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ABSTRACT
Research Question/Issue: We investigate whether the risk-taking of Islamic banks is affected differently by corruption com-
pared to conventional banks. We also examine whether the characteristics of the Shari'ah Supervisory Board (SSB) of Islamic 
banks and the characteristics of the board of directors of conventional banks play an effective role in moderating such an effect.
Research Findings/Insights: We find consistent evidence that banks in countries with higher corruption have higher bank 
risk for both conventional and Islamic banks. However, this association is attenuated by the size of the SSB, the presence of fe-
male board members, and higher academic qualifications of SSB members. For conventional banks, the moderating effect of the 
presence of female directors and academically qualified members on the board of directors is also prevalent but to a lesser extent.
Theoretical/Academic Implications: This study contributes to the corporate finance literature more generally by highlight-
ing the role played by corporate governance, particularly the presence of female members and academically qualified members 
on the SSBs of Islamic banks and on the board of directors of conventional banks, in mitigating the effect of corruption on bank 
risk-taking for the two bank types.
Practitioner/Policy Implications: Our findings are based on a matched sample of banks operating in 10 OIC (Organization of 
Islamic Cooperation) countries and have important implications for bank stability and bank governance reforms. On the detri-
mental side, urgency of the anti-corruption campaigns in these countries is justified due to the significant effect of corruption on 
risk-taking for both conventional and Islamic banks. Overall, to better fight corruption in countries with dual banking systems, 
there is a need to enforce stricter rules for all types of banks.

1   |   Introduction

We investigate whether corruption differently affects the risk-
taking of Islamic and conventional banks. In addition, we ex-
amine whether the characteristics of the Shari'ah Supervisory 
Board (SSB) of Islamic banks and the characteristics of the 
board of directors of conventional banks play an effective role 
in moderating such an effect. Although much work has been 
done in the literature on the role that corruption plays in non-
financial institutions, we know little about how corruption 

affects the risk-taking of banks in countries with dual banking 
systems. For instance, the corporate finance literature focuses 
on the association between corruption and firm performance 
(Brown et al. 2021; Van Vu et al. 2018), corporate innovation 
(Gan and Xu  2019; Sena et  al.  2018), efficiency (Hanousek 
et al. 2019), corporate investments (Pan and Tian 2017), cash 
holdings (Thakur and Kannadhasan  2019), and credit con-
straints (Wellalage et al. 2019). However, few empirical stud-
ies investigate the effect of corruption on bank risk-taking. For 
instance, Bermpei et  al.  (2021) find that strong institutional 
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environment moderates the negative effect of corruption on 
bank-lending in the United States.

Corruption is generally defined as the abuse of public power for 
private benefit (Aguilera and Vadera 2008). In addition to bribery 
and extortion, which define corruption in a narrow sense, corrup-
tion is also manifested in conflicts of interest, fraud, deception, 
embezzlement, the misuse of government power, and other related 
activities (Gorsira et al. 2018). More importantly, Jim Yong Kim,1 
the president of the World Bank, declared corruption as the “public 
enemy number one” for most developing economies.

In corporate finance, on the one hand, efficient and productive 
firms may receive more loans by bidding higher bribes; on the 
other hand, likelihood of borrowers' default may also increase 
due to corruption, which hinders lending by raising cost of debt 
(Chen et al. 2015). According to the “sand the wheels” hypothe-
sis, corruption is harmful to investment and economic growth. 
This hypothesis is largely supported by existing studies. For in-
stance, Charumilind et al. (2006) find that politically connected 
firms receive more long-term loans from banks with less col-
lateral. Park (2012) finds that non-performing loans increase in 
corrupt countries. Likewise, Weill  (2011) finds that corruption 
hampers bank lending in Russia and acts as an obstacle to eco-
nomic growth. In contrast, Williams et al. (2016) and Williams 
and Martinez-Perez (2016) find consistent evidence supporting 
the “grease the wheels” hypothesis in developing countries. 
They conclude that bribery serves as a “helping hand” in in-
creasing firm performance.

In the case of dual banking systems, research has focused on com-
paring conventional and Islamic banks with respect to business 
model (Beck et al. 2013), governance (Mollah and Zaman 2015), 
deposit insurance premiums (Grira et al. 2016), capital structure 
(Bitar et al. 2018; Bitar and Tarazi 2019), asset volatility (Belkhir 
et al. 2019), equity financing costs (Grira et al. 2019), FinTech inno-
vations and regulatory challenges (Grira and Labidi 2021), and risk-
taking (Abedifar et al. 2013; Bitar et al. 2021). However, research 
on how corruption affects the risk-taking of conventional and 
Islamic banks is still scarce. Our study fills this gap in the banking 
literature. We conjecture that the adherence of Islamic banks to 
ethical behavior (Khan 2010; Quttainah and Almutairi 2017) and 
the Shari'ah supervisory boards (SSBs) having multi-layer corpo-
rate governance structure (Mollah and Zaman 2015) may mitigate 
the effect of corruption on bank risk-taking. Our main findings 
show that the effect of corruption on risk-taking is significantly 
positive for the two bank types, although this effect is weaker for 
Islamic banks than for conventional banks.

For deeper insights, we examine whether the effect of corruption 
on bank risk-taking is attenuated depending on the characteris-
tics of their board. For Islamic banks, we consider the size of SSBs, 
the presence of females in SSBs, and academic qualification of 
SSBs members. For conventional banks, we examine the effects 
of the size of the board of directors, the presence of female board 
members, and academically qualified members. Our results show 
that SSB moderates the link between corruption and bank risk-
taking. Specifically, the positive effect of corruption on the risk of 
Islamic banks is mitigated with higher academic qualifications of 
SSB members and higher representation of women on the SSB. As 
for conventional banks, we find a weak effect when we consider 
the characteristics of the board of directors. Specifically, we find 
that the effect of the presence of female directors and academically 

qualified members on the board is marginal (significance at the 
10% level only) in attenuating the association between corruption 
and the risk of conventional banks. Our findings are robust to a 
battery of specifications, including the use of alternative measures 
of corruption and bank risk-taking as well as additional control 
variables such as institutional environment, national culture, and 
religion. Finally, the findings remain significant when we employ 
an instrumental variables (IV) approach to deal with endogeneity.

The motivation for studying the effect of corruption on the risk-
taking of Islamic banks compared with conventional banks is 
driven by the need to investigate a unique channel of the rela-
tionship between corruption and bank-risk in countries with 
dual banking systems. Islamic banking is characterized by its 
adherence to Shari'ah principles, representing a distinct subset 
of the financial industry with its own set of ethical and practical 
standards. Understanding how corruption influences Islamic 
banks compared with conventional banks is of key importance, 
as it provides insights into how differing ethical frameworks 
might affect susceptibility to corrupt practices and risk manage-
ment processes within these institutions. The findings of this 
work have the potential to inform regulators and policymakers 
about the strengths and the weaknesses of each system in com-
batting corruption, thereby contributing to the development of 
a more resilient and ethically sound financial system. By com-
paring these two distinct banking models, we aim to deepen our 
understanding of the multifaceted relationship between corrup-
tion and risk-taking, facilitating corporate decision-making for 
various stakeholders in the financial landscape.

This study contributes to the literature in two ways. First, it ex-
tends the broad literature on risk in Islamic banking (Abedifar 
et al. 2013; Abedifar et al. 2017; Beck et al. 2013; Khan et al. 2020; 
Mollah and Zaman 2015), by investigating how the risk-taking of 
Islamic banks is differently affected by corruption compared with 
conventional banks. In addition, this study examines the role of 
SSBs and the board of directors as potential channels to moderate 
the effect of corruption on bank risk in countries with dual bank-
ing systems. Second, we also contribute to the corporate finance 
literature more generally by highlighting the role played by corpo-
rate governance (Dela Rama 2012; Fu 2019; Lombardi et al. 2019), 
particularly the presence of female members and academically 
qualified members on the SSBs of Islamic banks and on the board 
of directors of conventional banks, in mitigating the effect of cor-
ruption on bank risk-taking for the two bank types.

The rest of this paper is organized as follows. Section 2 develops 
the hypotheses. Section 3 presents the sample, the variables and 
the empirical model. Section 4 discusses the main results, the ro-
bustness tests, and additional investigations. Section 5 concludes.

2   |   Hypotheses Development

2.1   |   Corruption and Bank Risk-Taking

The effect of corruption on risk-taking of Islamic and conven-
tional banks can be explained through the lens of “grease the 
wheels” and “sand the wheels” hypotheses. The former hy-
pothesis suggests that corruption may support bank lending 
to politically connected and profitable firms, albeit at the cost 
of increased bank risk-taking, while the latter presumes that 
corruption has a harmful impact on the stability of banks. In 
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existing banking literature, studies support both “grease the 
wheels” and “sand the wheels” hypotheses but a dominant 
part of this literature supports “sand the wheels” view. For 
instance, Chen et  al.  (2013) document that due to bribery 
more loans are granted to productive firms, in-line with the 
“grease the wheels” hypothesis of corruption. Similarly, Akins 
et al.  (2017) report that the timely recognition of loan losses 
can hinder lending corruption by improving the chances of 
identifying problem loans at an earlier stage. However, timely 
loan loss recognition is less associated with reduced cor-
ruption in countries where there is significant government 
ownership of the banking system and where banks are less 
disciplined by their capital providers, such as the government 
and depositors.

Contrary, in the case of “sand the wheels” hypothesis, 
Bougatef  (2017) reports that corruption impedes bank profit-
ability by diverting funds to undeserving projects. Likewise, 
Yakubu  (2019) and Asteriou et  al.  (2021) find a significantly 
negative impact of corruption on bank profitability and stabil-
ity. Finally, Chen et al. (2015) find that corruption increases the 
risk-taking of conventional banks.

Our study extends the work of Chen et  al.  (2015), Pan and 
Tian  (2017), Sena et  al.  (2018), and Bermpei et  al.  (2021) by 
examining the “grease the wheels” and “sand the wheels” hy-
potheses in the context of Islamic and conventional banks. We 
argue that Islamic banks are based on the religious doctrine 
of Shari'ah, which may differently affect the link between cor-
ruption and risk-taking for these banks compared with conven-
tional counterparts. Existing studies show that religion plays 
an important role in reducing corruption in bank lending (Niu 
et  al.  2022) by encouraging ethical behavior (Calkins  2000; 
Callen and Fang 2015). Previous research demonstrates that 
religious individuals have conservative moral values (Barnett 
et  al.  1996; Omer et  al.  2018). Bitar and Tarazi  (2019) also 
argue that religious customers of Islamic banks exhibit a more 
inelastic demand for Shari'ah-compliant  product than other 
customers, as they are driven by loyalty and respect for the 
Shari'ah law.

Therefore, we posit that Shari'ah board members may be less 
inclined to engage in a corrupt behavior (Niu et  al.  2022), 
thus reducing the effect of corruption on Islamic banks' risk-
taking. Furthermore, according to social psychology theories, 
for example, the legitimacy theory, individuals often conform 
to the social and cultural factors such as religiosity to gain 
social recognition and avoid social disapproval (Chircop 
et  al.  2020; McGuire et  al.  2012; Sunstein  1996). Based on 
the above discussion, we formulate our first hypothesis as 
follows:

Hypothesis 1.  The effect of corruption on risk-taking is sig-
nificantly different for Islamic banks than for conventional banks.

2.2   |   Corruption and Bank Risk-Taking: The Role 
of Board Characteristics

In this section, we further investigate whether the effect of 
corruption on bank risk-taking is attenuated depending on the 
board characteristics, namely, board size, female board repre-
sentation, and academic qualification of board members.

Prior literature suggests that the composition of boards play 
a major role in corporate governance (Adams et  al.  2010; 
Baldenius et al. 2014; Coles et al. 2014; Masulis et al. 2012), 
and effective boards provide important advisory and monitor-
ing role (Schwartz-Ziv and Weisbach  2013). The association 
between board size and its advisory and monitoring role has 
received significant attention in the corporate governance 
literature, although the findings are inconclusive. For con-
ventional banks, Pathan  (2009), Dong et  al.  (2017), and Lu 
and Boateng  (2018) argue that larger boards are less effec-
tive in terms of monitoring due to less cohesiveness, higher 
agency costs, and difficulties in communication and coordi-
nation between board members. In contrast, De Andres and 
Vallelado  (2008) and Wang and Hsu  (2013) show that board 
monitoring is positively associated with board size because 
larger boards typically include members with a diverse range 
of expertise.

For Islamic banks, we expect that the size of SSBs to reduce the 
effect of corruption on the stability of Islamic banks. For exam-
ple, Choudhury and Alam  (2013) document that SSBs are an 
additional layer of monitoring and oversight that restrict the en-
gagement of board members and bank management in excessive 
risk-taking. In addition, Mollah and Zaman  (2015) argue that 
the business model of Islamic banks is theoretically based on the 
premise of ethical behavior, prohibition of interest, and equity-
based financing. Thus, members of SSBs are expected to better 
monitor for compliance with Islamic ethics and hence reduce 
the effect of corruption on bank risk-taking. Thus, we formulate 
the following hypotheses:

Hypothesis 2a.  A larger SSB moderates the effect of corrup-
tion on the risk-taking of Islamic banks.

Hypothesis 2b.  A larger board moderates the effect of corrup-
tion on the risk-taking of conventional banks.

There is also an ongoing debate regarding female board repre-
sentation and its effect on bank performance and risk-taking. 
In the conventional banking literature, while some studies 
find a positive relationship between the presence of women 
on the board of directors and bank risk-taking (Campbell and 
Mínguez-Vera  2008; Liu et  al.  2014; Post and Byron  2015; 
Terjesen et  al.  2016), other studies show a negative effect 
(Adams and Ferreira 2009; Ahern and Dittmar 2012). In ad-
dition, studies such as Carter et  al.  (2010) and Chapple and 
Humphrey (2014) do not find a significant effect between the 
presence of women on the board of directors and bank risk-
taking. In the Islamic banking literature, we expect that the 
representation of women on the SSB to alleviate the positive ef-
fect of corruption on risk-taking. According to Ferreira (2015), 
female directors are more independent in their decisions and 
more prone to better monitor bank management and CEOs. In 
line with this, Sena et al. (2018) argue that independent board 
members insulate a firm from the detrimental effect of cor-
ruption on its performance. Thus, we develop the following 
hypotheses:

Hypothesis 3a.  Female board representation alleviates the 
positive effect of corruption on the risk-taking of conventional 
banks.

Hypothesis 3b.  Representation of female on SSBs alleviates the 
positive effect of corruption on the risk-taking of Islamic banks.

Corporate Governance: An International Review, 2024986
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Finally, Francis et al.  (2015) content that academically qual-
ified members may be valuable monitors and advisors be-
cause they add a different perspective, critical thinking, and 
increase board independence. Academic qualification may 
also positively affect bank performance and reduce risk-
taking by increasing general managerial skills, technical 
expertise, and transferable knowledge between board mem-
bers (King et  al.  2016). For Islamic banks, Safiullah and 
Shamsuddin  (2019) find that the academic qualification of 
SSB members enhances bank efficiency. We argue that aca-
demically qualified SSBs members might have better ability 
to operationalize Islamic principles into banking practices 
and prohibiting excessive risk-taking and unethical practices. 
Accordingly, we present the following hypotheses:

Hypothesis 4a.  Higher academic qualifications of board 
members reduce the effect of corruption on the risk-taking of con-
ventional banks.

Hypothesis 4b.  Higher academic qualifications of SSB mem-
bers reduce the effect of corruption on the risk-taking of Islamic 
banks.

3   |   Sample and Methodology

3.1   |   Construction of the Sample and Data Sources

Following Mollah and Zaman  (2015), we select Islamic banks 
based on the country of registration and their 2010 asset 
size. Initially, we identify a total of 86 Islamic banks from 15 
Organization of Islamic Cooperation (OIC) countries based on 
the country of registration. However, we remain with 79 Islamic 
banks due to data availability on their 2010 assets. Moreover, 
we follow Beck et al. (2013) and only include banks with at least 
three continuous observations and countries with data on at 
least four banks (two Islamic banks and two conventional coun-
terparts). Therefore, we left with a final sample of 70 Islamic 
banks from 10 OIC countries.

In the next step, we choose an equal number of conventional 
banks from each country based on their asset size. For example, 
in the case of Pakistan, data for a total of 28 conventional banks 
were available. To make an equal number of Islamic and con-
ventional banks, we rank the 28 conventional banks based on 
their asset size and select the top 10 banks. Thus, our final sam-
ple contains 10 Islamic banks and 10 conventional banks from 
Pakistan. The same analogy is used for other countries.

We collect bank-level data and board-level variables over 
the 2010–2014 period from the BankScope Financials and 
Directors data files. We use the Fitch Connect database, an-
nual reports, and bank websites to collect the data for the 
remaining years. As for the governance of Islamic banks, we 
have hand-collected data on SSB and corporate governance 
from annual reports for the entire sample period. In addition, 
both macroeconomic control variables and bank regulation 
and supervision variables are collected from the World Bank. 
We winsorize all bank-specific variables at the 1st and the 
99th percentiles to reduce the effect of outliers. To ensure ac-
curacy, data on the BankScope classification for Islamic banks 
are cross-checked with their websites. To avoid irregularities 
and outliers in data due to the Global Financial Crisis and 
the Covid-19 pandemic, the sample is restricted to cover the 

2010–2019 period. The final sample consists of 1400 bank-year 
observations for 70 Islamic banks and 70 conventional banks 
in 10 OIC2 countries.

3.2   |   Empirical Model and Variables

3.2.1   |   Baseline Model

In our baseline model, we test two hypotheses: “sand the 
wheels” and “grease the wheels” for both Islamic and conven-
tional banks. The former assumes the detrimental effect of 
corruption on bank stability whereas the latter considers that 
corruption provides support to profitable banks although it may 
lead to higher risk-taking. Moreover, we argue that the SSBs in 
Islamic banks, due to the Shari'ah underpinnings and ethical 
behavior, may deter the effect of corruption on bank risk-taking. 
To examine this, we introduce interaction terms between cor-
ruption and the characteristics of SSB.

We follow Beck et  al.  (2013), Mollah and Zaman  (2015), and 
Bitar and Tarazi (2019) and use generalized least squares (GLS) 
confirmed by the Hausman test. The use of GLS regression is 
more appropriate for two reasons. First, regression models 
such as OLS ignore the panel structure of our data. Second, the 
fixed-effects estimator could lead to imprecise estimates when 
the key regressors do not vary much over time (Semykina and 
Wooldridge  2010, p. 326). In our regression model, both the 
Islamic bank dummy and corruption index do not vary much 
over time. We use the following estimation model:

where Yi,j,t represents bank risk-taking for bank (i) in country 
( j) at time (t). Following existing literature, insolvency risk is 
proxied by the Z-score model (see, e.g., Abedifar et  al.  2013; 
Khan et al. 2017; Mollah et al. 2017, among others). Z-score is 
defined as 

[

return on assets+equity∕assets
]

∕[standard deviation

of the return on assets]. The standard deviation of the re-
turn on assets is computed using a three-year rolling win-
dow. Z-score can be interpreted as the number of standard 
deviations by which returns would have to fall to wipe out 
all equity of the bank (Roy  1952). Therefore, Z-score can be 
viewed as the inverse of the probability of bank insolvency 
with higher values denoting a higher level of bank sound-
ness. Because Z-score is highly skewed, we use the Log val-
ues (see, Mollah et al. 2017). Moreover, following Goyeau and 
Tarazi  (1992), Laeven and Levine  (2009) and García-Sánchez 
et  al.  (2017), we break Z-Score into: Leverage risk calculated 
as 

[

equity∕assets
]

∕ standard deviation of the return on asset ; 
and Portfolio risk computed as [return on assets]∕standard

deviation of the return on assets.

Corruptionj,t is the Transparency International's Corruption 
Perception Index (the TI index, hereafter), which is frequently 
employed in prior works such as Chen et  al.  (2015), Jha and 
Sarangi  (2018), Sena et  al.  (2018), and Sartor and Beamish 
(2020). The original TI index ranges from 0 to 100 with a lower 
value suggesting high corruption in a country. For a lower value 

(1)

Yi,j,t =�0+�1Corruptionj,t+�2Islamic_Dummyi,j,t
+�3Corruptionj,t × Islamic_Dummyi,j,t
+�4SSBSZi,j,t+�5Corruptionj,t ×SSBSZi,j,t
+�6Bank_deteri,j,t+�7Country_deterj,t
+�8Year_Dummiest+�i,j,t

987
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indicate low corruption in a country, we rescale it by deducting 
it from 100. The outcome is denoted by CI and defined as:

SSB size (SSBSZ) is the Log of the total number of SSB 
members of an Islamic bank at the end of each year (Farag 
et  al.  2018; Nawaz  2019). The coefficient of the interaction 
term (�5) indicates whether SSB size moderates the associa-
tion between corruption and bank risk-taking. Particularly, a 
positive association of the interaction term with Z-score (an 
inverse measure of insolvency risk) can be attributed to the 
strong role of the SSB in advising the bank management and 
hence in avoiding risky transactions, corporate misconduct, 
and speculative activities.

Bank_deteri,j,t is a vector of bank-level determinants of risk-
taking identified by the traditional banking and corporate finance 
literature (Abedifar et al. 2013; Bostandzic and Weiss 2018; Kabir 
et al. 2015; Palvia et al. 2015). These variables include: logarithm of 
total assets (bank size), equity capital to total assets (capital ratio), 
percentage growth in total assets in each year (assets growth), cost 
to income ratio (cost inefficiency), and share of non-interest in-
come in total operating income (non-interest income, NII).

Country_deterj,t is a vector of macroeconomic and institutional 
variables that are commonly used in the bank risk-taking liter-
ature (Anginer et al. 2018; Barth et al. 2009; Bitar et al. 2020; 
Fratzscher and Rieth  2019; Karimalis and Nomikos  2018; 
Mourouzidou-Damtsa et  al.  2019). We consider GDP growth 
rate (GDP growth), inflation rate (inflation), and natural re-
sources, that is, oil rents (oil) and mineral rent (mineral), as 
macroeconomic variables. The set of institutional variables in-
cludes supervisory power, entry barrier, and deposit insurance. 
Supervisory power controls for the capacity of supervisory au-
thorities to take preventive and corrective actions against bank 
management, shareholders, and auditors (Bitar et  al.  2018). 
The measure ranges from 0 to 14, with higher values indicat-
ing stronger supervisory power. The variable entry barrier mea-
sures the stringency of entry requirements into the banking 
industry. The measure is constructed on the basis of 8 questions 
with higher values indicating more entry restrictions in terms 
of obtaining a banking license. Finally, we use deposit insurance 
to control for whether a country has explicit deposit insurance 
(Yes = 1/No = 0) and whether depositors were fully compen-
sated the last time a bank failed (Yes = 1/No = 0). The variable 
ranges from 0 to 2, with higher values denoting stronger deposit 
insurance schemes. All three variables are constructed on the 
basis of relevant questions documented in existing studies (see 
Anginer et al. 2018; Barth et al. 2009, among others) by adding 
a value of 1 to each index if the answer is yes.

In order to control for all country fixed effects, we use country 
dummy3 variables in our regression specifications. Moreover, 
we include year dummies to control for general market condi-
tions. Finally, we follow Laeven and Levine  (2009), Houston 
et al. (2010) and Kanagaretnam et al. (2019) and cluster standard 
errors at the country level in all our tests.

3.3   |   Summary Statistics

Table 1 presents the descriptive statistics for the 10 countries 
for the risk-taking, the corruption, the bank-level variables 

and the country-level variables; t-statistics of mean equality 
test, shown in Panel A, presents the mean difference for con-
ventional and Islamic bank’ risk-taking behavior. The results 
show that Islamic banks are more stable than conventional 
banks. In addition, we find that, on average, Islamic banks 
have seven members in their SSBs, and 58% of SSBs members 
have a doctorate degree. We also observe that, on average, 
merely 9% of the SSBs members are female, with the highest 
percentage observed in Malaysia. The highest percentage of 
female on SSBs in Malaysia could be due to following rea-
sons. Malaysia is considered as the hub of Islamic banking 
and finance in South Asia, as a result of liberalization of their 
market (Pok 2012). This liberalism leads to less conservatism 
towards women in boardrooms of Islamic banks and is thus 
more likely to promote women to higher executive positions. 
Moreover, the Malaysian Government encourages the pres-
ence of females in the top management of firms. To increase 
the pool of women who can serve on the boards of Malaysian 
listed firms, the Government allocated a total of RM10 million 
(USD 3.3 million) budget in 2012 (Razak 2011).

We also report country by country mean values for each vari-
able in Panel B. We find a significant level of variations in the 
level of corruption between countries. For instance, our corrup-
tion index CI, ranges from a minimum value of 31 in UAE to 
a maximum value of 82 in Yemen. The country-level variables, 
namely, GDP growth, inflation, oil and mineral rents, also sig-
nificantly vary across countries, indicating that it is important 
to control for these variables in our regressions. In addition, 
Table A1 reports the number of Islamic and conventional banks 
in each country while Table A2 reports the pairwise correlation 
of variables in our regressions. The correlation matrix does not 
reveal any major multicollinearity problems between our exoge-
nous variables. Finally, we notice that for the studied period, the 
largest number of observations is from Malaysia (i.e., 20% of the 
overall sample) and the lowest is from Lebanon (i.e., 3% of the 
overall sample).

4   |   Empirical Results

4.1   |   The Effect of Corruption on Bank 
Risk-Taking: Baseline Results

We begin by estimating the effect of corruption on bank risk for 
the sample of Islamic banks, the sample of conventional banks, 
and for the overall sample. In our baseline estimation, we test 
the effect of corruption on bank risk-taking using Z-score as a 
measure of insolvency risk. In the next step, we include the orig-
inal Corruption Perception Index (CI), the SSB size (SSBSZ), and 
their interaction to investigate the role of SSB in moderating the 
effect of corruption on the risk-taking of Islamic banks. Results 
are presented in Table 2.

For the sample of Islamic banks, models (3) and (4), the coef-
ficient of the corruption indicator is negatively associated with 
Z-score at the 10% and 5%, respectively. Likewise, we find a sig-
nificantly negative association of the corruption indicator and Z-
score for conventional banks in models (5) and (6) although at the 
10% significance level. Moreover, the results for the full sample 
(models (1) and (2)) are in line with such findings. However, the 
detrimental impact of corruption on bank stability appears to be 
weaker for Islamic banks (β1 + β3) compared with conventional 

(2)CI = 100 − TI index
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banks (β1), in Panel B. Our results confirm hypothesis  1 that 
banks in countries with higher corruption have higher bank 
risk for both conventional and Islamic banks, although the 
effect of corruption is less pronounced on the risk-taking on 
Islamic banks compared with conventional banks. These find-
ings highlight the role of the SSB, which to some extent is ex-
pected to mitigate unethical behavior (Abdelsalam et al. 2016; 
Alsaadi et  al.  2017; Khan et  al.  2021; Salem et  al.  2021). The 
results further confirm such a conjecture when interacting SSB 
size (SSBSZ) with the corruption index, which shows that SSB 
size also attenuates the negative effect of corruption on the sta-
bility of Islamic banks (Panel C, models (1) to (4)). Contrary, 
the interaction effect of board size and corruption index is in-
significant for conventional banks (Table 4). Hence, our results 
confirm Hypothesis  2a while rejecting Hypothesis  2b. On the 
whole, our findings are in-line with the “sand the wheels” effect 
of corruption (Blanc et al. 2019; Chantziaras et al. 2020; Joseph 
et al. 2016).

Furthermore, we include the two components of Z-score, 
Leverage risk, and Portfolio risk to further refine our findings. 
Models (7) to (18) report the results for the two components of 
Z-score. Although with lower significance level, the results in 
models (7) to (12), where the dependent variable is Leverage 
risk (and in models (13) to (18) where the dependent variable is 
Portfolio risk) are similar to the findings obtained for the Z-score 
variable. For leverage risk, the coefficient of corruption is sig-
nificant and negative in all regressions, suggesting that depend-
ing on the degree of corruption both Islamic and conventional 
banks take similar decisions regarding how much capital they 
should hold. However, the coefficients of the corruption vari-
able are slightly lower for Islamic banks than for conventional 
banks, in line with the results obtained for Z-score. Recent stud-
ies show that banks tend to hold less capital in countries with 
high levels of corruption because bank capital is largely held 
by corrupt government officials and political parties (Alraheb 
et al. 2019). However, the fundamental premise of Islamic banks 
is the promotion of equity participation (Alraheb et  al.  2019; 
Belkhir et al. 2016). Hence, equity capital may act as capital buf-
fer against corruption.

Overall, corruption influences the behavior of banks both in 
terms of how much risk they take and in terms of how much cap-
ital they hold. The lower effect of countries' corruption on the 
stability of Islamic banks compared with conventional banks 
appears to be driven by the two components of Z-score, that is, 
capital and risk-taking.

Among the control variables, we find significant and positive as-
sociation between bank size and risk, which is in-line with the 
possible diversification benefits. Besides, the results show that 
less efficient banks face higher insolvency risk. As for country-
level control variables, we find that banks are more stable and 
less vulnerable in countries with better GDP growth, strong 
entry barriers, and effective supervisory power, indicating that 
restricted market entry and strong prudential supervision en-
hance bank stability (Fu et al. 2014; Uhde and Heimeshoff 2009). 
However, the presence of an explicit deposit insurance has a 
negative effect on bank stability, suggesting that generous fi-
nancial safety nets can exacerbate moral hazard problems in the 
banking sector by incentivizing banks to take on excessive risk 
(Anginer et al. 2014).V
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4.2   |   The Effect of Corruption on Bank 
Risk-Taking: The Moderating Role of SSB Attributes

Next, we investigate the moderating role of two SSB attri-
butes: female's representation in SSBs and academic qual-
ification of SSB members, on the association between 
corruption and bank risk-taking. The extant literature dis-
cusses these attributes in the context of conventional bank-
ing. Existing studies based on agency theory report that 
female directors are more likely to be independent (Adams 
and Ferreira 2009; Dang et al. 2014). Furthermore, according 
to resource dependency theory, female directors can bring 
unique and valuable resources and relationships to their 
boards. The proponents of resource dependency theory argue 
that the new skills and perspectives brought by female direc-
tors to the board result in the provision of valuable advice to 
top managers (Anderson et al. 2011), better decisions related 
to problem-solving (Daily and Dalton  2003), enhancement 
of creativity and innovation (Robinson and Dechant  1997), 
and improvement of access to information (Beckman and 
Haunschild  2002). Based on these arguments, the monitor-
ing role of females on the SSBs might also be augmented 
by their greater independence compared with their male 
counterparts.

Similarly, SSB members with higher academic qualifications, 
especially those with Islamic financial education, significantly 
contribute to lower risk in Islamic banks and improve their sta-
bility. There might be several factors explaining the positive im-
pact of board members academic qualification on bank stability. 
For instance, consistent with the resource-based view, qualified 
board members are considered as assets and bring diversity to 
boards in terms of knowledge, expertise, skills, and cognitive 
abilities (Anderson et al. 2011; Guney et al. 2020). Besides, qual-
ified board members provide relevant professional advice that 
reduces credit risk, limits negative returns, and decreases the 
risk of bankruptcy (Abdelbadie and Salama  2019). Academic 
qualification could also influence the ability of directors to bet-
ter interpret and evaluate sophisticated risk measurement tech-
niques and the impact of bank policies on risk (Srivastav and 
Hagendorff 2016).

To test the moderating role of SSB attributes, we introduce inter-
action terms between corruption and two characteristics of SSBs 
for the sample of Islamic banks, using the following econometric 
specification:

where SSBACQi,j,t, and SSBFRi,j,t represent the academic quali-
fications of SSBs members and the representation of females in 
SSBs for bank (i) in country ( j) at time (t). SSBACQ is the num-
ber of SSB members with doctorate degrees, as a percentage of 
the total SSB members.4 SSBFR is the number of female mem-
bers divided by total number of SSBs members.

The coefficients of interaction terms (�5 to �7) indicate whether 
attributes of SSBs moderate the relationship between corruption 
and bank risk-taking.

The results reported in Table 3, Panel A, models (1) and (2) show 
that the coefficients of interaction terms on SSBFR and SSBACQ 
are positive and statistically significant. This implies that the 
structure of SSBs and specifically the presence of female mem-
bers and that of academically qualified members attenuate the 
effect of corruption on the stability of Islamic banks. These find-
ings confirm Hypotheses  3b and 4b, indicating that represen-
tation of female on SSBs and higher academic qualifications of 
SSB members alleviates the positive effect of corruption on the 
risk-taking of Islamic banks.

The marginal effects reported in Panel B (�1 + �5), Panel C 
(�1 + �6), and Panel D (�1 + �7) indicate that while the SSBSZ at-
tenuate the effect of corruption on the stability of Islamic banks 
(�1 + �5 is significantly negative but the negative effect is less 
pronounced compared with �1), both SSBACQ (�1 + �6 is signifi-
cantly positive) and SSBFR (�1 + �7 is significantly positive) out-
weigh the adverse effect of corruption and enhance the stability 
of Islamic banks. Such findings are supported by agency theory 
and the resource-based view. Specifically, the presence of female 
directors and academically qualified members on the board of 
directors may translate into greater independence, be consid-
ered as assets, bring diversity to boards in terms of knowledge 
and expertise, and represent an inclusive culture within Islamic 
banks. Hence, these two attributes of SSBs enhance the stability 
of Islamic banks. Finally, models (3) to (6) show that both SSBFR 
and SSBACQ are effective in reducing the impact of corruption 
on the capital component of Z-score. This indicates that the pos-
itive effect of these two attributes of SSBs in mitigating the ef-
fect of corruption on bank stability is mainly driven by banks 
holding higher capital ratios. In other words, in countries with 
higher level of corruption, Islamic banks with higher presence 
of female on the SSB and higher academic qualifications of SSB 
members tend to hold higher capital ratios to protect against 
risky behavior.

Next, we estimate the models separately for the board struc-
ture of conventional banks and its interaction with cor-
ruption. Indeed, better governance arrangements could 
also mitigate the impact of corruption on the stability of 
conventional banks. We consider the same board structure 
variables that are used in the banking literature (Faleye 
and Krishnan  2017; García-Sánchez et  al.  2017) and the 
corporate finance literature (Carter et  al.  2010; Green and 
Homroy 2018; Sila et al. 2016). Particularly, board structure 
of conventional banks include: the logarithm of number of 
directors on the board (board size), a dummy variable that 
takes value one if the CEO is also the chairman of the board, 
and zero otherwise (CEO duality), the number of female 
directors divided by the total number of directors ( female 
ratio), the number of board members with M.Phil/doctorate 
degrees as a percentage of the total board members (aca-
demic qualification of board members), and dummy variables 
for independent audit and risk management committees in 
the board structure.

The results presented in Table 4 Panel B, Panel C, and Panel D 
show that the governance structure of conventional banks has 

(3)

Yi,j,t =�0+�1Corruptionj,t+�2SSBSZi,j,t+�3SSBACQi,j,t

+�4SSBFRi,j,t+�5Corruptionj,t ×SSBSZi,j,t
+�6Corruption X SSBACQi,j,t

+�7Corruption X SSBFRi,j,t
+�8Bank_Controli,j,t+�9Country_Controlj,t
+�10Year_Dummiest+�i,j,t

995
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a weak effect on the association between corruption and bank 
risk-taking. Specifically, the coefficients on the interaction 
terms between corruption and academically qualified mem-
bers ((�1 + (�1 ∗�3)) and between corruption and female board 
representation (�1 +

(

�1 ∗�4
)

) show merely 10% level of signifi-
cance. These results merely confirm hypotheses 3a and 4a and 

suggest that the same governance attributes tested on the SSB 
of Islamic banks do not moderate the effect of corruption on the 
stability of conventional banks. This finding underscores the 
necessity of SSBs, a multi-layer corporate governance model to 
further reduce the effect of corruption on the stability of con-
ventional banks.

TABLE 3    |    The effect of corruption on bank risk-taking: The role of the attributes of Shari'ah supervision.

Z-score models Leverage risk models Portfolio risk models
(1) (2) (3) (4) (5) (6)

Panel A: The impact of corruption on bank risk

CI 
(

�1
)

−0.115*** −0.055*** −1.113** −0.970** −0.113** −0.100***
(0.035) (0.015) (0.505) (0.395) (0.050) (0.025)

SSBSZ 1.244* 1.236** 0.306** 0.306** 0.041 0.040*
(0.713) (0.513) (0.120) (0.121) (0.213) (0.021)

CI × SSBSZ(β5) 0.090* 0.021** 0.956** 0.944*** 0.038 0.048
(0.050) (0.010) (0.403) (0.268) (0.181) (0.190)

SSBACQ 1.839* 1.956* 1.478* 1.633* 3.195** 3.385**
(1.093) (0.981) (0.769) (0.883) (1.266) (1.318)

CI × SSBACQ
(

β6
)

0.189*** 0.151*** 1.194* 1.140** 0.178* 0.189**
(0.063) (0.026) (0.614) (0.515) (0.101) (0.089)

SSBFR 0.980*** 0.800** 0.426*** 0.528** 0.549** 0.681**
(0.204) (0.378) (0.101) (0.211) (0.278) (0.286)

CI × SSBFR 
(

β7
)

0.154** 0.170*** 1.213** 1.141* 0.189** 0.218**
(0.069) (0.053) (0.581) (0.609) (0.081) (0.100)

Constant 0.198*** 1.548*** 23.414*** 18.893*** 18.619*** 19.901***
(0.064) (0.320) (5.495) (5.068) (1.579) (1.811)

Year dummies Yes Yes Yes Yes Yes Yes
Country fixed effects Yes Yes Yes Yes Yes Yes
Bank controls Yes Yes Yes Yes Yes Yes
Country controls No Yes No Yes No Yes
Observations 700 700 700 700 700 700
Number of Banks 70 70 70 70 70 70
R2 0.332 0.345 0.268 0.281 0.370 0.368
Panel B: The impact of corruption on risk taking of Islamic bank: the role of SSBs size (�1 + �5)
H0: �1 = (�1 + �5) −0.025** −0.034** −0.156* −0.026* −0.075 −0.053*

(0.013) (0.016) (0.090) (0.015) (0.160) (0.030)
Panel C: The impact of corruption on risk taking of Islamic bank: the role of SSBs members' academic qualifications 
(

�1 + �6
)

H0: �1 = (�1 + �6) 0.074*** 0.096** 0.081** 0.170* 0.065 0.089
(0.026) (0.040) (0.040) (0.095) (0.240) (1.018)

Panel D: The impact of corruption on risk taking of Islamic bank: the role of representation of females in SSBs 
(

�1 + �7
)

H0: �1 = (�1 + �7) 0.039** 0.115*** 0.100* 0.171** 0.076 0.118
(0.018) (0.031) (0.056) (0.081) (0.356) (0.343)

Note: This table reports the results for the role of the Shari'ah supervisory board structure. We use Z-score as a measure of insolvency risk. Z-score is the inverse of 
the probability of bank insolvency. We break Z-score into two risk components; Leverage risk calculated as the capital assets ratio divided by the standard deviation 
of return on assets, and Portfolio risk computed as the return on assets divided by standard deviation of return on assets. CI is the corruption indicator based on 
Transparency International's Corruption Perception Index but adjusted by Equation (2). SSB attributes include; SSBACQ is the academic qualification of SSBs members 
refers to the number of SSBs members with M.Phil/doctorate degrees as a percentage of the total SSB members, SSBFR is the representation of females in SSBs implies 
a share of female members in SSBs, and SSBSZ is the number of members serving on the SSB of an Islamic bank at the end of each year.
*Significant at 10%. **Significant at 5%. ***Significant at 1%.
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4.3   |   Further Investigations and Robustness Tests

In this section, we conduct further investigations and robust-
ness tests using alternative measures of risk and corruption, as 
well as additional control variables. We also employ alternative 
econometric estimations to address potential endogeneity issues.

4.3.1   |   Alternative Measures of Bank Risk

We examine the robustness of our findings using three alternative 
measures of bank risk. Specifically, we use the ratio of loan-loss 
reserves to gross loans (LLRs), the ratio of non-performing loans 
to gross loans (NPLs) and the ratio of loan-loss provisions to aver-
age gross loans (LLPs). LLRs represent manager's assessment of 
the quality of the loan portfolio, including performing and non-
performing loans. LLRs takes into account the past performance 
and the expectation for future performance of the existing loan 
portfolio (Abedifar et al. 2013). Moreover, its periodic adjustment 
is reflected in the income statement in the form of loan-loss pro-
vision. Therefore, the LLPs and NPLs both backward-looking 
proxies for credit risk are also used. These three proxies are 
widely used in the literature as accounting-based credit risk in-
dicators (Abedifar et al. 2017; Bitar et al. 2020; Sila et al. 2016).

Table 5 (Panel A, models (1) to (6)) reports the results for the 
ratio of LLRs as an alternative measure of bank credit risk. 
The findings suggest the following: First, models (1) and (2) 
show that Islamic banks are less exposed to credit risk com-
pared with conventional banks (Abedifar et al. 2013). Second, 
models (4) to (6) show that corruption is positively associated 
with bank credit risk for the two bank types. However, the re-
sults for the full sample show that the positive effect of corrup-
tion is less pronounced on the credit risk of Islamic banks than 
conventional banks (models (1) and (2)). Panel B further sup-
ports our main findings, indicating that the positive effect of 
corruption appears to be weaker on the credit risk of Islamic 
banks compared with conventional banks (the coefficient on 
(β1 + β3) is significantly positive at the 5% level but weaker in 
magnitude and less significant compared with β1). Third, the 
size of SSB, the presence of female directors on the SSB, and 
the presence of members with higher academic qualifications 
attenuate the positive effect of corruption on the credit risk of 
Islamic banks. Finally, the results remain highly significant 
and with the expected signs when we replace the ratio of LLRs 
with NPLs and LLPs ratios.

4.3.2   |   Alternative Measures of Corruption

Next, we follow Chen et al. (2015) and DeBacker et al. (2015) 
and use the adjusted Corruption Perception Index (Adj. CI) 
as an alternative measure of corruption. Particularly, Adj. CI 
shows the severity of corruption in a country relative to its 
global average. Adj. CI for a country j in year t  is expressed 
as follows:

We also refer to the work of Kaufmann et  al.  (2010) and use 
World Bank's corruption index (WBCI) as a second proxy of 
corruption. Data on WBCI are collected from the World Bank's 
Worldwide Governance Indicators, which is scaled from −2.5 

to 2.5, a lower value denotes high corruption in a country. By 
following Chen et al. (2015), we subtracted WBCI from 0, thus 
a lower value indicates less corruption. Results are reported in 
Table 6 and continue to show that corruption has a negative ef-
fect on the stability of the two bank types (Panel A) although 
the effect is less pronounced on the stability of Islamic banks 
compared with conventional banks (Panel B).

4.3.3   |   Additional Control Variables

Now, we address concerns regarding how potential omitted 
institutional environment and cultural control variables in-
fluence the association between corruption and bank stability. 
Therefore, in addition to bank level and macroeconomic vari-
ables, we refer to the banking literature and control for cred-
itor rights, economic freedom, culture, and religion (Houston 
et  al.  2010; Anginer et  al.  2014; Anginer et  al.  2018; Anginer 
et al. 2019; Bitar and Tarazi 2019; Bitar and Tarazi 2022; Berger 
et al. 2021). Strong creditors' rights grant more power to cred-
itors in case of bankruptcy, thus reducing both the adverse 
selection and moral hazard problems associated with bank lend-
ing (Houston et  al.  2010) and corporate risk-taking (Acharya 
et  al.  2011). Economic freedom measures such as judicial ef-
fectiveness, monetary freedom, and financial freedom are also 
expected to be positively associated with bank stability. These 
measures contribute to better functioning of market mecha-
nisms (Goel and Nelson 2005), push banks to maintain higher 
capital ratios (Alraheb et  al.  2019), and create more favorable 
conditions to successfully implement banking regulation and 
enhance bank stability (Bitar et al. 2018; Bitar et al. 2021).

Recent literature also shows that culture affects bank risk 
and performance. Berger et  al.  (2021) finds that individu-
alism and masculinity are positively associated with bank 
failure. Bitar et  al.  (2020) find that banks tend to hold less 
regulatory capital in individualistic countries while Boubakri 
et al. (2017) finds that banks in collectivist countries perform 
better during the subprime crisis. We use Hofstede's (1980, 
2001) four cultural dimensions—individualism, power dis-
tance, uncertainty avoidance, and masculinity—and expect 
banks to be less stable in countries that are individualistic 
and masculine because managers in these countries are less 
risk-averse, overconfident, and tend to underestimate their 
risk-exposure (Bitar and Tarazi 2022; Berger et al. 2021). We 
also expect power distance to be negatively associated with 
bank stability because power distance societies prefer a cen-
tralisation of authority, constrained information flow, and 
favor conformity over innovative risk management solutions 
(Berger et al. 2021). Besides, we expect uncertainty avoidance 
to be positively associated with bank stability as people in 
these countries have lower tolerance for ambiguity; they tend 
to be less risk averse and are better equipped to monitor bor-
rowers (Boubakri et al. 2017).

Finally, our sample is dominated by Muslim countries and thus 
it is important to control for the effect of the share of the Muslim 
population in each country, Muslim, especially that the Shari'ah 
law is based on the Islamic doctrine. The extant literature ar-
gues that religiosity increases the ethical behavior and levels of 
risk aversion of firms (Blau 2017; Cai et al. 2020; Kanagaretnam 
et  al.  2015). Moreover, banks in more religious areas exhibit 

(4)Adj. CI =
CIjt

�

∑N
j=1 CIjt

�

∕N
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lower risk (Adhikari and Agrawal  2016; Chircop et  al.  2017), 
and stronger religiosity is also associated with lower loan inter-
est spread (Chen et al. 2016), and bank capital decisions (Bitar 
and Tarazi 2019).

We use the creditor rights index developed by Djankov 
et al.  (2007) to measure creditor rights across countries (Bitar 
and Tarazi 2019; Gu et al. 2018). This index ranges from 0 (weak 
creditor rights) to 4 (strong creditor rights). The data on the 
economic freedom measures are obtained from the website of 
The Heritage Foundation. Finally, the data on the share of the 
Muslim population in a country are obtained from the websites 
of Pew Research Center  (2015), the global economy.com, The 
Cline Center for Democracy, and survey reports published by 
each country.

Table  7 (Panel A) reports the results for the effect on corrup-
tion on bank stability for the full sample (models 1 to 4), Islamic 
banks (models 5 to 8), and conventional banks (models 9 to 
12) after controlling for creditor rights and economic freedom 
measures. As we expected, the findings indicate that creditor 
rights and the three measures of economic freedom have a sig-
nificantly positive effect on the stability of the two bank types, 
reflecting strong institutional environment and efficient moni-
toring mechanisms. Importantly, the association between cor-
ruption and bank stability remains significantly negative for the 
two bank types and the effect of corruption is less pronounced 
on the stability of Islamic banks (Panel A.1) compared with con-
ventional banks (Panel A).

Table 7 (Panel B) reports the results for the effect of corruption 
on bank stability for the full sample (models 1 to 5), Islamic 
banks (models 6 to 10), and conventional banks (models 11 to 
15) after controlling for Hofstede's cultural dimensions and 
the share of Muslim population in a country. The findings in-
dicate that both bank types tend to be less stable in individu-
alistic, masculine, and power distance countries, confirming 
our expectations. Cultural values in these countries focus on 
risk-taking, overconfidence, and pushing boundaries to achieve 
personal goals, regardless of the existing rules (Kanagaretnam 
et al. 2011; Bitar and Tarazi 2022). In contrast, banks are more 
stable in countries that favor uncertainty avoidance, reflecting 
their compliance with regulatory guidelines and risk avoidance. 
As for religion, we find that the share of the Muslim population 
increases the stability of the two types of banks although the ef-
fect is stronger on the stability of Islamic banks (model 10) than 
conventional banks (model 15). Islamic banks in countries with 
a high share of Muslim population may be more inclined to re-
spect the Shari'ah law and engage less in risky activities. Finally, 
the results continue to indicate that corruption has a negative 
effect on the stability of the bank types and this effect is less pro-
nounced on the stability of Islamic banks (Panel B.1) compared 
with conventional banks (Panel B).

4.3.4   |   Endogeneity Concerns

Our results so far indicate that corruption increases the risk-
taking for conventional and Islamic banks. However, one could 
argue that this effect might be due to endogeneity concerns. To 
address endogeneity, we follow the corruption in bank lending 
literature (see, e.g., Beck et al. 2006; Barth et al. 2009; Houston 
et  al.  2011; Zheng et  al.  2013; El Ghoul et  al.  2016; Akins 

et  al.  2017; Niu et  al.  2022, among others) to identify a valid 
instrument. Based on this literature, we identify national cul-
ture (collectivism) as a valid instrument for the nexus between 
corruption and bank risk-taking. We argue that collectivism im-
pacts bank risk-taking only through the channel of corruption 
in bank lending and does not violate the exclusion restriction 
assumption.

Drawing on the lens of the “cushion hypothesis,” we expect that 
collectivism may increase risk taking appetite of bank managers 
due to strong group cohesion and support from peers. “Cushion 
hypothesis” assumes that individuals in collectivist societies are 
more likely to receive financial help if they are in need (i.e., they 
could be “cushioned” if they fell), and consequently tend to be 
more risk seekers than those in individualistic societies (Hsee and 
Weber 1999). In the case of banking literature, studies also note 
that individualism reduces bank risk (see, e.g., Illiashenko 2019; 
Illiashenko and Laidroo 2020; Jin et al. 2022), and the negative 
relationship between individualism and bank risk is supported 
through the “cushion hypothesis.” Contrary to the collectivist 
societies, societies with high individualism do not have strong 
group cohesion, and the lack of help from friends or families en-
ables bank managers to largely rely on formal judicial systems to 
restrict their risk-taking behaviors (Licht et al. 2005), which, in 
turn, reduces bank risk (Illiashenko and Laidroo 2020).

However, prior studies also document that individualism 
increases bank risk taking (Ashraf et  al.  2016; Boubakri 
et al. 2017; Mourouzidou-Damtsa et al. 2019; Bitar and Tarazi 
2022; Andries and Balutel 2022). The positive impact of indi-
vidualism on bank risk can be explained through the following 
arguments. First, banks operating within individualistic soci-
eties may increase risk to cater to the needs of their customers 
and shareholders whose primary objective is wealth maximiza-
tion (Yahanpath and Joseph 2011). In such settings, these banks 
might not give much consideration to the potential repercus-
sions of their risk-taking behavior on the overall stability of the 
financial system (Mourouzidou-Damtsa et al. 2019). Second, in 
addition to the preferences of individualistic bank stakeholders, 
bank managers in such societies are also likely to lean towards 
embracing risk-taking behavior, and this inclination arises 
from their prioritization of personal gains over the collective 
benefits of the group (Ashraf et al. 2016). This argument is sup-
ported by research scholars who document that bank risk pos-
itively affects the expected value of managerial compensation 
packages because bank executive remuneration relies heavily 
on equity-based pay schemes (Srivastav et  al.  2014; Vallascas 
and Hagendorff  2013). Furthermore, individualistic societ-
ies tend to display higher levels of tolerance towards income 
inequality that arises from risk-taking behavior (Conyon and 
Murphy 2000). Consequently, such societies are more inclined 
to accept and accommodate managerial behavior aimed at 
maximizing utility (Mourouzidou-Damtsa et al. 2019).

The existing debate on the individualism/collectivism dichot-
omy of national culture and bank risk-taking clearly suggests 
that national culture impacts bank risk-taking. We also argue 
that, in collectivist societies, banks may face higher risk due 
to increased corruption in bank lending. In this regard, Zheng 
et  al.  (2013) and El Ghoul et  al.  (2016) study the role of na-
tional culture (collectivism in particular) and corruption in 
bank lending. They argue that the interdependent self-image 
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and particularistic norms prevalent in collectivist countries 
enhance the interactions between bank officers and their af-
filiated customers. This, in turn, enhances the bank officer's 
motivation to engage in corruption in bank lending, while si-
multaneously lowering the barriers to corrupt arrangements 
between the involved parties. Moreover, the likelihood of cor-
rupt deals being detected and penalized is less, resulting in 
a higher level of bank corruption within such societies. This 
is because culture plays a significant role in shaping an in-
dividual's ethical decision-making attitudes and perceptions. 
Consequently, this cultural influence determines to what ex-
tent bank officers engage in corrupt behaviors (Husted and 
Allen 2008). Besides, according to Getz and Volkema (2001), 
individuals with discretionary power in collectivist societies 
are more inclined to accept bribes to provide favors and bene-
fits to members of their social groups.

Based on the above discussion, apart from the channel of cor-
ruption in bank lending, it is unlikely for collectivism to be cor-
related with bank risk-taking; therefore, we use collectivism as 
an instrument for corruption. In addition, we use the lagged 
values of bank Z-score as a second instrument to address re-
verse causality. The inclusion of the lagged dependent variable 
on the right-hand side of the empirical model allows to control 
for unobserved historical factors. These factors may potentially 
influence bank performance and risk-taking (Semykina and 
Wooldridge 2010).

We follow Meslier et al. (2017) and Bitar and Tarazi (2019) and 
employ an instrumental variables (IV) approach using two es-
timation techniques: two-stage least squares regression (2SLS) 
and generalized method of moments (GMM). To test for the 
over-identifying restrictions, we report the Hansen J-statistics, 
whereas the Kleibergen–Paap Wald F-statistics is used for the 
validity of our instrument. The significant Kleibergen–Paap 
F-statistics indicates that the instruments are valid. In addi-
tion, the insignificant value of the Hansen J-statistics (over-
identification test) shows that the instruments are not correlated 
with the error term.

The results of the first-stage regressions are presented in Table 8, 
Panel A, model 1 for conventional banks, model 4 for Islamic 
banks, and model 7 for the full sample. The results show that 
instruments are negatively associated with corruption. The re-
sults for the second-stage regressions are presented in Table 8, 
Panel A, models 2 and 3 for conventional banks, models 5 and 
6 for Islamic banks, and models 8 and 9 for the full sample. The 
findings continue to show that corruption has a negative effect 
on the stability of the two bank types and this effect is less sig-
nificant on the stability of Islamic banks compared with con-
ventional banks. Table 8 Panels B and C report the results after 
controlling for the role of SSB's attributes of Islamic banks and 
the board structure of conventional banks. The findings in Panel 
B, models 5, 6, 8, and 9, continue to show that the negative effect 
of corruption on the stability of Islamic banks is attenuated by 
the size of the SSB, the presence of female board members, and 
higher academic qualifications of SSB members. However, the 
results in Panel C, models 2, 3, 8, and 9 show that while the board 
size and the presence of female directors attenuate the negative 
effect of corruption on the stability of conventional banks, the 
academically qualified members report opposite signs and thus 
exhibit inconclusive findings.Z-
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5   |   Concluding Remarks

We investigate the effect of corruption on the risk-taking of con-
ventional vis-a-vis Islamic banks. Using a matched sample of 
140 Islamic and conventional banks operating in 10 OIC coun-
tries over the 2010–2019 period, we find consistent evidence that 
banks in countries with higher corruption have higher bank risk 
for both bank types. However, our results show that, for Islamic 
banks, the effect of corruption on risk-taking is reduced with 
higher representation of women in Shari'ah supervisory boards 
and higher academic qualifications of board members. Such 
findings are specific to Islamic banks and do not hold as strongly 
when investigating the structure of conventional banks' boards 
of directors.

Our findings have important policy implications for both emerg-
ing and developing countries whose economic performance is 
limited by corruption (Aiyar et al. 2013). On the detrimental side, 
urgency of the anti-corruption campaigns in these economies is 
justified from the significant effect of corruption on risk-taking, for 
both conventional and Islamic banks. Our findings show that the 
presence of women and academically qualified members on bank 
boards is useful in limiting corruption. Our results hence lend 
support to potential regulatory reforms mandating an increase in 
the share of women and academically qualified members in the 
Shari'ah supervisory boards of Islamic banks. But our results also 
point out that, in the case of conventional banks, such reforms may 
only be successful if combined with the enforcement of indepen-
dent ethics and conduct boards. Overall, to better fight corruption 
in countries with dual banking systems there is a need to enforce 
stricter rules for all types of banks.
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Endnotes
	1	See Jim Yong Kim's address at the “Speak Up Against Corruption” 

event at World Bank on December 19, 2013.
	2	It consists of Bahrain, Bangladesh, Kuwait, Lebanon, Malaysia, 

Pakistan, Saudi Arabia, Turkey, United Arab Emirates, and Yemen.
	3	We follow Fonseca and Gonzalez (2008), Allen et al. (2017) and Amin 

and Motta (2023) and use both country controls and country fixed ef-
fects in our regression specifications. In the case of country controls, 
we include country level variables such as GDP, Oil Rent, Mineral Rent, 
Entry Barrier, Supervisory Power, and Deposit Insurance. However, in 
order to control for all country fixed effects, we use country dummies.

	4	We follow Berger et al. (2014) and Safiullah et al. (2019) and include 
doctorate degrees as a measure of academic qualifications since other 
undergraduate and postgraduate qualifications are typically nested 
within a doctorate degree.
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Appendix A

TABLE A1    |    Sample distribution.

Country Country code Islamic banks
Conventional 
banks

Full sample 
(all banks) Observations Percentage (%)

Bahrain BHR 11 11 22 220 16

Bangladesh BGD 8 8 16 160 11

Kuwait KWT 3 3 6 60 4

Lebanon LBN 2 2 4 40 3

Malaysia MYS 14 14 28 280 20

Pakistan PAK 10 10 20 200 14

Saudi Arabia SAU 4 4 8 80 6

Turkey TUR 6 6 12 120 9

UAE ARE 9 9 18 180 13

Yemen YEM 3 3 6 60 4

Total 70 70 140 1400 100

Note: This table presents the sample of the study. The study includes 140 banks (70 Islamic and 70 conventional) across 10 OIC countries over the period of 2010–2019. 
The country-wise distribution of the banks, observations, and percentage are given in columns 3–7.
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