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Haileslasie Tadele (UAE), Baliira Kalyebara (UAE)

CEO POWER AND BANK RISK
IN THE UAE

Abstract

The lessons from the 2008 global financial crisis show that excessive risk taking and
governance failures contribute to the failure of several banks. As a result, the relation-
ship between corporate governance mechanisms and risk taking has been the subject
of many studies. However, extant studies report inconclusive results. Therefore, this
study aims to investigate the relationship between CEO power and bank risk in the
UAE using data over the period of 2015-2018 and a sample of 19 UAE banks. The
study uses a Pearson pairwise correlation to analyze the relationship between CEO
power and bank risk. In addition, a two-tailed t-test is used to examine the differ-
ences between conventional and Islamic banks in terms of CEO power and risk-taking.
The results of the study show that CEO power measured using CEO duality and CEO
tenure reduces risk. Furthermore, the paper indicates that larger boards and higher
CEO ownership tend to increase risk. The study also reports that conventional banks
have higher return variability, larger boards and powerful CEOs than Islamic banks.
However, Islamic banks tend to have higher non-performing finances than conven-
tional banks. The study provides important insights on the relationship between CEO
power and bank risk and concurs with earlier studies. The findings can be of inter-
est to policy makers and can be used as input data for the development of corporate
governance mechanisms. Shareholders can also use the survey results as input when
appointing a CEO for their banks.

Keywords commercial banks, governance, Islamic banks,
managerial entrenchment
JEL Classification G21, G32, G34

INTRODUCTION

The banking sector is of paramount importance to the country’s eco-
nomic development and growth. Specifically, in countries like the
United Arab Emirates, where the financial system dominates the
banking sector, banks play a significant role in the economy. Naturally,
banks are likely to take more risk to generate more cash flows. However,
taking excessive risk may lead to a bank failure. Most of the banking
transactions involve contracts between two parties (e.g., lender and
borrower), where adverse selection and moral hazard is a big concern,
and these information asymmetry problems may lead to a failure. A
failure of a single bank can have a domino effect that can easily affect
other banks in an economy. Moreover, unlike other industries, banks
are highly interlinked with the global financial market, and the failure
of one global bank may have a spillover effect on banks in other coun-
tries (Gebba & Aboelmaged, 2016). A good example is the financial
crisis in 2008, which has started in the USA and then spread over to
other parts of the globe, including the Middle East. The 2008 financial
crisis led to a failure of several banks and recorded significant loss-
es on stock exchanges. After the financial crisis, several studies have
focused on the causes of the financial crisis in banks. These studies
indicate that excessive risk and inappropriate governance practices
lead to the failure of several banks. Since then, policy makers stressed
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more emphasis on the stability of the banking industry. In an effort to maintain the stability of the
banking sector, policy makers constantly update banking regulations and legislations. The central point
of these regulations and legislations is to control excessive risk taking, ensure financial stability, and
protect the interest of different stakeholders such as shareholders, depositors, borrowers, etc. (Gebba
& Aboelmaged, 2016). Accordingly, enhancing the corporate governance of banks is also one of the
priorities of central banks. The abovementioned factors motivate this study to examine the relationship
between CEO power and bank risk.

CEO power indicates the extent of managerial entrenchment the CEO of the bank exercises. Several
studies argue that if the manager is more powerful, the board of directors will be less effective in moni-
toring and controlling the actions of the manager. Besides, a powerful manager has a significant in-
fluence on the strategic decisions of the bank. Higher autonomy in managerial decision making can
increase agency conflicts and agency costs and, as a consequence, lead to lower firm value, lower cash
flows, lower credit rating and higher debt costs (Bebchuk, Cremers, & Peyer, 2011). The impact of CEO
power on the firm’s performance is still an emerging area of research, and results from existing studies

are inconclusive. Research examining the impact of managerial power and bank risk is also scarce.

1. LITERATURE REVIEW

1.1. Theoretical framework

The study follows the literature on corporate gov-
ernance and employs agency theory to explain the
relationship between CEO power and bank risk
taking. Jensen and Meckling (1976) indicate that
agency relationships exist in all forms of organiza-
tions where an agent (manager) is expected to max-
imize the wealth of a principal (shareholder), but
sometimes the manager’s interests may differ from
those of shareholders, which can lead to a conflict
of interest (agency costs). Effective corporate gov-
ernance mechanism is essential to reduce agency
costs arising due to the differences between share-
holders’ and managers’ interests. Such differences
can be regulated through constant monitoring and
control, as well as managerial compensation (e.g.,
Jensen & Meckling, 1976). Boards of directors are
delegated by shareholders to control and monitor
managerial decision-makings and are an effective
tool for maintaining the separation between share-
holders and management (Fama & Jensen, 1983).
An effective board of directors helps to monitor
and control self-interest managerial behavior and,
as a consequence, mitigate managerial opportun-
ism (Boyd, Haynes, & Zona, 2010). However, these
monitoring and incentive mechanisms sometimes
may fall short in motivating the firm manager to

work in the best interests of shareholders. As a re-
sult, the CEO of a firm will tend to have more influ-
ence on the decision-making of the firm, and will
be more likely to pursue actions and make financial
decisions that maximize their financial interests
(Pathan, 2009; Sheikh, 2019).

Shareholders can have a diversified portfolio and
neutralize their risk by investing in multiple in-
vestment securities. In contrast, managers are
less diversified, and their risk profile is tied up to
the human and financial capital they manage in
the company (Sheikh, 2019). Therefore, managers
have an incentive to divert company’s resourc-
es for their personal financial interests and avoid
risky projects, leading to a conflict of interest with
shareholders. The study argues that this incentive
tends to be stronger for powerful CEOs. Therefore,
the paper investigates whether the CEO power
affects firm risk and addresses the following re-
search questions: Is there a relationship between
a powerful CEO and firm risk? Which indicator
of managerial power tends to increase risk taking?
Is there a difference between conventional and
Islamic banks in terms of managerial power and
risk?! Does the interaction between different types
of managerial power indicators lead to excessive
risk taking? These research questions are examined
using the case of commercial banks in the United
Arab Emirates (UAE). This paper considers UAE

1 Islamic banks™ corporate governance is complex compared to conventional banks, including several stakeholders and an additional
supervisory board, which is called a Shariah board. The Shariah board is entitled to review the activities of the board of directors and the

management team (Gebba, & Aboelmaged, 2016).
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Figure 1. Conceptual framework of variables

due to the distinct features of UAE banks. UAE
banks are characterized by having large share-
holders and stronger state influence. Government
owns about 60% of shares of the UAE banks, and
large institutions, including government organi-
zations and private entities, account for 73% and
85% of conventional and Islamic banks’ shares
ownership, respectively (Gebba & Aboelmaged,
2016). The study argues that such a concentration
of share ownership in the hands of several share-
holders may empower the CEO, and this may neg-
atively affect bank performance. Besides, the study
provides important insight to policy makers and
shareholders in designing appropriate corporate
governance mechanisms to reduce excessive risk
taking by bank managers.

Figure 1 describes the relationship between de-
pendent variables (bank risk indicators) and inde-
pendent variables (CEO power indicators).

Some of the existing studies use a single measure
of CEO power. For example, Fahlenbrach (2009)

uses CEO duality, and Bebchuk, Cremers, and
Peyer (2011), as well as Chen, Huang, and Wei
(2013) use CEOQ’s total financial compensation to
measure CEO power. However, Finkelstein (1992)
argues that CEO power comes from different
sources and emphasizes four categories of pow-
er, including structural, ownership, prestige, and
expert power.? It is believed that the combination
of these four power indicators contributes to the
overall managerial power in a company. However,
due to data limitations, this study considers struc-
tural, ownership and expert power indicators. The
study uses the size of the board and CEO duality to
measure structural power, CEO tenure to measure
expert power and the percentage of share owner-
ship the CEO owns to measure ownership power.

1.2. Hypotheses

The extant literature on the relationship between
board size and risk taking behavior is mixed. For
example, Adams and Ferreira (2009) and Haider
and Fang (2016) report a negative association be-

2 According to Finkelstein (1992), these four indicators of CEO power reflect managerial power of different dimensions.

—

measure structure power.

S

) Structural power refers to formal power. Indicators, such as whether the CEO is also the chairperson of the board, are used to

) Ownership power indicates the number of shares owned by a CEO.

3)  An expert power is measured using a CEO tenure, which equals the number of years the manager of a bank served as a CEO since

his first appointment (Pathan, 2009).

'S

) Prestige power refers to the reputation of a manager, educational background from elite schools and the network of the manager

with other partners (Diga & Kelleher, 2009; Finkelstein, 1992). Prestige power can also be measured using the number of board

memberships a CEO belongs to (Finkelstein, 1992).

http://dx.doi.org/10.21511/bbs.15(3).2020.11
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tween board size and firm risk, indicating that
larger boards improve the effectiveness of supervi-
sion and monitoring by bringing diversified skills
and experiences together, which are helpful for
making better financial decisions and mitigating
excessive risk taking. Coles, Daniel, and Naveen
(2008) emphasize the significant advisory role of
larger boards, which improves a company’s fi-
nancial performance. Altunbas, Thornton, and
Uymaz (2019) also indicate that there is a signif-
icant and negative relationship between larg-
er boards and non-performing loans. However,
Dong, Girardone, and Kuo (2017), Pathan (2009),
and Peni and Vahdmaa (2012) report that larger
boards are associated with higher firm risk, due
to lack of coordination and control. With a large
board, where agency costs are higher due to the
free rider and coordination and communication
issues, the CEO tends to be powerful and makes
decisions in line with his personal financial inter-
est as opposed to shareholders’ interests (Jensen,
1993). Therefore, based on the above literature, the
study puts forward the following hypothesis:

HI:  Larger board size reduces bank risk.

CEO duality refers to a situation where a person
possesses both chief executive officer and board
chairperson positions (Hermalin & Weisbach,
1998). In such a dual leadership structure, the CEO
will obtain an opportunity to dominate the board
of directors and diminish their effectiveness in con-
trolling and monitoring the management (Daily &
Johnson, 1997). With little power of the board, the
CEO tends to be more influential, thereby increas-
ing managerial entrenchment (Peng, Zhang, & Li,
2007). Agency theory argues that duality increas-
es CEO power and information asymmetry and
weakens the independence of the board of directors
(Fama & Jensen, 1983). As a result, the CEO may
choose risky projects, which results in lower firm
value (Jensen, 1993). Thus, the study argues that
CEO duality tends to increase risk-taking behavior
and suggests the following hypothesis:

H2: CEO duality increases bank risk.

CEO tenure is defined as the number of years the
manager serves as the company’s CEO (Pathan,

2009). Sheikh (2019) indicates that CEOs with
higher tenures tend to develop influential power
on their boards and, as a result, diminish the con-
trolling power of the board of directors, increase
managerial autonomy (Hermalin & Weisbach,
1998) and lower CEOs risk taking behavior to pro-
tect their personal financial interests. In contrast,
Chen and Zheng (2014) show that CEOs with long
tenure are overconfident in their skills and expe-
rience to manage uncertainties and take higher
risk compared to short-tenure managers. This in-
dicates that CEO’s tenure is positively associated
with firm risk. Although, the results on the rela-
tionship between CEO tenure and bank risk are
mixed. Following Sheikh (2019), the study propos-
es the following hypothesis:

H3: CEO tenure is negatively related to bank risk.
One of the ways a CEO maintains power in a firm
is by owning some shares of the company. A CEO
who owns shares in the company is expected to
converge his interests with shareholders’ interests
(Fama & Jensen, 1983). As a result, the CEO ex-
hibits an incentive to maximize firm value. Allen
(1981) also indicates that CEOs with higher share
ownership in a company tend to have greater in-
fluence on the strategic financial decision making
of the company. A recent study by Sheikh (2019)
shows that a higher share ownership makes the
CEO of the company more concerned about losing
firm value due to his less diversified portfolio, and
this provides an incentive to lower company risk.
Accordingly, the following hypothesis is proposed:

H4: CEO ownership is negatively related to bank
risk.
2. METHODS

2.1. Data source

The study focuses on national banks of the UAE.
Financial performance and governance data are col-
lected from banks’ annual reports and the Bloomberg
database. The study combines both governance and
financial performance data, and this results in a sam-
ple of 19 banks over the period of 2015-2018.°

3 As of July 2019, there were 22 national banks in the UAE. However, the study excludes three banks from the sample due to lack of adequate

data, thus 19 banks are included.
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The study uses two measures of bank risk as de-
pendent variables. (1) Loan portfolio risk is meas-
ured using Non-performing loans (NPL), Loan
loss coverage ratio (COVERAGE), and Loans to
total asset ratio (LOANS). Non-performing loan
ratio (NPL) is measured using the size of loans or
Islamic financing more than 90 days overdue as a
proportion of the gross loans or Islamic financing.
Non-performing loan ratio is the most commonly
used measure of bank risk in the banking literature
(e.g., Dong, Girardone, & Kuol, 2017; Pathan, 2009).
Loan loss coverage ratio (COVERAGE) is measured
using the amount of loan loss reserve as a propor-
tion of non-performing loans. This ratio measures
the ability of a bank to absorb the risk of loan loss-
es. The study includes the Loans to total asset ra-
tio (LOANS) to measure bank risk in terms of the
volume of loans distributed as a proportion of total
assets of a bank. The paper argues that a higher ra-
tio of loans to assets indicates higher probability of
default. (2) Bank failure risk is measured using the
standard deviation of Return on assets (STD.ROA),
Standard deviation of return on equity (STD.ROE),
and Insolvency risk measured using Z-score. These
measures are widely used in the banking literature
(e.g., Altunbas, Thornton, & Uymaz, 2019; Houston,
Lin, Lin & Ma, 2010). Both STD.ROA and STD.ROE
measure the variability of returns. Z-score meas-
ures an overall bank risk and indicates the proba-
bility of insolvency (Boyd & Graham, 1986).

Z-score is computed using a moving standard de-
viation of ROA over the previous two years, and
these values are combined with a current return
on assets and capital to asset ratios (Delis, Tran,
& Tsionas, 2012).* Therefore, Z-score is computed
as the sum of current year return on assets and
the capital to asset ratio divided by the moving
average standard deviation over the previous two
years, using the following equation:

ROA+ (C"p)
T4

STD.ROA

©)

Z -score =

b

where ROA isreturn on assets, Cap/TA represents
the capital to total assets ratio and STD.ROA re-
fers to the standard deviation of return on assets,
estimated using a two-year moving average.

Banks and Bank Systems, Volume 15, Issue 3, 2020

Several studies confirm that Z-score values are
considerably skewed (e.g., Laeven & Levine, 2009),
and it is highly recommended to transform Z-score
values using the natural logarithm. Therefore,
Z-score values are transformed using natural log-
arithms to make the data normally distributed.

The study constructs the CEO power variable us-
ing four measures, which are widely used in the
banking industry:

1) CEO duality is one of the widely used meas-
ures of CEO power in the governance litera-
ture. CEO duality refers to a person who acts
as both the manager and chairperson of the
board of the company (Adams, Almeida, &
Ferreira, 2005; Sheikh, 2019).

2) CEO tenure is measured using the number of
years the manager serves as a CEO (Altunbas,
Thornton, & Uymaz, 2019; Sheikh, 2019).

3) CEO’s share ownership is measured using the
proportion of shares of the company owned
by the CEO (Sheikh, 2019).

4) 'The size of the board is also included as a
measure of CEO power. It shows that larger
boards face coordination and communication
challenges, resulting in higher managerial en-
trenchment and opportunism that increase
the CEO power.

Table 1 provides a description of the variables.

Following the literature, the study uses several con-
trol variables to control for bank level differences.

1) Banksize, the natural logarithm of total assets
is used to measure the size of the bank.

2) Bank profitability, measured using return on
assets to control for the differences in annual
returns, and

3) Capital to assets ratio, measured as the capital
to assets ratio to control for the capitalization
differences between the banks.

4 Z-score is interpreted as an inverse of the probability of insolvency, and a higher value shows the farthest distance to bankruptcy, indicating

a lower bank risk (Laeven & Levine, 2009).

http://dx.doi.org/10.21511/bbs.15(3).2020.11
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Table 1. Variable description

Variables

Description

Dependent variables

Loan portfolio at risk ratio (PAR)

The amount of loans or Islamic financing more than 90 days overdue as a
proportion of gross loans and advances or Islamic financing.

f non-performing loans.

tal assets.

two years.

Standard deviation of bank’s ROE foﬂ
: (ROA + Capital to assets ratio)/Standar

Independent variables

i The number of people who comprise the board.

i1, if the CEO of the bank is simultaneously the chairperson of the board of
B directors, otherwise — 0.

The number of years since the appointment of the CEO to the position of
B the bank’s CEO.

Type of banking (TYPE)

‘ : 1, if the bank is an Islamic bank, otherwise — 0.

Bank size (SIZE)

Control variables
i The natural logarithm of the bank’s total assets.

Bank capital ratio (CAPRATIO)

i The ratio of owners’ equity to the average total assets of the bank.

2.2. Method of analysis

First, the study runs a summary of statistics to
analyze the mean, median, standard deviation,
minimum and maximum values for CEO pow-
er and bank risk indicators. Second, it employs
a Pearson pairwise correlation to examine the
relationship between CEO power and bank risk.
Similar to Altunbas, Thornton, and Uymaz (2019),
this study recognizes that CEO power is multifac-
eted, so several indicators were used to measure
it. However, due to the limited sample size in this
study, it is not possible to formulate the compos-
ite CEO power variable using principal compo-
nent analysis. Nevertheless, to further analyze the
strength of the relationship between CEO power
and bank risk, the study uses Pearson’s pairwise
correlation between the interaction of CEO power
indicators and bank risk variables. Finally, a two-
tailed T-test was used to investigate if there are dif-
ferences between conventional banks and Islamic
banks in terms of CEO power and risk taking
behavior.

3. RESULTS

This section reports the results of the study. First,
the descriptive statistics are reported to provide
an overview of the variables used in the study,

122

followed by the Pearson correlation and paired
t-test results.

3.1. Summary statistics

The mean (median) loan portfolio at risk ratio
(PAR) for 2015-2018 reported in Table 2 is 5.9%
with a standard deviation of 2.2%, indicating that
5.9% of gross loans of UAE banks are overdue
for 90 days. The average loan loss coverage ratio
(COVERAGE) of banks in the UAE is 108.4% with
a standard deviation of 24.1%. Table 2 also indi-
cates that the average gross loan to total asset ra-
tio (LOANS) is 58.6% with a standard deviation of
10.5%.

The average standard deviation of return on assets
(STD.ROA) and standard deviation of return on
equity (STD.ROE) is 0.28% and 2.23%, respective-
ly, and the mean (median) Z-score is 87.72 (62.4).

The mean (median) board size (BSIZE) reported
in Table 2 indicates that UAE banks have eight
board members on average. Table 2 also reports
that on average about 21% of UAE banks have
a CEO who is also a chairperson of the board
of directors (CEOdual). The average number
of years of the managerial experience of a CEO
(CEOtenure) of a UAE bank in the sample is 6.49
years.

http://dx.doi.org/10.21511/bbs.15(3).2020.11



Table 2. Summary statistics
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Variables Mean Median STDEV Min Max

PAR 5.93% 5.91% 2.20% 2.68% 10.08%
COVERAGE 108.4% . 1074% . 24.1% 57.7% o1s3s%
e 586% S 625% T 757% [
o B e
e R s
o e
e . . . B
o . . . e
CEOtenure(years) 649 . 430 28.30
CEOWN 215% . 000 9.28%
e e e
SIZE(AED billion) 1285 . 582 677.4

o ) o ST S
S O e e s

The mean (median) profitability (ROA) and size
(SIZE) of a UAE bank is 1.31%( 1.50%) and 128.5
(58.2) billion Dirhams, respectively. The average
capital to asset ratio (CAPRATIO) of banks in the
sample is 14%.

3.2. Pearson correlation

As reported in Table 3, BSIZE is negatively and
significantly related with PAR (p = -0.456) and
positively and significantly related with STD.ROA
(p = 0.664) and STD.ROE (p = 0.557). CEOdual is
negatively and significantly associated with PAR
(p=-0.534), STD.ROA (p = -0.104) and STD.ROE
(p = -0.219). Besides, CEOdual is positively and
significantly associated with Z-score (p = 0.657).
Table 3 also shows the negative and significant re-
lationship between CEOtenure, PAR (p = -0.367),
LOANS (p = -0.481), STD.ROA (p = -0.120) and
STD.ROE (p = -0.203).

Both CEOtenure and CEOWN are positively and
significantly associated with Z-score (p = 0.401
and 0.475, respectively).

Table 4 reports the correlation between measures
of risk and the interaction of CEO power variables.
Using an interaction helps understand the effect of
a combination of several measures of CEO power
on bank risk. The interaction between BSIZE and
CEOdual is negatively and significantly associat-
ed with PAR (p = -0.471) and positively and sig-
nificantly associated with COVERAGE (p = 0.418)
and LOANS (p = 0.246). The interaction between
BSIZE and CEOtenure is negatively and signifi-
cantly associated with STD.ROA (p = -0.409) and
STD.ROE (p = -0.396). In addition, the interaction
between BSIZE and CEOtenure is positively and
significantly associated with Z-score (p = 0.324).
On the other hand, the interaction between BSIZE
and CEOWN is positively and significantly asso-

Table 3. Pearson correlation analysis of the relationship between dependent and independent

variables

Variables PAR COVERAGE LOANS STD.ROA STD.ROE Z-score

- ~0.456" 0.271 ~0.065 0.664" 0.557"" -0.179
(0.015) (0.262) (0.791) (0.006) (0.008) (0.465)

CEOdual -0.534"" 0.335 -0.001 -0.104" -0.219" 0.657""
(0.003) (0.162) (0.998) (0.013) (0.017) (0.006)

CEOtenure ~0.367" 0.477" —0.481" -0.120" -0.203" 0.401"
(0.023) (0.039) (0.019) (0.024) (0.015) (0.018)

CEOWN 0.225 0.335" -0.449" 0.037 —0.063 0.475"
(0.355) (0.013) (0.021) (0.880) (0.798) (0.026)

Note: Significance levels at 10% (*), 5% (") and 1% (*™).

http://dx.doi.org/10.21511/bbs.15(3).2020.11
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Table 4. Pearson correlation analysis of the interaction between dependent and independent

variables

COVERAGE

LOANS STD.ROA

STD.ROE Z-score

Variables PAR
Lo-04717
(0.042) .

0.418"

e (0039

0.246™ -0.135

(0.023)

0.486"
(0.035)

—-0.108

pouERcEotenare (0660)

TV

0550 (001

0.256
{0.291)

0.211

BSIZE # CEOWN

-0.123 |
(0.615) :  (0.041)

-0.475"
(0.039) 1. . ..00

CEOdual # CEOtenure

ST S

(0.025) (0.032) ¢

0.222

crownswceorenure 0361 . (0

-0.154
(0.529)

—-0.526™"

e
(0.351)

o Loy
—-0.346
(047

CEOdual # CEOtenure # CEOWN

0352 . -0.103

(0.140)

0330

BSIZE # CEOdual # CEOtenure (0.167)

—0.099
(0.688)

-0.355
(0.137)

© Coass”
(0.019) ..

(0675) ...

-0.212 0.065

(0.384) .

~0.396"
(0.020)

(0.011) .

~0.064
(0.795)

(0.042) .

-0.130
(0.596)

-0.126" |
(0.067) i  (0.140)

Note: Significance levels at 10% (*), 5% (") and 1% (*™).

ciated with STD.ROA (p = 0.246), STD.ROE (p =
0.354) and negatively and significantly associated
with Z-score (p = -0.179).

Table 4 also reports that the interaction between
CEOdual and CEOtenure is negatively and sig-
nificantly related with PAR (p = -0.475), LOANS
(p = -0.281), STD.ROA (p = -0.153), STD.ROA (p
= -0.176) and positively and significantly associ-
ated with COVERAGE (p = 0.530) and Z-score (p
= 0.248). The results of the interaction between

CEOdual, BSIZE and CEOWN is negatively as-
sociated with PAR (p = -0.526), STD.ROA (p =
-0.173), STD.ROE (p = -0.188), and positively as-
sociated with COVERAGE (p = 0.580) and Z-score
(p = 0.052).

3.3. Paired t-test analysis
Table 5 presents a statistical comparison between

two independent samples - the Islamic and con-
ventional banks, and assesses if they have differ-

Table 5. Test of the significance difference between conventional and Islamic banks

Conventional banks

Islamic banks

P-value

Variables

Mean

Median

Mean Median

PAR

T
e
e
BSIZE

e
Ceotenure (year9)

CEOWN

5.21%
s
o3
e
e

8.92

0.25
8.05

3.40%

106.25%

N 62.16%

o1o%
R
S

9

0.00

4.9

0%

5.35%

6.60% L 5.01%

-1.268™
(0.002)

111.87%  110.0%

-1.014"
(0.023)

61.75% 62.52%

-0.9921
(0.833)

0.16% L 01%

1724
(0.001)

1.65% 0.87%

0.719
(0.241)

128.51 101.71

—2.599™"
(0.003)

7 7

2.664"
(0.008)

0.527
(0.303)

0.14 000

3.81 16

2.072"
(0.039)

0.0% 0.0%

1.315
(0.062)

Note: Significance levels at 10% (*), 5% (**) and 1% (***).
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ences in their CEO power structure and risk tak-
ing behavior. Islamic banks differ from conven-
tional banks mainly in the way they generate their
revenue, which is mainly from different financial
services based on the virtue of sharing costs and
benefits. The study argues that these differences af-
fect the risk taking behavior of CEOs in conven-
tional and Islamic banks.

The average PAR for conventional banks is 5.21%.
Islamic banks’ PAR accounts for 6.6%. Column 5
of Table 5 shows that there is a significant differ-
ence between conventional and Islamic banks, in-
dicating that Islamic banks have higher PAR than
conventional banks. However, the COVERAGE ra-
tio for Islamic banks (111.87%) is greater than for
conventional banks (106.42%).

Table 5 also shows that conventional banks have
higher STD.ROA (0.36% vs 0.16%), larger BSIZE
(8.92 vs 7) and longer CEOtenure (8.05 years’ vs
3.81 years). On the other hand, conventional banks
tend to have lower bankruptcy risk (Z-score) than
Islamic banks (63.93 vs 128.51). In addition, Table
5 indicates that there is no significant difference
between conventional banks and Islamic banks in
terms of loans to assets ratio (LOANS), standard
deviation of return on equity (STD.ROE) and CEO
duality (CEOdual).

4. DISCUSSION

4.1. Summary statistics

The summary statistics reported in Table 2 show
that UAE banks have relatively lower non-per-
forming loans (5.9%), and the quality of loan port-
folios of UAE banks is improving from year to year,
with a declining non-performing ratio of 6.2% in
2015 to 5.6% in 2018 (UAE Central Bank, 2016,
2017,2018). The over 100% coverage ratio indicates
that on average banks in the UAE maintain opti-
mal reserves to mitigate loan losses. For example,
the average loan loss provision for UAE banks in
2018 was 114.7% (UAE Central Bank, 2018).

Table 2 also indicates that almost 60% of banks’
assets are allocated as loans to customers, suggest-
ing that most of the assets are for lending. The av-
erage standard deviation of return on assets (STD.

http://dx.doi.org/10.21511/bbs.15(3).2020.11
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ROA) and standard deviation of return on equity
(STD.ROE) presented in Table 2 indicate that UAE
banks report low return variability. These results
are supported with a lower mean (median) Z-score
of 87.72 (62.4), which shows that UAE banks have
low insolvency risk, suggesting a relatively low lev-
el of failure risk.

The average board size of UAE banks in the sam-
ple is eight, which is comparable to the findings of
Gebba and Aboelmaged (2016). Overall, the sum-
mary statistics show that UAE banks’ profitabili-
ty is lower compared to their size. However, UAE
banks perform more than the average return on
assets for GCC countries’ banks (KPMG, 2018).

4.2. Correlation analysis

The negative and significant relationship between
BSIZE, CEOdual, CEOtenure and PAR reported in
Table 3 indicates that banks with powerful CEOs
tend to have lower non-performing loans, indicat-
ing that a powerful CEO improves loan portfolio
quality of a bank in contrast to previous results
(e.g., Adams, Almeida, & Ferreira, 2005; Altunbas,
Thornton, & Uymaz, 2019; Cheng, 2008). The
positive and significant relationship between
CEOtenure, CEOWN and COVERAGE shows that
experienced CEOs and CEOs with share owner-
ship in a UAE bank tend to maintain adequate
loan loss reserve to mitigate loan losses. A nega-
tive and significant association between CEOdual,
CEOtenure and LOANS, STD.ROA, STD.ROE and
Z-score suggests that experienced CEOs and man-
agers, who hold both CEO and board of directors
chairmanship, tend to lend fewer loans and are
associated with lower return variability and bank
failure risk. Overall, all CEO power indicators, ex-
cept the board size, are negatively associated with
bank risk. This is consistent with the notion that
firm CEOs are less diversified, and therefore they
avoid taking risky projects (e.g., Sheikh, 2019). A
larger board size is associated with higher return
variability and insolvency risk, which is consist-
ent with the agency theory that larger boards have
a communication and coordination problem, re-
sulting in extreme decisions (e.g., Pathan, 2009;
Peni & Vahdamaa, 2012).

As reported in Table 4, the interaction between
BSIZE and CEOdual is associated with lower loan
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portfolio at risk (PAR) ratio and higher coverage
ratio (COVERAGE), indicating that banks with
larger board size and CEO duality tend to improve
their asset quality by lowering non-performing
loans and maintaining adequate loan loss reserves.
Banks with larger boards and experienced CEOs
are associated with lower return variability (STD.
ROA & STD.ROE) and insolvency risk (Z-score). In
addition, banks with larger boards and with CEOs
owning significant number of shares of a bank
tend to increase return variability and insolvency
risk. While Sheikh (2019) indicates that a higher
share ownership makes the CEO of a company
more worried about losing firm value, the results
of this study contend agency theory expectations.
This may be due to the increased power of the CEO
that comes from the inconclusive large board and
ownership power, which forces the CEO to make
extreme financial decisions.

Table 4 also shows that a bank with an experienced
manager (CEOtenure) who is the chairperson of a
board (CEOdual) tends to reduce bank risk. In addi-
tion, banks with a larger board (BSIZE), whose CEO
owns a large proportion of shares (CEOWN) in the

bank and who is also a chairperson of the board
(CEOdual), tend to reduce bank risk. The results of
this study are consistent with previous studies such
as Haider and Fang (2018), Hermalin and Weisbach
(1998) and Pathan (2009), which report a negative
association between CEO power and firm risk.

4.3.Paired t-test analysis

Column 5 of Table 5 shows that Islamic banks have
higher loan portfolio at risk (PAR) than conven-
tional banks. However, Islamic banks maintain
more loan loss reserve (COVERAGE) compared
to conventional banks. This may be due to high-

er non-performing loans associated with Islamic
banks.

Conventional banks have higher return variability
and lower insolvency risk than Islamic banks. They
also have larger boards and experienced manag-
ers. In addition, CEOs of conventional banks tend
to own more shares than CEOs of Islamic banks.
Overall, conventional banks have powerful CEOs
and report lower non-performing loans and fail-
ure risk than Islamic banks.

CONCLUSION

This paper examines the relationship between CEO power and bank risk using the data from 19 banks
in the UAE over the period of 2015-2018. Overall, UAE banks have lower bank risk, lower variability
of returns and lower bankruptcy risk. The results indicate that conventional banks have more powerful
CEOs that are associated with higher performance variability and lower insolvency risk compared to
Islamic banks. However, Islamic banks have higher non-performing loans compared to conventional
banks. The paper also provides evidence that CEO duality and CEO tenure are negatively associated
with bank risk. The results provide little evidence to support the impact of board size and CEO owner-
ship on bank risk taking.

Several stakeholders could benefit from this paper. First, the results may be of interest to policy makers
and can be used as input in designing corporate governance regulations and legislations. It is important
to emphasize that the structure and extent of CEO power need to be taken into account when assessing
the risk taking behavior of UAE banks. Second, shareholders can also use the results of this study as in-
put while appointing a CEO for their banks. Identifying the features of different CEO power indicators
and their potential impact on risk taking behavior is essential in appointing a CEO who fits in with the
interest of shareholders to maximize their wealth.

This study is limited to UAE banks, and it is recognized that the results obtained cannot be generalized.
Future research is suggested to expand the findings in a broader context by conducting a multi-country
analysis to examine the impact of CEO power on bank risk-taking and contribute to the ongoing debate
about the impact of CEO power on bank risk.
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