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ABSTRACT

Objective — The objective of the study is to analyze the application of Islamic Corporate Governance (ICG) on
Sustainable Business, focusing on Islamic Financial Performance as a mediating variable in Islamic Banks in Indonesia.

Methodology/Technique — The population and sample in the study consists of 9 Islamic Banks. The study uses partial
least square (PLS), and the data is collected from public reports for the period between 2010 and 2015. The variables of
the study are: Islamic Corporate Governance as an independent variable, Sustainable Business as the dependent variable
and Financial Performance as a mediating variable.

Findings — The study shows that Islamic Corporate Governance (ICG) has a positive significant effect on Islamic
Financial Performance, Islamic Corporate Governance (ICG) has no effect on Sustainable Business, and Islamic Financial
Performance has a positive effect on Sustainable Business. The findings also show that Islamic Financial Performance
can have an indirect impact to mediating the effect of Islamic Corporate Governance on Sustainable Business Islamic
Bank.

Novelty — Using Murabahah ratio to measure Islamic Financial Performance.

Type of Paper: Empirical.
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JEL Classification: G21, L22, M41.

1. Introduction

In order to face the AEC in Banking 2020, competition in the banking industry will intensify, having an
affect on the performance and sustainability of the business of Islamic banks in Indonesia. In the 21* century,
the implementation of good corporate governance in the management of banks is very important. Corporate
governance in the Islamic perspective is always associated with the concepts related to behaviour in business
governance, along with other things that are transcendental to this. This is a direct consequence of a Muslim’s
to Allah.
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Good corporate governance can help create an environment that is conducive to efficient and sustainable
growth in all sectors of the company. The importance of corporate governance in Islamic banks is reflected in
the results of research conducted by Chapra and Habib (2002) who state that the implementation of corporate
governance in some lIslamic financial institutions could increase public confidence in Islamic banks.
Implementation of corporate governance in Islamic banks is therefore very important. This is because corporate
governance not only cultivates the presence of Islamic banks alone, but it also preserves the image or good
name of Islamic banks in the eyes of society because there is no guarantee that an institution with the name of
sharia certainly is subject to, and complies fully with, the principles of sharia. For that to occur, Islamic banks
need to be ensure the existence of good corporate governance structures and processes.

Several studies reveal the importance of corporate governance in relation to the performance of companies
(Mohammed & Fatimoh, 2012; Aggarwal, 2013; Hoque, 2013; Asrori, 2014; Haider et al., 2015). The results
of this research states that corporate governance has a positive significant impact on the financial performance
of a company.

Financial performance is a useful source of information for investors. One measure of financial performance
is profitability. Dilling (2009) states that high profitability and strong long-term growth will affect the
sustainability of a company's business. Nawaiseh (2015) also states that financial performance is given proxies
by the ROA and ROE which have a positive significant impact on the disclosure of Corporate Social
Responsibility (CSR).

Sustainability is the balance between people-planet-profit, known as the concept of the triple bottom line
(TBL). Sustainability lies at the confluence of three aspects: people-society; planet-environment; and profit-
economic (Elkington, 1998). The implementation of sustainable business practices can be achieved through
the adoption of CSR measures. CSR, from an Islam perspective, must reflect the principles of Islam in the
public interest as Islamic banks not only focus on making a profit, but also on social welfare and protection
needs (Dusuki & Abdullah, 2005).

There are inconsistent results concerning the impact of corporate governance on the sustainability of
businesses. For example, research conducted by Sari and Marsono (2013), Janggu et al. (2014), and Hashim
et al. (2015) all state that corporate governance has a significant influence and positive impact on the
sustainability of businesses. This is in contrast with research by Aras and Crowther (2008), Aziz (2014) and
Hashim et al. (2015) which all states that corporate governance does not affect the disclosure quality of a
company's sustainability report.

Corporate governance is also considered to be a variable that can affect the sustainability of a company
(Hashim et al., 2015). In general, financial performance is measured by the level of profitability. Hameed et
al. (2004) measured the financial performance of Islamic banks using the Profit Sharing Ratio (PSR) and Zakat
Performance Ratio (ZPR). In the present study, the murabaha ratio will be used to measure the performance of
Islamic financial institutions. Murabahah ratio has never been used by Islamic banks to measure financial
performance.

2. Literature Review
Accord Bhatti and Bhatti, Islamic corporate governance is defined as follows:

“Islamic corporate governance (ICG) seeks to devise ways in which economic agents, the legal
system, and corporate governance can be by moral and social values based on Shari’ah laws. Its
supporters believe that all economic, corporate, and business activities should be based on an
ethareligious paradigm, with the sole aim being the welfare of individuals and society as a whole.
In many ways, ICG propose its objective as conventional corporate governance, but within the
religious-based moral codes of Islam. A model of ICG may be proposed by recording the
objectives of Sharia’ah with the stakeholder model of corporate governance”.
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Financial performance refers to the company's financial condition at a given period and concerns aspects
of fundraising and distribution of funds, which is usually measured by indicators of capital adequacy, liquidity,
and profitability (Jumingan, 2006). This study builds on the results of research conducted by Hammed et al.
(2004). Thus, in this study, murabaha ratios are used to assess the financial performance of Islamic banks.

The definition of sustainable business is the ability of a company to achieve business objectives and improve
the long-term value for shareholders by integrating economic, social and environmental factors into its business
strategy (Wibisono, 2007). Sustainability is the balance between people-planet-profit, known as the concept
of the triple bottom line (TBL). Sustainability lies at the confluence of three aspects: people-socially; planet-
environment; and profit-economic (Elkington, 1998).

The main objective of research is to examine the sustainability of the business of Islamic banks, focusing
on Islamic corporate governance and Islamic financial performance.

3. Methodology

Islamic Financial
Performance
(Y1)

~

Islamic Corporate
Governance (X1)

Business
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\ 4
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Figure 1. Empirical Research Model
Research hypotheses are as following:

e Hi: The improvement of Islamic corporate governance will improve Islamic financial performance.

e Hy: The improvement of Islamic corporate governance will increase the sustainability of the business.

e Hs: The improvement of Islamic financial performance will increase the sustainability of the business.

e Hg: Islamic financial performance is a mediator of Islamic corporate governance which will increase
the sustainability of the business.

As regards to research methodology, population in this study consists of 9 Islamic commercial banks.
Samples are taken with the saturated sampling method. By using the entirety of available Islamic banks, the
sample used includes 9 Islamic commercial banks. They are: Bank Muamalat, Bank Syariah Mandiri, Bank
Mega Syariah, Bank BRI Syariah, Bank BNI Syariah, Bank Syariah Bukopin, Bank BCA Syariah, Bank Panin
Syariah and Bank Panin Syariah.

To analyze the data, the study uses analytical techniques such as the Partial Least Square (PLS). The stages
in testing PLS include: designing structural models (inner model), designing measurement models (outer
model), constructing a path diagram, and testing the fitness of the structural model and the hypotheses.

4. Result and Discussion
4.1 Testing the Fitness of the Structural Model (Inner Model)

Testing the fit of the structural model (inner model) is achieved by looking at R2 from the latent variables
with Geisser Q Square test. Based on the calculations, the predictive value of the Q-square-relevance (Q2) is
81.9%. These values indicate that the sustainability of Islamic banks is influenced by Islamic corporate
governance and Islamic financial performance, which amounts to 81.9%. The remaining 18.1% is a result of
other variables that have not been used in this study.
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Table 1. Recapitulation Results

Impact between

variables Path Coefficient T-Statistics P-Value Information
X1=> VY, 0.4493 3.2664 0.001 Significant
X12Y; 0.1103 0.7914 0.429 No Significant
Yi2Y; 0.2695 2.1109 0.035 Significant

4.2 The Effect of Islamic Corporate Governance on Islamic Financial Performance

The results of the statistical analysis generated a path coefficient value of 0.4493 and a t-statistic value of
3.2664, which is greater than t-table (3.2664> 1.960) with a p-value of 0.001. These results suggest that Islamic
corporate governance has a positive significant effect on Islamic financial performance. This means that the
implementation of Islamic corporate governance is able to improve the Islamic financial performance of
Islamic banks. The results of this study are consistent with the results of research conducted previously such
as: Mohammed and Fatimoh (2012); Aggarwal (2013); Hoque et al. (2013); Asrori (2014) and Haider et al.
(2015). This previous research all state that good corporate governance has a positive significant impact on the
financial performance of a company. It can be concluded that Islamic corporate governance is able to increase
Islamic financial performance, therefore that hypothesis is accepted.

4.3 The Effect of Islamic Corporate Governance on the Sustainability of a Business

The test of the effect of Islamic Corporate Governance on Sustainable Business generates a path coefficient
value of 0.1103 and a t-statistic value of 0.7914, which is smaller than t-table (0.7914 <1.960) with a p-value
of 0.429. The results suggest that Islamic corporate governance does not effect the sustainability of a business.
This is because the outer loading value is 3 being the 3 indicators of Islamic corporate governance, including:
indicator completeness and implementation of committee assignments (X1.3) has a value of outer loading
0.8153; indicators of performance of duties and responsibilities of the Sharia Supervisory Board (X1.4) has a
value of outer loading 0.7942; and indicator handling of conflicts of interest (X1.6) has a value of outer loading
0.8292. The three indicators therefore have outer loading values below the average value of outer loading
(<0.9135). Therefore, all three indicators influence the effect of Islamic Corporate Governance on the
sustainability of a business, which becomes insignificant. The results suggest that Islamic banks should pay
more attention to the three indicators, so that if all the indicators of Islamic corporate governance are running
at optimal levels, it may enhance the sustainability of their business.

These results are consistent with research conducted by Aras and Crowther (2008) and Aziz (2014), which
both state that it is not enough to prove that good corporate governance will ensure that a company will be
sustainable. It can be concluded that Islamic corporate governance does not necessarily guarantee the
sustainability of a business, therefore that hypothesis is not accepted.

4.4 The Effect of Islamic Financial Performance on the Sustainability of a Business.

In testing the effect of Islamic Financial Performance on the sustainability of a business, the result generates
a path coefficient value of 0.2695 and a t-statistic value of 2.1109, which is greater than t-table (2.1109> 1.960)
with a p-value of 0.035. These results indicate that Islamic financial performance has a significant positive
effect on the sustainability of a business. This means that Islamic financial performance will improve the
sustainability of Islamic bank. Thus, it can be said that good Islamic financial performance will increase the
company's level of corporate social responsibility which in turn will be able to improve the welfare of the
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community. Dilling (2009) states that high profitability and strong long-term growth will affect the
sustainability of a business. These results are consistent with research conducted by Nawaiseh (2015), which
states that a company's financial performance has a significantly positive effect on the disclosure of CSR,
which in turn will improve the welfare of the community. It can be concluded that Islamic financial
performance is able to improve the sustainability of a business, therefore that hypothesis is accepted.

4.5 Islamic Financial Performance as a Mediator of the Effect of Islamic Corporate Governance on the
Sustainability of a Business.

Table 2. Testing Model Mediation (Indirect Impact)

Indirect Coefficient

Impact Coefficient Direct Impact Indirect Impact Information
Full Mediation
XiDPY1D>Y, | Xi=>Y1=0449 Y1=Y,=0.270 3.698 (Sobel Test)

The results of the analysis of the indirect impact of Islamic corporate governance on the sustainability o a
business through Islamic financial performance has a significant positive coefficient value of 3.698, meaning
that Islamic corporate governance has an impact on sustainable business performance through Islamic financial
performance. This study therefore suggests that the sustainability of an Islamic bank can be achieved indirectly
through the influence of Islamic financial performance and Islamic corporate governance. The path coefficients
of the influence of Islamic corporate governance on the sustainability of a business amounted to 0.110 (not
significant), the path coefficient of the influence of Islamic corporate governance on Islamic financial
performance is 0.449 (significant) and the path coefficient of the influence of Islamic financial performance
on the sustainability of a business amounted to 0.269 (significant). This study therefore shows that Islamic
financial performance is a complete mediator of the effect of Islamic corporate governance on the sustainability
of Islamic banks.

5. Conclusion

The improvement of Islamic corporate governance was not proven to improve the sustainability of a
business. This finding suggests that, although Islamic corporate governance has been implemented, it does not
guarantee the sustainability of Islamic banks. However, Islamic banks must maintain and enhance Islamic
corporate governance because implementation of Islamic corporate governance will have a positive impact on
improving Islamic financial performance, which will ultimately have a positive impact on the improvement of
the sustainability of Islamic banks.
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