvement in
social and environmental sustainability (Gangi et al., 2019; Nizam et al.,
2019). Moreover, Bose et al. (2018) argue that banks’ failure to consider
the interests of their various stakeholders can reduce their managerial
efficiency and jeopardize their ability to generate long-term value for
their shareholders. To balance profitability and SP/sustainability, banks
should develop formal company-wide sustainability strategies and
integrate sustainability criteria into their CG structures (Cogan, 2008),
which include board structure/oversight (the presence of a SC or the
appointment of a CSO) and board composition (BS, independence and so
on). In other words, CG improves banks’ institutional capacities to better
manage regulatory and social pressures, positively respond to their
diverse stakeholders’ interests, and ultimately strengthen their SP.

The following four subsections will provide theoretical background
for the potential CG mechanisms, namely BS, BI, BA, SC, and SP asso-
ciations. The relevant hypotheses are also set accordingly.

2.2.1. Board size

To manage and mitigate uncertainty and endogenous risks that can
result from environmental and climate shocks, monitor institutional and
society’s call for greater commitment to social and environmental sus-
tainability considerations, and therefore, better respond to their various
and complex stakeholders’ demands, banks may typically appoint
additional directors who possess the appropriate expertise, knowledge,
exposure to specific sustainability issues, and better representation of
stakeholders (De Villiers et al., 2011; Gangi et al., 2019; Guest, 2009). As
a result, commensurate with legitimacy and stakeholder theories, larger
boards improve governance efficiency; that is, they can effectively
monitor and control firms’ shift toward more socially responsible
conduct (Nguyen et al., 2021).

Similarly, larger boards -in line with the resource dependence
theoretical perspective-are more likely to have such exposure, and thus,
are better able to advise banks on how to mitigate markets’ vulnera-
bilities to environmental and climate risks; monitor depositors’ and
customers’ responsiveness to the implications of banks’ credit allocation
policies on borrowers’ social and environmental sustainability impacts;
assess the effects of institutional sustainability guidelines on banks’
business directions; and identify or rather derive the opportunities and
measure transitional risks that may result from regulatory shifts and
progressive alignment of the financial system with sustainability trans-
formation. Larger boards are also more likely to facilitate access to
critical financial resources, allowing for more financial flexibility to
pursue sustainability initiatives, and hence, positively influencing bank
SP (De Villiers et al., 2011). In other words, the larger the boards, the
more diverse the boards’ expertise, the higher the quality of their advice
(Guest 2009). This is clearly in contrast to the agency theory’s argument
which holds that there is a tradeoff between BS and governance effi-
ciency (De Andres et al., 2005; Prado-Lorenzo & Garcia-Sanchez, 2010).

Nonetheless, Hussain et al. (2018) argue that the voluntary nature of
sustainability guidelines, i.e., institutional drivers, results in either an
insignificant relationship (Giannarakis 2014a; lenciu et al., 2012;
Michelon & Parbonetti, 2012) or a negative association (Disli et al.,
2022) between BS and SP. Accordingly, they place the utmost impor-
tance on group dynamics and cohesiveness, advocating for a smaller BS.
similarly, other studies (Ahmed et al., 2006; Dey, 2008) argue that the
smaller the BS, the more effective the communication, monitoring and
controlling systems, and thus, the board members are more involved and
accountable.

3 Callan and Thomas (2014), recommend the establishment of corporate
compensation policies that account for executives’ financial results in addition
to their sustainability impacts.
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This study focuses on Islamic banks with various institutional
frameworks, different regulatory enforcement of sustainability guide-
lines, and diverse sustainability strategies. Furthermore, they are mostly
at the stage of introduction or emergence from an institutional
perspective, and therefore, we expect larger boards [in line with Cormier
et al., 2011; Giannarakis 2014b; Htay et al., 2012; Jizi et al., 2014; Kathy
Rao et al., 2012; Masud et al., 2018; Said et al., 2009] to better respond
to the continuous growth of the SF market and steady development of
the SF ecosystem in the selected jurisdictions, and hence, have a positive
impact on Islamic banks’ SP.

Therefore, we formulate the third hypothesis as follows.

H3. BS is positively related to Islamic banks’ overall SP.

H3a. BS is positively related to Islamic banks’ economic SP.
H3b. BS is positively related to Islamic banks’ social SP.

H3c. BS is positively related to Islamic banks’ environmental SP.
2.2.2. Board independence

According to agency theory, independent directors can reduce the
risks of insiders’ opportunistic behavior toward outsiders or rather
mitigate the agency conflict (Allegrini & Greco, 2013; Gangi et al., 2019;
Hussain et al., 2018). Furthermore, they serve as a check-and-balance
mechanism, allowing top executives to reduce their specific focus on
shareholders’ interests -financial goals-on the one hand, while ac-
counting for other stakeholders’ social and environmental expectations
-nonfinancial goals-on the other (Bose et al., 2018; Liao et al., 2015). In
other words, -and consistent with stakeholder, legitimacy and resource
dependence theories-outside directors can exercise their power, because
they are less subjected to shareholders and managers’ pressures, to
reinforce corporate transparency and sustainability disclosure (Bose
et al., 2018; Hussain et al., 2018; Michelon & Parbonetti, 2012);
strengthen their SP (Naciti, 2019); check whether companies’ business
strategies and practices comply with social and environmental sustain-
ability guidelines (Khan et al., 2013); show greater accountability to the
wider community and uphold their corporate image (Nguyen et al.,
2021); and drive corporates to balance the interplay of business strate-
gies, societal expectations, and regulatory legitimacy (better stakeholder
orientation) (Disli et al., 2022). Moreover, independent directors help
firms manage their external dependencies, develop effective business
networks with powerful stakeholders and gain access to critical re-
sources that may ultimately improve their sustainability credentials
(Nguyen et al., 2021).

However, previous studies have yielded conflicting results regarding
the relationship between BI and SP. For instance, Htay et al. (2012),
Kathy Rao et al. (2012), Khan et al. (2013), Yekini et al. (2015), Jizi
(2017), Fernandez-Gago et al. (2018), and Peng and Zhang (2022)
report that outsiders have a significantly positive impact on SP. Mean-
while, Eng and Mak (2003), Walls et al. (2012), and Naciti (2019) find a
negative association between BI and social sustainability disclosure.
Cormier et al. (2011), Michelon and Parbonetti (2012), Bose et al.
(2018), and Khan et al. (2019) on the other hand, document no signif-
icant relationship between the number of outside directors and bank
sustainability disclosure/performance.

We expect a positive relationship to prevail, consistent with stake-
holders’ theory. Therefore, the fourth testable hypothesis related to Bl is
as follows.

H4. BI correlates positively with Islamic banks’ SP.

H4a. BI positively correlates with Islamic banks’ economic SP.
H4b. BI positively correlates with Islamic banks’ social SP.

H4c. BI positively correlates with Islamic banks’ environmental SP.
2.2.3. Board activity

The ability of board members to apply due diligence to sustainability
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management and monitor and improve firms’ SP requires effective
communication processes that facilitate the sharing, discussion and
establishment of relevant sustainability strategies at the board level
(Nguyen et al., 2021). Several recent studies have used board meetings
frequency as a proxy to assess the impact of BA on SP (Hussain et al.,
2018; Jizi et al., 2014; Nguyen et al., 2021). According to Nguyen et al.
(2021), the complexity of the business environment,4 uncertainty,5 and
today’s more socially-conscious and environmentally-sensitive societies,
which demand greater transparency in the disclosure of organizations’
sustainability impacts, necessitate greater board involvement to better
manage their stakeholders’ interests and monitor their SP (commensu-
rate with stakeholders and legitimacy theories).

Previous studies produce mixed or inconclusive results (Hussain
et al., 2018; Lagasio & Cucari, 2019). Ricart et al. (2005), Jizi et al.
(2014), Jizi (2017), Khaireddine et al. (2020), Agyemang et al. (2020),
and Nguyen et al. (2021) report a positive and statistically significant
relationship between BA and SP, organizational transparency, CSR
disclosure and firms’ environmental SP, respectively, while Osazuwa
et al. (2016) document a significantly negative association between
board meetings and environmental sustainability disclosure. On top of
that, Garcia-Sanchez et al. (2014), Giannarakis (2014a), Husain et al.
(2018), Ofoegbu et al. (2018), and Disli et al. (2022) find no statistically
insignificant impact of BA on SP.

In line with legitimacy, stakeholders, and resource dependence
theories, we expect BA to positively impact Islamic banks’ SP, and thus,
establishing the fifth hypothesis as follows.

H5. BA positively correlates with Islamic banks’ SP.

H5a. BA positively correlates with Islamic banks’ economic SP.
H5b. BA positively correlates with Islamic banks’ social SP.

H5c. BA positively correlates with Islamic banks’ environmental SP.
2.2.4. Sustainability committee

The creation of SC demonstrates top executives’ commitment to
incorporating sustainability considerations into their CG structures and
creating an organizational culture that seeks to better manage the in-
terests of their stakeholders and cater to their various social and envi-
ronmental ambitions (Elmaghrabi, 2021; Hussain et al., 2018; Michelon
& Parbonetti, 2012). The SC aims to establish a company-wide sus-
tainability governance structure; embed sustainability in business
practices; develop, review, endorse, execute, and oversee corporate
sustainability strategies, frameworks, guidelines, and policies; translate
sustainability commitments, strategies, and guidelines into corporate
key performance indicators; introduce sustainability risk management
frameworks that will guide the corporate management of environmental
and social risks; and lastly monitor, advise, and report on bank’s
implementation of sustainability strategies and guidelines (Maybank
Sustainability Report, 2021). Moreover, the SC can moderate the agency
cost/conflict and reconcile shareholders’ and managers’ interests. On
top of that, the introduction of the SC at the board level provides board
members with direct exposure to sustainability issues and higher
involvement with stakeholders, and therefore, reduces the information
asymmetry (Cui et al., 2018) and legitimacy gap (Ricart et al., 2005).

Despite the level of introduction of the SC, that is, whether at board
or management level, several studies (Amran et al., 2014; Arena et al.,
2015; Baraibar-Diez & D.Odriozola, 2019a, 2019b; Dixon-Fowler, 2017;
Garcia Martin and Herrero, 2020; Hussain et al., 2018; Homroy &
Slechten 2019; Ienciu et al., 2012 Jia & Li., 2022; Li, 2020; Li et al.,
2022; Liao et al., 2015; Mallin & Michelon, 2011; Orazalin, 2020;
Spitzeck, 2009; Walls et al., 2012) across various jurisdictions report a

* Particularly with the multi-dimensional demands of effective integration of
sustainability criteria into organizations’ business strategies.
5 due to climate and environmental shifts.
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significantly positive impact of the SC on sustainability disclosure and
performance. However, McKendall et al. (1999), Michelon and Parbo-
netti (2012), Rupley et al. (2012), and Rodrigue et al. (2013) found no
statistically significant relationship between the presence of a SC or CSR
committee and SP or disclosure.

Keeping the results of the previous studies in mind, and consistent
with the stewardship and resource dependence theories, we can expect a
positive impact of the SC on SP, and therefore, set the sixth hypothesis as
follows.

H6. Having a SC significantly and positively impact Islamic banks’ SP.

H6a. Having a SC significantly and positively impact Islamic banks’
economic SP.

H6b. Having a SC significantly and positively impact Islamic banks’
social SP.

H6c. Having a SC significantly and positively impact Islamic banks’
environmental SP.

3. Data and empirical methodology
3.1. Empirical model

To estimate our dynamic model and test whether institutional
isomorphism and CG structures determine Islamic banks’ SP, we employ
the system Generalized Method of Moments (GMM) estimator. Our
regression model for the dynamic panel data analysis is as follows:

Y = o+ BYjje1 + vIEji + 0CGije + Bjjr + AMije + eijt

where the dependent variable Y stands alternatively for overall SP and
its components, specifically, economic, social, and environmental sus-
tainability scores of the Islamic bank i, in the country j at time t. IE
denotes the institutional environment’s variables, i.e., regulative [the
existence of SF specific regulatory guidelines or policy instructions -RG-]
and normative [Islamic banks’ membership in the local and/or inter-
national SF network -PN] isomorphism. CG represents the characteris-
tics of an Islamic bank’s board or CG structures. CG includes four
components BS, BI, BA, and SC. B and M are vectors of control variables
that consists of bank-specific and country-specific variables, respec-
tively. Bank-specific control variables contain return on average equity
(ROAE), leverage (LEV), bank size (Size), and experience of sustain-
ability disclosure (SustEXP). Meanwhile, country-specific control vari-
ables include GDP growth and corruption levels.

3.2. The dynamic two-step system GMM

The dynamic two-step system GMM estimator is asymptotically more
efficient than the first-step estimator because it uses the residuals
derived from the first step to ensure consistency in the estimation of the
variance-covariance matrix, thereby relaxing the independence and
homoscedasticity assumptions (Disli et al., 2022). This method controls
for various types of endogeneity, including simultaneity, reverse cau-
sality, and unobserved heterogeneity by using lagged values of endog-
enous variables as internal instruments. Arellano and Bond (1991)
proposed using each variable’s first difference lag levels as instrumental
factors to determine the best alternatives to the lagged dependent var-
iable’s biases. The addition of difference estimators to the system GMM
model aids in controlling for bias in cross-sectional estimations caused
by eliminated variables. Moreover, because standard GMM in the dif-
ference estimator can only account for potential bias from omitted
variables, Arellano & Bover (1995) and Blundell and Bond (1998)
developed the system GMM. This methodology combines level-form and
difference-form moment conditions to reduce inconsistency and biases
associated with difference estimators (Harkati, Alhabshi, & Kassim,
2020).
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Table 1
Sample of Islamic banks by country.

No. Country # Islamic Banks # Observations (%)

1 Bahrain 4 24 12.5%

2 Bangladesh 2 12 6.25%

3 Indonesia 1 6 3.125%
4 Kuwait 3 18 9.375%
5 Malaysia 11 66 34.375%
6 Oman 1 6 3.125%
7 Qatar 3 18 9.375%
8 Saudi Arabia 3 18 9.375%
9 United Arab Emirates 4 24 12.5%

Table 2 briefly describes of our layers of variables in addition to data sources.
3.3. Data

Our study examines the impact of institutional factors and CG
structures on Islamic banks’ SP across key Islamic finance jurisdictions
from 2016 to 2021. The Islamic Finance Development Indicator scores of
these jurisdictions over the study period show a consistent improvement
in their performance and continuous growth/development of their Is-
lamic finance industry (Refinitiv, 2021). According to Refinitiv’s key
indicators (Quantitative development, knowledge, governance, aware-
ness, and CSR), they have a 70% global market share in Islamic finance
assets and rank among the top 10-15 countries (Refinitiv, 2021).°
Table 1 shows the list of countries together with the sample of Islamic
banks and the number of observations made during the study period. We
collected 192 bank-year observations from 32 Islamic banks across nine
jurisdictions from 2016 to 2021.

3.3.1. Dependent variables

Our process of sustainability data collection follows a systematic
approach, or rather, an orderly protocol for secondary data source
analysis. First, we set the timeframe for our data collection. Second, we
identified the most pertinent sources of sustainability data of the sub-
jected Islamic banks. Third, we selected a framework that provides
relevant metrics/indicators which can help standardize the measure-
ment of SP and better implement our protocol. Fourth, we implemented
the most effective method to code and quantify Islamic banks’ SP. Fifth,
we extensively read the available sources of sustainability data and
apply the most relevant range of codes. Finally, we calculate our sample
of Islamic banks’ SP.

Six-year sustainability data which extends over the period 2016 to
2021 were gathered to explore whether Islamic banks were responsive
to international, and regulators’ call for financial institutions to leverage
their financial resources in accordance with low-carbon economy. To
consistently code and quantify SP, we applied the weighted content
analysis method (WCAM) on the subjected Islamic banks’ annual and
sustainability reports using sustainability indicators outlined by the GRI
Specific Standard Disclosures for the Financial Services sector (Jan et al.,
2019a, 2019b). WCAM extends the range of dummy codes beyond [0 1],
and therefore, helps better evaluate Islamic banks’ SP (Jan et al.,
2019a). Consistent with (Jan et al., 2019a, 2019b), we use a dummy
code of [0 2]. A dummy code of “0” indicates that a bank does not report
on that item. A dummy code of “1”, on the other hand, implies a partial
disclosure about that item, whereas a dummy code of “2” denotes that a
bank associates measurable outcomes/impacts to that particular item
(monetary, weight, volume, processes ...). Jan, Marimuthu, bin Mohd,
and Isa (2019) developed a modified framework in which they introduce
several Islamic bank specific characteristics into the aforementioned
standard. This standard consists of 65 items organized into four

6 Islamic banks from the top five countries namely, Malaysia, Indonesia,
Saudi Arabia, Bahrain, and the United Arab Emirates respectively are included
in our sample (Refinitiv, 2021).
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Table 2

Definition of variables and data sources.

Variable name

Definition

Source

Sustainability variables
Overall sustainability
score

Economic
sustainability score

Social sustainability
score

Environmental
sustainability score

CG
Board size

Board independence

Board activity

Sustainability
committee

Institutional variables
Regulatory Guidelines

Banks’ membership in
international and/or
local SF initiatives

Control variables

Banks’ specific variables

ROAE

Leverage
Bank size

Sustainability
experience

Country’s specific variable

GDP Growth

Corruption/
Transparency

Sum of sustainability items’
codes across all
sustainability components
divided by the total
possible disclosure score of
sustainability dimensions
Sum of economic
sustainability items’ codes
divided by the total
possible disclosure score of
economic sustainability
dimension

Sum of social sustainability
items’ codes divided by the
total possible disclosure
score of social
sustainability dimension
Sum of environmental
sustainability items’ codes
divided by the total
possible disclosure score of
social sustainability
dimension

The natural logarithm of
the total number of board
members at the end of the
fiscal year

Percentage of independent
board members

The natural logarithm of
the total number of board’s
meetings over the course of
a fiscal year

Dummy variable equals 1 if
the bank establishes a SC;
and zero otherwise

Dummy variable equals 1 if
the bank is subject to
regulative isomorphism;
and zero otherwise
Dummy variable equals 1 if
the bank is a member of
international and/or local
SF network; and zero
otherwise

Net income/average
common stock equity
Equity/total assets

The natural logarithm of
Islamic banks’ total assets
Dummy variable equals 1 if
the bank accounts 4 years
of experience of
sustainability disclosure at
least; and zero otherwise

Annual growth rate of gross
domestic product

The corruption perception
index. It measures experts
and business executives’
perception about
countries/territories levels
of public sector corruption.
The score ranges from

0 (highly corrupt) to 1
(very clean).

Banks’ annual and
sustainability reports

Banks’ annual and
sustainability reports

Banks’ annual and
sustainability reports

Banks’ annual and
sustainability reports

Banks’ annual reports

Banks’ annual reports

Banks’ annual reports

Banks’ annual and
sustainability reports

Banks’ annual reports,

sustainability reports and

central banks or
supervisory websites
Banks’ annual and
sustainability reports

Fitch connect

Fitch connect
Fitch connect

Banks’ annual and
sustainability reports

World Bank

Transparency
International

1094

Borsa Istanbul Review 24 (2024) 1088-1100

dimensions, namely, integrated sustainability strategies (7 items), eco-
nomic sustainability (10 items), social sustainability (36 items), and
environmental sustainability (12 items). Our study will not account for
the first dimension, but the other three pillars will be carefully
considered.

3.3.2. Explanatory variables
- Focus variables

The study’s variables of interest consist of two categories namely,
Institutional variables and board characteristics.

- Institutional variables

This set of variables includes regulatory guidelines (RG) as a regu-
latory isomorphism framework and Islamic banks’ participation in in-
ternational and/or local SF initiatives (PN) as a proxy for normative
isomorphism. RG is measured as a dummy variable with 1 indicating
that the country has introduced SF specific regulatory guidelines for
banks and zero indicating otherwise. Similarly, PN is defined as a
dummy variable that equals one “1” if an Islamic bank is a member in
any local or international SF initiative and zero otherwise.

- Board-level variables

In line with (Baraibar-Diez and Odriozola, 2019; Bose et al., 2018;
Disli et al., 2022; Hussain et al., 2018), our variables of interest in
relation to CG structures are BS, BI, BA, a SC at bank level. While BS
denotes the number of board members, BI represents the percentage of
independent directors at the board level. BA on the other hand, refers to
the number of board meetings held over the course of a fiscal year.
Finally, we construct a dummy variable for SC that equals 1 if a bank
reports the existence of SC and zero otherwise.

- Control variables

Similarly, our dynamic model controls for bank and country-specific
variables.

- Bank-specific variables

To account for observable bank-level heterogeneity, we control for
bank-specific variables namely, profitability (ROAE), leverage (LEV),
bank size (TA), and bank experience of sustainability disclosure (sus-
texp). From slack resource theory standpoint, companies with better
financial performance (FP) are more likely to produce spare/additional
resources that managers can reallocate to improve their SP (Waddock &
Graves, 1997). In other words, competitive returns for banks can
strengthen their boards’ capacity to pay more attention and better
respond to their various stakeholders’ sustainability demands (Dhaliwal
et al., 2011; Disli et al., 2022). In a more specific context, Mallin and
Michelon (2011) argue that Shari’a objectives that seek primarily to
increase public interests, promote justice, and uphold social welfare are
more likely to compel Islamic banks with stronger FP to direct their slack
resources toward more socially responsible investments, and therefore,
strengthen their sustainability impacts. We calculate (ROAE) as the ratio
of net income to average common stock equity.

Meanwhile, the leverage-SP association, remains a contentious and
inconclusive issue.” Bose et al. (2018), in line with Gani and Jermias

7 Bose et al. (2018) documents a positively and statistically significant rela-
tionship between leverage and sustainability disclosure of banks in Bangladesh,
whereas Artiach et al. (2010) and Disli et al. (2022) reports an insignificant
SP-leverage association.
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Table 3

Descriptive statistics.
Variable Mean Std. Dev. Min Max
Sustainability variables
SustScore 0.38 0.15 0.17 0.68
EconSust 0.63 0.12 0.35 0.85
SocialSust 0.33 0.14 0.13 0.65
EnviroSust 0.28 0.25 0.00 0.75
Corporate Governance variables
BS 0.91 0.16 0.60 1.30
BI 51.95 24.13 8.33 90.91
BA 0.99 0.22 0.60 1.72
SC 0.42 0.50 0.00 1.00
Institutional variables
RG 0.49 0.50 0.00 1.00
PN 0.43 0.50 0.00 1.00
Bank-level variables
Size 10.11 0.51 9.13 11.22
LEV 10.27 3.66 4.15 24.62
ROAE 13.08 7.22 -15.17 32.66
SustExp 0.44 0.50 0.00 1.00
Country-specific variables
GDPGro 1.98 3.76 —8.40 7.90
Corrupt 0.49 0.11 0.26 0.71

Note: BS, board size; BI, board independence; BA, board activity; SC, sustain-
ability committee; LEV, leverage; ROAE, return on average equity.

(2006) and Dhaliwal et al. (2011), suggest a positive relationship. They
claim that debtholders can discipline and monitor corporate activities,
thereby, positively impacting their SP. On the contrary, Artiach et al.
(2010) posit that leverage has a negative impact on firms’ SP. They
argue that debtholders, as capital providers, are more powerful than
other stakeholder groups, and therefore, corporate management may
focus their attention on meeting their needs at the expense of other, less
powerful claimants (e.g., employees and society). Meanwhile, Kawabata
(2019) proclaims that because equity holders are more sensitive to in-
vestment risks posed by climate and environmental shocks, they are
more likely to consider the SP of financial institutions in their invest-
ment decisions than debtholders. He claims that, because the FP of in-
vestments substantially influences equity investors’ returns, whereas
debtholders typically receive fixed returns set at the outset, equity
holders will eventually exert more pressure on financial institutions to
reinforce their consideration of climate and environmental risks in their
investment strategies/decisions, and therefore, strengthen their SP.
Hence, in line with Kawabata (2019), we anticipate a positive
leverage-SP association from the perspective of equity holders. Leverage
is defined as the ratio of equity to total assets.

As for bank size, previous studies show that larger banks outperform
smaller banks in terms of SP because they have more resources to
establish effective sustainability management control systems and are
therefore subject to higher public and stakeholders’ scrutiny (Bose et al.,
2018; Weber & Chowdury, 2020). Hence, we expect a positive rela-
tionship between the size of Islamic banks and SP. Bank size is defined as
the natural logarithm of total bank assets.

Finally, we introduce Islamic banks’ experience of sustainability
disclosure as a dummy variable, assigning a code of “1” to banks with at
least four years of corporate sustainability disclosure and a code of “0”
otherwise. According to Adams (2017), experience of sustainability
disclosure can help bank boards better integrate sustainability issues
into their CG structure. Accordingly, and in line with Li (2020), Jia and
Li (2022) and Li et al. (2022), we anticipate a positive and statistically
significant relationship between experience of sustainability disclosure
and Islamic banks’ SP.

- Country-specific variables

Consistent with Jia and Li (2020) and Disli et al. (2022), this study
introduces/uses economic development and corruption levels
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(CORRUP) as key country-specific control variables. Despite the litera-
ture’s controversial and inconclusive results on the impact of economic
development on SP, we control for GDP growth (GDP Gro).

Corporates in countries with established legal and regulatory
enforcement systems, more open public discourse, and less corruption,
are more likely to deliver better corporate SP (Jia & Li, 2020). Their
stakeholders are powerful and informative; therefore, they can pressure
firms to show greater stewardship commitment toward sustainability
demands (Jia & Li, 2020). This variable ranges from 0 (very clean) to 1
(extremely corrupt).

Table 3 shows the descriptive statistics of the various dependent SP
variables in addition to the explanatory variables on the four levels
namely, institutional, CG, bank and country.

The mean values for Sust Score, Econ Sust, Social Sust, and Enviro
Sust are 0.38, 0.63, 0.33, and 0.28, respectively. Table 3 highlights the
low mean environmental and social sustainability scores of our sample
of Islamic banks. The board-level variables shows that a board has an
average of eight members (0.91), 51.95% of whom are independent, and
meets -approximately- 10 times (0.99) per year. In relation to bank-
specific variables, we see that the sample mean profitability ratio
(ROAE) is 13.08%, and the mean leverage ratio (LEV) is 10.27%. The
average sample bank size, on the other hand, is $12.88 billion, with
minimum and maximum values of US$1.35bn and US$165.96bn,
respectively. Regarding country-level variables, we observe that the
average GDP growth across the selected jurisdictions is 1.98%, while the
sample mean corruption level stands is 49%.

The correlation coefficients between regressors are relatively small,
with the exception of RG’s correlation with SustExp (0.657) and SC
(0.644). These maximum pairwise correlation coefficients suggest the
absence of multicollinearity in our dynamic regression model.

4. Empirical results and discussion

Table 5 shows the empirical results of our estimation.

4.1. Institutional isomorphism and Islamic banks’ SP

Table 5 shows that institutional factors specifically, SF regulatory
guidelines/RG and Islamic banks’ membership in local and/or interna-
tional SF initiatives, are not statistically significant across all four
models. In other words, regulative isomorphism (consistent with
Kawabata 2019 but inconsistent with Bose et al., 2018) and normative
pressures (unlike Bose et al., 2018; Kawabata, 2019) are not yet de-
terminants of Islamic bank SP. Accordingly, we find no support for H1
and H2.

Bank self-regulation, or rather, the lack of formal RG for SF in GCC
countries, the progressive and gradual regulatory development and
implementation of sustainability guidelines and strategies in Malaysia®
Indonesia’ and Bangladesh'?, and the absence of an effective regulatory
and sustainability ecosystem across jurisdictions have resulted in an
insignificant impact of countries’ RG on Islamic banks’ SP thus far.

SF, however, is a policy driven discipline (Zhang, Zhang, & Managi,
2019) i.e., without substantive regulatory oversight, it is difficult to
generate tangible sustainability impacts (Setyowati, 2023). In other
words, policies and regulations are key determinants of Islamic banks’
SP and critical enablers of their contribution to sustainability transition

8 BNM identifies four phases for VBI implementation: initiation, emergence,
engagement, and establishment. According to the Association of Islamic
Banking and Financial Institutions Malaysia (AIBIM), they are currently at the
second stage, which is emergence (BNM, 2018).

9 Regulatory and industry association actions in Indonesia are at the inter-
mediary stage (SBFN, country progress report, Indonesia, 2022).

10 SBEN report 2022 highlights that Bangladesh is at the implementation stage
of its overall progression matrix i.e., it does not reach the stage of maturity yet.
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Table 4
Correlation matrix.
Variables ROAE z LEV GDPGro Corrup SustExp BSize BInd BAct RG PN SC
ROAE 1
Z 0.553¢ 1
LEV ~0.236" 0.0478 1
GDPGro 0.286° —0.133 —0.157° 1
Corrup 0.0356 0.361° 0.122 —0.262° 1
SustExp2 0.359° 0.0306 —0.543¢ 0.324° —-0.201° 1
BSize 0.0467 —0.0156 0.0341 0.0565 —0.422¢ —0.216" 1
BInd —0.0980 —0.135 -0.199" —0.0124 0.267¢ 0.245" —0.535¢ 1
BAct 0.311°¢ 0.233" —0.294¢ 0.151° —0.285° 0.577¢ —0.0770 —0.0540 1
RG 0.233" 0.0901 —0.459°¢ 0.214" —0.183" 0.657¢ —0.181" 0.180" 0.619° 1
PN —0.130 —-0.201° —0.345¢ —0.0609 0.182% 0.242° —0.345¢ 0.439° 0.00229 0.269° 1
SC 0.364° 0.169" —0.394°¢ 0.129 —0.0723 0.542¢ -0.171" 0.0993 0.515° 0.644° 0.208" 1
2 p < 0.05.
> p<0.01.
¢ p <0.001.

(Bhatnagar & Sharma, 2022; Bose et al., 2018; Naidoo, 2020). There-
fore, policymakers in key Islamic finance jurisdictions (particularly in
GCC countries) have no choice but to manage this regulatory de-
pendency and set appropriate regulatory strategies to standardize SP
measures, build an effective SF ecosystem for better policy-alignment
(Nicholls, 2021), regularly assess/measure Islamic banks’ integration
of sustainability criteria and their compliance with SF regulations
(Setyowati, 2023), gradually and consistently develop and introduce
clear ESG criteria'® to address regulatory gaps and reinforce the current
SF frameworks for Islamic banks (Schumacher et al., 2020), and create
incentives'? to shift Islamic banks’ business models toward more sus-
tainability practices and stimulate investors to increase the supply side
of SF (Nicholls, 2021; Setyowati, 2023). Such policy and regulatory
actions have the potential to turn the insignificant impact of RG on the
SP of Islamic banks positive.

As for the peer pressure mechanism, Islamic banks are not yet active
members of international SF initiatives [only CIMB and Bank Muamalat
Malaysia Berhad adhere to the United Nations Principles for Responsible
Banking and the Global Alliance for Banking on Values respectively].
Moreover, local normative isomorphism structures are either nonexis-
tent [in GCC countries] or have not yet established themselves [in
Malaysia, Indonesia, and Bangladesh].

Policymakers would, therefore, want to establish effective local
networking and drive financial institutions to comply with the specifi-
cations of local -if any- and global sustainability/SF networks. Islamic
banks’ commitment to global institutional networks will increase their
exposure to more holistic and comprehensive technical guidelines,
sustainability specifications, and implementation support processes’’

11 Banks’ representatives in Indonesia underline that due to the broad defi-
nition of green projects or green assets in the technical guidelines, they struggle
to develop relevant and standardized procedures that may help introduce sus-
tainability criteria into their investment portfolios (Setyowati, 2020).

12 Representatives from financial institutions in Indonesia emphasize that the
regulatory incentives that aim to promote and expedite the implementation of
sustainable finance guidelines are insufficient (Setyowati, 2020).

3 https://www.unepfi.org/wordpress/wp-content/uploads/2021/08,/04-Indi
vidual-feedback-and-support-Process-%E2%80%93-Overview.pdf.

(Bank Negara Malaysia, 2018). They can help Islamic banks develop
their sustainability strategies, establish SF policies, and better integrate
sustainability practices into their daily business operations and credit
allocation policies (Setyowati, 2020).

Local networks on the other hand, help Islamic banks establish
strategic collaborations/partnerships with key stakeholders, identify
regulatory gaps, mitigate policy uncertainty, and resolve implementa-
tion issues. Moreover, Islamic banks can amplify their impacts beyond
their individual organizational capabilities through increased industry-
wide knowledge exchange, additional strategic collaborations, and
effective local communication of sustainability best practices (Bank
Negara Malaysia, 2018). On top of that, active support for “communities
of practitioners”, provides policymakers with relevant platforms for
more effective private financial sector-policymakers’ discussions,
reducing the likelihood of exposure to counter-productive policies and
regulations.

Additionally, it is recommendable for regulators and policymakers to
actively engage in global sustainability/SF initiatives. This will help to
better align local and global SF networks’ specifications, policies, ob-
jectives, assessment frameworks, regulations, guidelines, sustainability
or impact metrics, and implementation strategies to name a few.

In short, policymakers can leverage their innovations in policies,
regulations, and industry actions to improve Islamic banks’ SP by better
managing local and global structures of normative pressures.

4.2. Board-level variables and Islamic banks’ SP

4.2.1. Board size and board independence

Similarly to institutional isomorphism, our estimation results across
the four models show a statistically insignificant relationship between
BS (Galbreath, 2011; Garcia-Sanchez et al., 2014; Giannarakis, 2014a;
Saha & Akter, 2013) and BI (Janggu et al., 2014; Said et al., 2009) and
SP. Therefore, H3 and H4 are rejected, implying that these board
characteristics have no bearing on the SP of Islamic banks in the selected
jurisdictions.

4.2.2. Board activity
In contrast to our hypothesis of a positive BA-SP association, the
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Table 5 Table 6
System GMM results. Robustness check with regulatory guidelines.
Model 1 Model 2 Model 3 Model 4 Model 1 Model 2 Model 3 Model 4
Sustscore.; 0.609 (3.54) Sustscore.q 0.625 (3.95)
Econsusta;., 0.548 (2.41) Econsusta.; 0.546 (2.97)
sk Kk
Socialsustay. 0.682 (4.29) Socialsustay. 0.661 (4.49)
1
Envirosustay. 0.753 (6.74) Envirosusta,. 0.750 (6.81)
1 ek 1 Fedek
RG 0.000447 —0.0017 —0.015 0.016 (0.47) RG 0.0037 (0.15) —0.0038 —0.0119 0.0183 (0.51)
(0.02) (-0.12) (—0.64) (—0.25) (—0.53)
PN —0.01 (—0.81) 0.0083 —0.0119 —0.001 BS —0.0038 0.0005 (0.30) —0.0049 —0.00136
(0.44) (-0.81) (-0.57) (—0.68) (-0.82) (-0.41)
BS —0.004 0.0009 —0.0050 —0.0016 BI 0.0015 (0.40) 0.0004 (0.13) 0.0015 (0.51) 0.0024 (0.51)
(—0.69) (0.53) (—0.80) (—0.46) BA —0.0028 —0.0022 —0.0025 —0.0019
BI 0.002 (0.53) 0.00054 0.0017 0.003 (0.57) (—2.62)** (—2.63)** (—2.12)** (—1.49)
(0.17) (0.59) SC 0.0530 (2.12) 0.0642 (2.61) 0.0424 (2.08) 0.0531 (1.92)
BA —0.0028 —0.0022 —0.0025 —0.0019 wx o wx *
(—2.56)** (—2.07)** (—2.11)** (—-1.52) ROAE —0.0013 —0.0022 —0.0017 —0.0006
SC 0.0548 (2.19) 0.0635 0.0418 0.0536 (—0.90) (—2.28)** (-1.76)* (-0.47)
o (2.12)** (2.09)** (1.98)** LEV —0.00520 —0.0036 —0.0068 —0.0048
ROAE —0.0013 —0.0021 —0.0017 —0.00076 (—1.96)* (—1.36) (—2.55)** (-1.62)
(—0.89) (—2.29)** (-1.63) (—0.54) z 0.0708 (2.49) 0.0556 (3.88) 0.0722 (2.66) 0.0648 (2.63)
LEV —0.006 —0.0031 —0.0072 —0.0053 xE i wx
(—-1.91)* (—1.36) (—2.25)** (—1.86)** Exp 0.0492 (2.12) 0.0316 (2.03) 0.0355 (1.64) 0.055 (2.04)
Z 0.0701 (2.34) 0.0585 0.0653 0.0621 o ek o
o (2.79)*** (2.45)** (2.45)** GDP grow 0.00024 —0.00025 —0.00021 —0.0013
Exp 0.0526 (2.13) 0.0305 0.0373 0.056 (2.10) (0.18) (—0.30) (-0.17) (-0.71)
o (1.80)* (1.62) e Corrupt —0.1813 —0.2346 —0.1676 (—2. —0.1386
GDP grow 0.00036 (0.26) —0.00026 —0.00008 —0.0013 (—1.84)* (—2.55)** 03)** (-1.28)
(—0.26) (—0.07) (—0.69) Constant —0.3813 —0.0976 —0.3823 —0.4479
Corrupt —0.168 —-0.239 —0.1511 —0.130 (—2.19)** (—0.86) (—2.48)** (—2.15)**
(-1.54) (—2.04)** (—1. 82)** (-1.20) AR1 0.057 0.057 0.040 0.041
Constant —0.3608929 —0.141 —0.3171 —0.413 AR2 [0.774] [0.625] [0. 906] [0.859]
(-2.10) (-1.30) (—2.18) (-1.96)* Hansen test [0.174] [0.867] [0.672] [0.848]
AR1 0.069 0.082 0.046 0.040 N Observ 143 143 143 143
AR2 [0.842] [0.649] [0. 968] [0.883] Instr/groups 20/31 20/31 20/31 15/31
Hansen test [0.153] [0.841] [0.622] [0.814] GMM Type system system system system
N Observ 143 143 143 143 Two-Step twostep twostep twostep twostep
Instr/groups 21/31 21/31 21/31 16/31 Robust robust robust robust robust
GMM Type system system system system
Twostep twostep twostep twostep twostep
Robust robust robust robust robust particularly for Islamic banks in GCC countries, the most important of

estimation results in Table 4 show a negative and statistically significant
impact of BA on Islamic banks’ overall, economic, and social SP. To
illustrate, a one-standard deviation increase in board meetings can result
in a 0.0028, 0.0022 and 0.0025 decrease in Islamic banks’ overall,
economic and social SP respectively. However, unlike Osazuwa et al.
(2016), BA does not explain Islamic banks’ environmental SP. Therefore,
we do not find support for H5c. These result conflicts with agency the-
ory, which holds that BA is an indicator of board due diligence and
claims that the higher the frequency of board meetings, the more they
can attend to the needs of other stakeholders (Hussain et al., 2018), and
therefore, the better the SP.

4.2.3. Sustainability committee

Our findings, which are consistent with Liao et al. (2015), Dix-
on-Fowler (2017), Hussain et al. (2018), Homroy and Slechten (2019),
Baraibar-Diez and Odriozola (2019), Li (2020), and Elmaghrabi (2021),
show a significantly positive impact of the SC on the SP of Islamic banks
in the four models. To put it in another way, Islamic banks that establish
SC can better manage their various stakeholders’ interests, positively
respond to sustainability demands (in line with stakeholder theory), and
therefore, show better SP than their counterparts. It is important to note
the economic significance of our empirical results: Islamic banks that
delegate management of their sustainability strategy/framework to a SC
show a better overall (0.0548), economic (0.0635), social (0.0418) and
environmental SP (0.0536). Therefore, this result supports H6, H6a,
H6b, and H6c. Furthermore, it has several managerial implications,
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which is to establish an effective sustainability governance structure
that allow Islamic banks to effectively drive their sustainability strat-
egy/framework from the board/top. This requires the formation of a
separate board SC alongside other board committees. Its primary re-
sponsibilities include overseeing and endorsing the overall sustainabil-
ity framework and strategy; monitoring and reviewing the bank
sustainability governance structure, policies, and metrics; assessing,
managing and advising on the sustainability strategy implementation at
management level; and ensuring better integration of sustainability
criteria into banks’ business strategies across departments.

4.3. Control variables

The estimation results for the bank-level and country-specific control
variables provide additional insights. To illustrate, bank size shows to
have a significantly positive impact on SP score in all four models. This
result is consistent with prior studies (Bose et al., 2018). Commensurate
with Li (2020), our estimates reveal a positive and statistically signifi-
cant relationship between experience of sustainability disclosure and
overall, environmental, and economic sustainability scores. In other
words, the more experience Islamic banks have with sustainability
disclosure, the better their overall, economic, and environmental SP.
ROAE, on the other hand, has a significantly negative correlation with
the economic sustainability score alone. This suggests that Islamic banks
prioritize financial performance over economic sustainability criteria
(such as indirect economic impact, procurement practices ...). In terms
of leverage, the coefficient estimates document a statistically significant
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Table 7
Robustness check with Islamic banks’ membership in SF networks.
Model 1 Model 2 Model 3 Model 4
Sustscore.q 0.603 (3.28)
Econsusta;., 0.546 (2.38)
%k
Socialsusta, ; 0.687 (4.40)
Envirosusta. 0.761 (6.82)
1 ek
PN —-0.010 0.0098 (0.49) -0.0117 —-0.0116
(—0.80) (—0.80) (-0.61)
BS —0.0043 0.0010 (0.58) —0.0046 —0.0019
(—-0.69) (-0.79) (-0.53)
BI 0.0019 (0.59)  0.0007 (0.22) 0.0015 (0.50)  0.0029
(0.59)
BA —0.0028 —0.0022 —0.0026 —0.0016
(—2.19)** (—2.18)** (—2.19)** (-1.62)
SC 0.0551 (2.23)  0.0642 (2.08) 0.0385(1.97)  0.0545
*k *k * (2.04)**
ROAE —0.0013 —0.0021 —0.0014 —0.0009
(-0.97) (—2.23)** (-1.62) (—0.69)
LEV —0.0062 —0.0031 —0.0064 —0.0057
(—2.21)* (-1.35) (—2.33)** (-2.01)*
Z 0.0706 (2.28)  0.0587 (2.66) 0.0615 (2.54)  0.0624
ok ke sk (2.51)**
Exp 0.0530 (2.20) 0.0289 (1.60) 0.0326 (1.58) 0.0610
(2.35)**
GDP grow 0.0004 (0.33)  —0.00026 —0.0003 —0.0010
(-0.30) (—0.29) (—0.63)
Corrupt —0.1658 —-0.2362 —0.1444 -0.1295
(-1.51) (—1.99)** (-1.70)* (-1.24)
Constant —0.3621 —0.1465 —0.3021 —0.4061
(—2.07)** (-1.41) (—2.16)** (—2.03) *
AR1 0.080 0.082 0.044 0.039
AR2 [0.838] [0.652] [0. 896] [0.965]
Hansen test [0.147] [0.857] [0.595] [0.847]
N Observ 143 143 143 143
Instr/groups 20/31 20/31 20/31 15/31
GMM Type system system system system
Two-Step twostep twostep twostep twostep
Robust robust robust robust robust

but negative relationship with overall, social, and environmental SP.
Therefore, contrary to our theoretical assumption, equity holders are
less likely to consider sustainability impacts in their investment de-
cisions. This is also consistent with IMF claims: investors
[equity-holders] are not yet aware that climate, social and environ-
mental disorder can harm financial stability and economic performance,
and thus, reduce their returns (Fabris, 2020; IMF, 2018). Finally, our
dynamic model results show that GDP growth does not explain Islamic
banks’ SP, whereas corruption has a negative and statistically significant
impact on their economic and social SP (in line with Ahmed & Anifo-
wose, 2023).

4.4. Robustness check

We perform a robustness check to examine the structural validity of
our dynamic coefficient estimates and determine how certain our results
are in response to changes in model specifications (Lu & White, 2014).
To carry it out, we gradually integrate institutional variables, i.e., reg-
ulatory guidelines and Islamic banks’ membership in local and/or in-
ternational SF initiatives and check the sensitivity of our results to both
models. Tables 6 and 7 present the results of our robustness check.

Tables 6 and 7 demonstrate the structural validity of our coefficient
estimates and the robustness of our results to changes in regression
specifications.

5. Conclusions and recommendations

Several Islamic finance jurisdictions have set the standards for
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incorporating MAQASID-based sustainability criteria into Islamic
financial institutions’ (IFI) business strategies. Regulatory and supervi-
sory authorities are constantly working to develop guidelines, cultivate
sustainability leaders, and implement relevant CG structures to ensure a
smooth transition of IFIs toward more effective sustainability practices.
Therefore, the purpose of this study is to examine whether institutional
factors, specifically regulatory frameworks and Islamic banks’ engage-
ment in international and/or local SF initiatives, as well as CG structures
determine Islamic banks’ SP in nine key Islamic finance jurisdictions. To
the authors’ knowledge, this is the first study to examine whether the
institutional framework and the establishment of SC can have a signif-
icantly positive impact on the SP of Islamic banks.

Our study includes 32 Islamic banks and employs the two-step sys-
tem GMM estimation technique. It yields notable results, particularly
with regard to board characteristics. We report that the introduction of
SF specific regulatory guidelines and Islamic banks’ adherence to in-
ternational and/or local SF networks’ specifications has so far failed to
explain Islamic banks’ SP. This raises the question of how to monitor
their regulatory dependency, without which, it is difficult to generate
tangible sustainability impacts. As for board attributes, our results
indicate that BS and BI are not determinants of Islamic banks’ SP,
whereas SC shows a positive and statistically significant relationship
with sustainability indicators. BA, on the other hand, correlates
inversely with overall and social sustainability scores.

Despite the study’s contribution, future studies can address a few
notable limitations, providing additional insights into the determinants
of Islamic banks’ SP. First, access to material sustainability data is
limited. In other words, more efficient access to material sustainability
data that better account for the role of Islamic banks as intermediaries in
financial and economic systems may contribute to better understanding
the dynamics of institutional isomorphism and the impact of CG struc-
tures on Islamic banks’ SP. Second, there are no local SF initiatives in
several Islamic finance jurisdictions, and our sample of Islamic banks
has a low commitment to the specifications of international SF networks.
As a result of this limitation, our results on the impact of normative
structures on the SP of Islamic banks are inconclusive or rather unre-
flective. Future studies, therefore, may leverage the potential involve-
ment of more Islamic banks in global sustainability certifications and
their active engagement in the establishment of more effective local
networks to provide more reflective results. Third, our estimation model
includes SC as a dummy variable due to the lack of disclosure of SC
characteristics in the sustainability and annual reports of the Islamic
banks under consideration. Further disclosure in this regard (i.e., size,
composition, independence, diversity, duality and diligence ...) in
future sustainability reports will provide additional data that re-
searchers can use to better figure out which attribute of this CG mech-
anism determines Islamic banks’ SP. Finally, several Islamic banks
incorporate digital transformation in their sustainability reports as a
critical enabler of their transition toward more sustainability practices.
Currently, data on Islamic banks’ digitalization level are relatively
scarce. Consequently, with greater disclosure and accessibility to digi-
talization data, we may better examine its impact on Islamic banks’ SP.
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