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Abstract

Recent financial crises revealed the high vulnerability of the banking system as a complex system for financial trans-
actions. Investigating the causes of the collapse of some large banks shows that each country’s banking structure and
system requires a corporate governance model suited to the country’s economic, political, and cultural models to gain
further success. This study aims to formulate a corporate governance model for the Iranian banking system As an
Islamic banking system. A future study was conducted using the Delphi method in three phases, with 28 experts in
banking and governance strategic studies. In the first phase, one question is applied to identify the most important
factors affecting the corporate governance suited to the Iranian banking system based on a risk reduction viewpoint.
In the second and third phases, a self-made questionnaire was used based on the results of the first phase to collect the
experts’ opinions and provide a consensus. According to the results, 30 effective factors were extracted and classified
into six groups, including the effectiveness of the internal controls, the effectiveness of the structure and characteristics
of the board of directors, quality of disclosure, responsiveness, optimal risk management, and effectiveness of the
ownership structure. The corporate governance model, specific to the Iranian banking system, was also formulated
and validated using the findings.
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1 Introduction

After years of experience in state banking, during the past years, the country’s banking industry has faced the
process of bank privatization, the most important of which is the increase in competition between banks on the one
hand, and the tightening of disciplinary and control policies by the central bank towards banks on the other hand
[1I7]. Dealing with these risks in Islamic banking, taking into account the existing jurisprudential restrictions, requires
a precise and appropriate mechanism; so that the bank manager can implement the correct risk management [12]. In
Islamic banking, due to the credit risk, unpaid instalments cannot be borrowed or extended at a higher rate. The
first requirement of corporate governance to reduce this risk is lending according to the applicants’ records and credit
history. Here, the repayment history and future payment capacity of the person should be examined [I6]. But without
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a doubt, Islamic banks face limitations in liquidity risk management. For example, Islamic banks cannot provide
short-term financing in the interbank market using loan contracts like conventional banks. or that they cannot use
the resources of the central bank based on the loan contract [21].

Provide short-term financing in the interbank market. or that they cannot use the resources of the central bank
based on the loan contract [2I]. Therefore, one of the most important financial issues of banks is always reducing risk
in order to improve their performance. Measuring the performance of banks is important because it is the basis of
many decisions inside and outside the bank. Decisions related to investments, capital increase, agency relationships
and many other decisions are all based on performance measurement [3]. In this regard, it is possible to use the
capacity of corporate governance solutions for risk management in Islamic banks.

Corporate governance is mechanisms that can improve the company’s performance and some types of these mech-
anisms are: institutional investors, non-executive directors, internal controls, audit committees, legal supervision, etc.
[5].

While corporate governance regulations may vary from company to company, many informal, formal and legal
factors similarly affect companies. Therefore, it is possible to imagine a "model” of corporate governance for a country
[23]. In every country, a corporate governance structure has characteristics and elements specific to that country,
which distinguish it from the structure of other countries. Among these models, we can mention the Anglo-American
model and the German strategic model. The following factors are included in both of the above governance models:

The key stakeholders of the companies, the environment, the pattern of share ownership in the country in question,
the composition of the board of directors, legal frameworks, transparency requirements for public companies on the
stock exchange, corporate actions that require shareholder approval and the way of interaction between key stakeholders
[18]. According to the mentioned cases and the position of corporate governance and ownership structure, the main
goal of this research is to provide a corporate governance model that fits the banking system in Iran.

2 Literature and research background

The general perception of the banking industry in developing countries is that the cost-efficiency levels of private
banks are higher than those of public banks. In the 1990s and 2000s, several governance reforms took place in the
banking industry of developing countries, such as the removal of regulatory control and the privatization of state-
owned banks, which led to significant consequences for the performance of the banking sector. Governance reforms in
developing countries made it possible for private and foreign banks to compete freely with state banks in the market.
After the implementation of the reforms, the restructured banks faced productivity loss only in the first few years
after the implementation of the reforms, but after that, a significant improvement in their performance was obtained
and even their efficiency became more than before the reforms [7].

The changes in the commercial environment have caused a huge wave of corporate restructuring all over the
world and fundamental changes in the principles of corporate management [20]. The issue of corporate governance
has received the attention of academics and specialists in this sector due to its transformative importance on the
performance of the company, especially in monitoring the productivity of resources in all economic sectors [T}, 4 [10].
Corporate communication and its study are important in several ways:

1. Corporate governance makes use of scarce resources in the economy.
2. It causes specialization of resources towards effective investments.
It causes managers to focus more on improving the company’s performance.

It helps the CEO or the board of directors to choose the best tool to control scarce resources.

oo W

Corporate governance forces institutions to accept regulations [24].

Today, obtaining information about corporate information and especially information about the ranking of com-
panies in terms of compliance with the principles of corporate governance has attracted the attention of many people
and organizations. Investors and stakeholders can get more profit through optimal corporate governance and create
better legal protection and get a higher stock value for their company through paying higher interest [13].

Corporate governance deals with creating a balance between the economic and social goals of a company in
the aspects of effective use of resources, accountability in the use of power and behaviour of the company in the
social environment. Corporate governance is one of the main issues that preoccupy business managers, accountants
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and auditors, investment managers and government officials around the world. Corporate governance methods limit
various aspects of the management roles of companies and try to create a balance. It is also used to develop a control
mechanism in order to increase the value of shares and satisfy other stakeholders [20]. One of the main methods of
corporate governance that is followed by most of the bank shareholders, is effective risk management is what keeps
the continuity and survival of the bank. The bank’s external stakeholders work on reducing the risk levels in banking
investment to maintain financial stability. This strategy conflicts with the demands of bank shareholders to participate
in risky projects, in such a way that they increase the stock returns, and this conflict shows the usual problems between
regulators and shareholders [9].

In Iran, banks, as financial institutions that require compliance with the general policies of Article 44 of the
Constitution, also need to formulate these regulations. Proper governance has always been a companion of successful
companies. Legal theorists and corporate business practices in the world indicate the existence of two models of
corporate governance that countries mainly combine the foundations of their corporate governance with one of these
models or both [25]. These two models are:

1. Anglo-Saxon model of governance (Anglo-American)

2. European (German) governance model

These models are at the two extremes of the ”shareholder model” (external organizational control by the com-
pany’s shareholders) and the "beneficiary model” (internal organizational control by various interested parties such
as creditors, employees, etc.) [§]. Each of these models provides different descriptions, and sometimes there are subtle
differences between the models, and in such a case, an accurate evaluation shows which model’s design and discussion
is closer to the truth [I9]. Of course, each of these models is not a final solution, but their use can be considered as
a logical framework for important issues [23]. There is a difference of opinion as to which model alone can represent
good corporate governance or not. As an example, the Organization for Economic Cooperation and Development has
stated that ”there is no good model that represents corporate governance alone, and there is no model that is suitable
for all cases” [6].

Inside the country, most of the research conducted in the field of corporate governance in the banking system has
investigated the effect of corporate governance on the risk or performance of companies. Authors in [2] concluded
in their research that institutional governance does not have a significant effect on financial performance, but the
ratio of non-commissioned board members to total board members has a negative effect on the financial performance
of companies. Also, the results showed that increasing the concentration of shareholders increases the company’s
performance. Khodamipour et al. also concluded that there is a relationship between institutional investors and
the risk committee, and it was also found that institutional investors influence the company’s performance [14].
Chakrabutti et al. in a research entitled Corporate governance and risk of only Canadian and multinational companies
concluded that the effect of board characteristics such as size, independence and proportion of female directors in both
types of companies mentioned is significant on the risk of companies. The duality of CEO and human ownership has
a significant effect on company risk only in Canadian companies.

Sagar and Singh also concluded that the main sources of corporate governance, i.e. board size and gender diversity,
have a positive effect on risk disclosure, while the concentration of ownership by the largest shareholder has a negative
effect on corporate governance and risk reporting [22]. It has an insignificant effect on risk disclosure, but ownership
concentration has a negative effect on risk disclosure. Koerniadi et al. investigated New Zealand companies and found
that the risk-taking level of companies with a large board of directors was lower [I5]. Eling and Mark while studying
insurance companies in England and Germany found that the components of corporate governance, such as the level
of executive compensation, non-executive members and the number of board meetings, are inversely related to the
company’s risk-taking [I1].

3 Materials and Methods

This study was carried out in three stages in order to develop a corporate governance model suitable for the banking
system in Iran using the Delphi technique.

In the first round, after conducting studies and collecting information related to the topic, preparing documents
and forming a team of Delphi experts consisting of researchers, supervisors and consultants; The research question
was prepared with open-ended answers. which consisted of:
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1- In your opinion, what are the most important factors and components of corporate governance that are effective
in reducing risk and improving the performance of banks?

In the following, the desired characteristics were determined to select the participants to participate in the study.
The characteristics of the participants included having at least five years of work experience in the managerial levels
of the banking sector, and having a master’s degree or higher. According to the specified criteria, 28 people were
selected as participants in a non-random and purposeful way.

Then, during a phone call with the selected participants, full explanations were given regarding the purpose of the
study and the intended method. Then, after obtaining permission from the participants, questions were provided to
them through e-mail, face-to-face interview, and phone call. After collecting the written answers and collecting and
rewriting the audio files, the primary data was summarized by the researcher.

The collected information was subjected to content analysis and 30 codes were classified in the form of 6 main
indicators. After extracting and categorizing the main concepts in the second stage of Fan Delphi, a questionnaire
containing the main concepts extracted using a Likert scale from completely agree to completely disagree was provided
to the participants. 28 questionnaires were provided to the participants, of which 25 responses were received. The
response rate was calculated to be about 89%.

After receiving the answers from the participants, the answer sheets were examined and according to the previous
studies, for each item, the percentage of agreement was determined to be 70% to accept the item and 70% of dis-
agreement to remove the code, and values less than 70% were either agreement or not. The agreement to enter the
repetition of the survey was determined, and based on this, all the codes were approved by the participants.

After the final summary, the initial model was developed using the obtained codes and indicators, and in the third
round, it was given to twenty-five participants for the survey, and the opinions and suggestions of the participants
were collected and analyzed. Finally, after applying the comments and suggestions, the final model was formulated as
factors affecting corporate governance in accordance with Iran’s banking system. Data can be seen as a variable

X:U—X where xe€X.

Appears with probability P[X = z]. Data are encoded by strings (words) over an alphabet 3. A code is a function
C: X — X. C(z) is the code word associated with x. Length of the code word is written as L(C(z)). Expected
length of a code is

(C) =) UC(2))PIX =a].

TEX

The concatenation of code words

C(z1,...,zp) = C(x1)C(x2) ...C(xx)

The code word of the empty string is the empty string itself: C(e) = e.

4 Findings

This study was conducted in three rounds in order to develop a corporate governance model suitable for Iran’s
banking system. First, the frequency of people is given in the following table:

Table 1: The frequency of the statistical population
Participant sample composition Number
Master’s degree (financial management and accounting) | 15
in the managerial levels of the banking field
Ph.D. and Ph.D. student in management and accounting 10
Professors in the field of financial management and ac- | 3
counting
Total 60

The findings of the first to third rounds of the study are listed in Table 2] The findings of the first round of the
study were obtained in 36 codes and 6 main indicators in response to the research question. The number of 38 codes
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obtained in the second stage of the study was again surveyed by the participants, and the number of 30 codes was the
final consensus. The codes that were polled and agreed upon by the participants are listed below in the form of Table

2

Research question: In your opinion, what are the most important factors and components of corporate governance
that are effective in reducing risk and improving the performance of banks?

Table 2: Indexes and codes extracted in the first and second round

Row

Main Index

Codes extracted from the first
round

Agreed codes
in the second
round

Rejected codes In
the second round

considerations

Effectiveness of inter-
nal controls

The size of the audit commit-
tee - the independence of the
members of the audit commit-
tee - the competence of the au-
dit committee - the expertise of
the members of the audit com-
mittee - the conditions for se-
lecting members - the number
of meetings of the board of di-
rectors - remuneration to man-
agers

4

3 codes: Condi-
tions for electing
members - number
of board meetings
- remuneration to
managers

The effectiveness of
the structure and
characteristics of the
board of directors

Separation of duties - financial
expertise of CEO - indepen-
dence of board members - size
of board of directors - compo-
sition of members - conditions
for selecting members

No removal code

Disclosure quality

The size of the bank - the field
of activity - the history of the
bank - the size of the audit
firm - financial leverage - prof-
itability - liquidity - the exec-
utive order of information dis-
closure - percentage of owner-
ship by institutional and gov-
ernment owners

1 code: The per-
centage of own-
ership by institu-
tional and govern-
ment owners

The ownership
percentage  of
institutional
and govern-
ment owners
was included in
the main index
of  ownership
structure

Responsibility

Complying with economic re-
sponsibility - Complying with
legal responsibility - Comply-
ing with moral responsibility -
Complying with social (philan-
thropic) responsibility - Com-
plying with Islamic responsibil-
ity - Complying with cultural
responsibility

1 code: Compli-
ance with cultural
responsibility

Optimal risk man-

agement

Managers’ support of the risk
committee - the competence of
the risk committee Managers’
support of the risk committee
- the competence of the risk
committee members - the ex-
pertise of the risk committee
members - the size of the risk
committee - the diversification
of the bank’s activities

2 codes:The size of
the risk committee
- diversification of
the bank’s activi-
ties

The effectiveness of
the ownership struc-
ture

Managers’ support of the risk
committee - the competence of
the members of the risk com-
mittee - expertise

1 code:
owned

Family




48 Emamian, Khalili, Mohamadi, Pourashraf, Shiri

Components of

corporate governance
| | !
Effecti o The effectiveness cHacti
ectiveness ectiveness
. Optimal risk res ihili " ’ of the structure )
- ponsibility Disclosure quall —
c:‘::uirﬂ:_f management — quality —_ and characteristics = ofinternal
of the board controls
Compliance s " ¢ Thesize of
Institutional  __| Management witheconomic || Banksize  —| eparationot | the audit —
ownership sucpopn:’:i:er:k responsibility duties committee
Compliance Financial Independence of
management Qualifications of with legal — — Activity —_ expertiseof | —f auditcommittes —
ownership —{| riskcommittee ™ responsibility the CEO members
members
Compliance Independence Competence
withmoral Bank history — of membersof = ofthe audit =
governmental Expertise of risk responsibility the board committee
ownership — committee —_— .
members Compliance ThESIZe_Of Hit size of Expertise of
with social —_ the audit — — auditcommittee  _|
i ) the board members
Concentration responsibility firm
of ownership —— c i
ompliance Financial Composition
withreligious —— L —_ P b —
responsibility everage of members
Termsof
Profitability — selectionof —
members
Liquidity —
Information
disclosure executive  —

instructions

Figure 1: Corporate governance model suitable for Iran’s Islamic banking system

After the finalization and consensus of the participants’ opinions in the third stage, the corporate governance model
appropriate to Iran’s banking system was formulated according to the answers to the research questions. This model
was given to the experts and it was finalized after applying the reforms.

5 Discussion and Conclusion

A corporate governance system should be based on principles and not rules and regulations due to different financial
systems, different cultural contexts and most importantly the changing financial conditions in different countries. In
the banking sector, corporate governance plays an important role and is considered a necessary factor to maintain a
strong financial system. The banking sector has its own complex governance issues and requires separate investigation
and management. In addition, banks are more subject to government regulation than other economic sectors due to
their unique financial mix. Banks are less valuable compared to other companies, and a large amount of debt is in the
form of deposits that require special government regulations to protect it, so expanding more research that is able to
examine corporate governance practices in the banking sector. needed. Although all banking structures operate under
similar regulations, the regulatory effect of private bank governance is different from that of public banks. Regulations
have very little effect on the governance practices of private banks, and this is in contrast to state banks. Corporate
governance in private banks is significantly influenced by board members, including the company’s CEO.

The purpose of this research is to develop a corporate governance model suitable for Iran’s banking system with the
aim of reducing risk using the Delphi technique. The advantage of the present study is the use of the Delphi method,
which is a constructive communication method or technique, and by relying on the deliberation of experts, it can lead
to the discovery of innovative and reliable ideas or the provision of appropriate information for better decision-making,
in addition to increasing the credibility of the research. The results led to the identification of 30 items in the form
of 6 main indicators of the effectiveness of internal controls, the effectiveness of the structure and characteristics of
the board of directors, the quality of disclosure, accountability, optimal risk management and the effectiveness of
the ownership structure as the most important factors of corporate governance in Iran’s banking system based on
risk reduction. Based on the identified factors, a corporate governance model suitable for Iran’s banking system was
formulated. According to the model, it can be said that risk reduction in banking is achieved when the six factors
of effectiveness of internal controls, effectiveness of the structure and characteristics of the board of directors, quality
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of disclosure, accountability, optimal risk management and the effectiveness of the ownership structure are realized.
Each of the mentioned factors also includes a subset, for example, the effectiveness of internal controls is achieved
when the members of the audit committee are competent, specialized and independent. It means that by increasing
the expertise and competence of the members of the audit committee, as well as by increasing the number of members
and their independence, in addition to making internal controls more effective, the risk management process can be
carried out in a more appropriate and optimal way by identifying risks in time.

The results of this study are consistent with the studies of Sagar and Singh [22]. In their research, they showed
that the size and independence of the board members is one of the most important factors affecting risk. In the
current research, the results showed that the two factors of size and independence of the board of directors with over
70% agreement are the most important factors affecting the effectiveness of the structure and features of corporate
governance in order to reduce risk.

Also, authors in [2] [14] concluded in their research that institutional ownership, the ratio of non-commissioned
members of the board of directors to the total members of the board of directors, and concentration of ownership are
among the factors influencing its reduction. Risk and improving the performance of companies. Therefore, we can
say it is consistent with the results of this research. Also, Koerniadi et al. studied New Zealand companies and found
that the risk-taking level of companies with a large board of directors was lower. In the present study, the size and
number of board members were identified as influencing factors on the effectiveness of the board structure, which is
consistent with the results of Koerniadi et al.’s research [15].

Finally, due to the fact that in the current research, only the identification of corporate governance issues that
are suitable for Iran’s banking system and based on risk reduction, it is suggested that in future researches, the effect
of each of the identified main indicators on reducing risk and improving the performance of banks Iran should be
investigated.
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