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DETERMINANTS OF CORPORATE GOVERNANCE DISCLOSURE 

PRACTICES OF ISLAMIC BANKS 

 

ABSTRACT  

 

The Islamic community has an expectation that Islamic banks place utmost importance 

on corporate governance (CG), due to the additional risks embedded in Islamic financial 

instruments. However, recently, Islamic banks have been exposed to CG failures similar 

to conventional banks. Therefore, a higher standard of CG is now expected from Islamic 

banks to increase stakeholders’ confidence in their financial system.  

The central proposition of this study is that the difference in the capital structure of 

Islamic banks as compared to conventional banks and the need to comply with Shari’ah 

lead to different CG settings in Islamic banks such as Shari’ah governance and risk 

management systems. Solomon and Solomon (2004) argue that corporate disclosure 

transparency is an important component of a good CG system. Therefore, the aim of 

this thesis is to investigate factors determining CG disclosure transparency unique to the 

Islamic banking context. In analysing the CG disclosures of Islamic banks, the SSB 

Report is also examined. 

It is argued that specific characteristics of Islamic banks (the characteristics of the SSB 

and the mudarabah (profit-sharing investment account) influence the extent of CG 

disclosure of Islamic banks. Apart from the above-mentioned characteristics, this thesis 

also explores the association between CG disclosures and CG characteristics of Islamic 

banks and firm size. In order to mitigate the country-bias effect on the sample, the 

impact of the legal system and the level of political and civil repression on the CG 

disclosures of Islamic banks are also investigated. Subsequently, the determinants of the 

extent of disclosure in the SSB Report are also examined. 

The empirical procedures involve cross-sectional analysis being applied to disclosure 

data from the annual reports of Islamic banks in the Southeast Asian (SEA) and the Gulf 

Cooperation Council (GCC) regions in 2009, resulting in a data set of 67 Islamic banks.  

This study benchmarks the CG disclosures of Islamic banks to international benchmarks 

such as the Organisation for Economic Co-operation and Development (OECD) 

Principles of Corporate Governance (OECD, 2004), the Basel Committee on Banking 



 

 

xvi 

 

Supervision (BCBS) (2006) Paper, the AAOIFI Governance Standards and the Islamic 

Financial Services Board (IFSB) CG Guidelines.  

The findings of the study show that the level of CG disclosure of Islamic banks is less 

than 50 percent (48.82 percent). The percentage of mandatory CG disclosures agrees 

with the contention of scholars (Hope, 2003; Nelson and Percy, 2005) that some firms 

treat mandatory items as voluntary. The findings from this study also reveal that the CG 

characteristics when combined (board size, audit committee size and separation of the 

roles of board chair and CEO) and SSB characteristics when combined (SSB cross-

memberships, SSB size and SSB expertise in accounting, banking, economics and 

finance) are found to be positively related with aggregate CG disclosures (voluntary 

plus mandatory). The result is supported by a similar result on voluntary CG 

disclosures. All three types of CG disclosure (aggregate, voluntary and mandatory) are 

found to be negatively associated with the level of political and civil repression. The 

results also reveal that the legal system (code law country) is positively associated with 

voluntary CG disclosures. The findings also show that one of the SSB characteristics 

(SSB cross-memberships) is found to have a significant and positive association with 

disclosures in the SSB Report. As expected, the SEA region performed better than the 

GCC region in terms of aggregate and mandatory CG disclosures.  

 

The findings from this study reveal weaknesses in the CG disclosures of Islamic banks. 

There are troubling gaps between CG practices and CG mandatory disclosures due to a 

lack of enforcement of standards. The transparency of reporting relates not only to the 

quality of accounting standards but also to the quality of interpretation, implementation 

and enforcement (Ball, Robin, and Wu, 2003; Hope, 2003; Kothari, Lago, and Mueller, 

2000). This study also informs the global debate on the need for Shari’ah governance 

reform by providing insights on the part played by the SSB in encouraging full 

disclosure in the annual reports of Islamic banks. In particular, the evidence on the 

association between the extent of disclosure in the SSB Report and SSB cross-

memberships may assist Islamic finance regulators as they seek to develop guidelines 

and standards. 
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CHAPTER 1 : INTRODUCTION 

 

1.1 Introduction 

This study investigates the transparency of corporate governance (CG) disclosure 

practices in the annual reports of Islamic banks using disclosure indices. The study is 

motivated by the previous research of Safieddine (2009) who argues that adequate 

disclosure of CG practices to the public is important in order to safeguard investors’ 

rights and to reduce managerial opportunism in Islamic banks. The study is also 

motivated by the recent debate on ways to strengthen Shari’ah
1
 governance in light of 

concerns about independence, confidentiality and consistency in rulings (Van Gruening 

and Iqbal,  2008), and failures to detect deficiencies in Shari’ah compliance (Grais and 

Pellegrini, 2006b). Accordingly, the Accounting and Auditing Organisation for Islamic 

Financial Institutions (AAOIFI) has attempted to strengthen the Shari’ah governance 

systems of Islamic banks by considering the imposition of limitations on the number of 

Shari’ah Supervisory Board (SSB) cross-memberships. The AAOIFI reform proposal 

draft is expected by late 2013 (Vizcaino, 2012).  Two research companies, Zawya and 

Funds@Work AG, reported in 2010 that the top 20 Shari’ah scholars served on 621 

SSBs worldwide (El Baltaji and Anwar, 2010). The top six scholars comprise 32 per 

cent of the SSB positions worldwide (Unal, 2011). Such a large number of multiple 

cross-memberships, dominated by a few prominent scholars, raises concerns about 

potential conflicts of interest as well as issues of independence and confidentiality (El 

Baltaji and Anwar, 2010; Richter, 2010). 

 

Transparency is defined by the Basel Committee on Banking Supervision (BCBS) 

(1998, p. 3), as “public  disclosure  of  reliable  and  timely information that enables 

users of that information to make an accurate assessment of a bank’s financial  

condition  and  performance,  business  activities,  risk  profile  and  risk  management 

practices”. The BCBS (1998) underlines six categories of information necessary for 

                                                 
1
Shari’ah is Islamic religious law derived from the Qur’an and the teaching of the Prophet Muhammad (peace be 

upon him). Shari’ah is regarded as the legal and ethical rules to guide a Muslim in life (Thani, Abdullah, and Hassan, 
2003).  



Chapter 1: Introduction 

2 

 

banks to achieve the transparency level required of them, namely: i) financial 

performance; ii) financial position; iii) risk management strategies and practices; iv) risk 

exposure; v) accounting policies; and vi) basic business, management and CG 

information. Although the definition of transparency comprises various types of 

disclosures, the focus of this proposed study will be specifically on CG disclosures.   

This study examines the nature and extent of CG disclosure in the annual reports of 

Islamic banks. The extent of this disclosure is assessed against a disclosure index 

developed based on a number of international benchmarks including the Organisation 

for Economic Co-operation and Development’s (OECD) Principles of Corporate 

Governance (2004), the BCBS (2006) Report, AAOIFI’s Governance Standards for 

Islamic Financial Institutions (GSIFI) and the Islamic Financial Services Board’s 

(IFSB) “Guiding Principles on Corporate Governance for Institutions Offering Only 

Islamic Financial Services (excluding Islamic Insurance (Takaful
2
) Institutions and 

Islamic mutual funds)”, other standards, codes, guidelines and past literature on CG 

disclosures. The study also examines the SSB Report, which is considered to be one of 

the most important reports in the annual reports of Islamic banks (Al-Mehmadi, 2004). 

The CG literature argues that board independence could explain the variation in CG 

disclosures (Ben-Amar and Boujenoui, 2007; Bujaki and McConomy, 2002; Parsa, Gin, 

and Ewere, 2007). However, evidence concerning the relationships between other CG 

mechanisms (such as board size and chief executive officer (CEO) duality) and CG 

disclosures remains mixed. The research on the relationship between CG mechanisms 

and CG disclosures is insufficiently addressed, especially in the annual reports of 

Islamic banks. Apart from CG mechanisms, corporate characteristics are expected to 

have an association with CG reporting. Firm size is also found to have a significant and 

positive relationship with CG reporting (Andersson and Daoud, 2005; Ben-Amar and 

Boujenoui, 2007; Bujaki and McConomy, 2002; Carson, 1996; Mohammed Hossain, 

2007; Kusumawati, 2006, 2007; Labelle, 2002; Ntim, Opong, Danbolt, and Thomas, 

2012; Pahuja and Bhatia, 2010; Parsa et al., 2007). Nonetheless, there is still 

inconclusive evidence of an association between other corporate characteristics and CG 

disclosures, especially in the corporate annual reports of Islamic banks. 

                                                 
2
Takaful is Islamic insurance company. 
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The combined SSB characteristics are also expected to influence CG disclosures in the 

annual reports of Islamic banks. During the process of Shari’ah review, the SSB could 

influence the disclosures provided by management of Islamic banks. According to the 

GSIFI No. 2: Shari’ah review,  the examination of Shari’ah compliance includes 

examination of “contracts, agreements, policies, products, transactions, memorandum 

and articles association, financial statements, reports (especially internal audit and 

central bank inspection), circulars, et cetera (paragraph 3)”. The SSB also has access to 

all documents available in determining the Shari’ah compliance status of Islamic banks. 

As Islamic organisations, the banks are expected to uphold Islamic values, which 

include fulfilment of the full disclosure concept. Apart from the expected influence on 

CG disclosures, the SSB characteristics are also predicted to have an association with 

disclosures in the SSB Report.  

Al-Baluchi (2006) found a positive relationship between the proportion of investment 

account (IA) funds to total financing and voluntary disclosures. Farook et al. (2011) also 

found a significant positive association (at the 10 per cent level) between corporate 

social responsibility disclosures and the level of IA funds to paid-up capital in 

shareholders’ equity. This association reflects the effort of Islamic banks to strengthen 

their relationship with mudarabah
3
 investment account holders (IAHs) via more 

extensive disclosures including CG disclosures. 

The next section describes the motivation for this study. 

 

1.2 Motivation for the Study 

This study is motivated by several factors. The first motivating factor is that there is 

limited empirical research on the CG disclosure practices of Islamic banks. Therefore, 

the research is motivated by longstanding and widespread international concern among 

accounting policy-makers, Central Banks, practitioners and researchers on corporate 

reporting practices in Islamic banks. Despite the rapid growth of Islamic finance, there 

is limited empirical research on either the accounting and reporting practices or CG in 

                                                 

3
Mudarabah is basically a contract between two parties: capital owners or financiers (known as rabb al-mal) and an 

investment manager (known as mudarib). 
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Islamic banks. Most of the past published research on Islamic accounting comprises 

either theoretical or normative papers that do not examine empirically the current 

practices or trends of accounting disclosures (Archer, Karim, and Al-Deehani, 1998; 

Bhatti and Bhatti, 2009, 2010; Kamla, 2009; Karim, 2001; Maurer, 2002; Mirza and 

Baydoun, 2000; Sulaiman, 2003). Moreover, this study could assist users of financial 

reports in comprehending the disclosure behaviour of Islamic banks. Subsequently, a 

coherent and acceptable set of mandatory CG disclosure requirements could be 

developed for Islamic banks. The findings from this study could also provide input on 

how to strengthen the CG disclosures of Islamic banks worldwide. Hence, it is 

important to consider the nature and extent of the CG disclosure of Islamic banks. 

The second motivating factor is the high standard of CG expected from Islamic banks, 

due to the risks associated with equity participation, interest-free financial instruments 

and profit sharing contracts, which are at the core of Islamic banking. The higher risks 

imposed on Islamic banks suggest the need for stronger CG mechanisms, and, 

accordingly, a higher level of CG disclosure in annual reports as compared to other 

banks. Islamic banks are accountable to multiple stakeholders, namely, investors, 

creditors, owners and shareholders, management, zakat
4
 beneficiaries, government, 

community, employees, customers and zakat payers.  Stronger governance and 

transparent disclosures about CG should enhance the confidence of these stakeholders 

in the Islamic banking industry. 

Third, another source of motivation is the debate on the role of CG and disclosures, 

which has increased recently due to many corporate collapses and scandals across the 

world. Islamic banks are not immune to either financial scandals or failure, as evidenced 

by the collapse of the Ihlas Finance House of Turkey in 2001, Patni Corporative Society 

in India in 2003 and the collapse of the Bank of Credit and Commerce International in 

1991 that affected the investments of major Islamic banks. These failures have 

reinforced the importance of investigating the role of the SSB. The SSB is expected to 

assure stakeholders of the compliance of Islamic banks with Shari’ah. Thus, the SSB 

activities ought to be reflected in the SSB Report (Besar, Abd Sukor, Abdul Muthalib, 

and Gunawa, 2009). However, the lack of evidence of a review conducted by the SSB 

warrants a detailed examination of the SSB Report of Islamic banks across regions. 

                                                 
4
Zakat is a compulsory levy that must be allocated from the well-to-do among the Muslim society to the beneficiaries 

specified according to Shari’ah. 
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Highly transparent disclosures about CG information and the SSB Report are important 

in order to increase the confidence of stakeholders, particularly in relation to Shari’ah 

compliance. 

Fourth, Islamic banks, with their unique characteristics, for instance, SSB and Islamic 

financial products, such as mudarabah,musharakah,
5
murabahah,

6
ijarah,

7
 salam,

8
 and 

istisna’
9
, provide a unique institutional setting to conduct a study on the relationship 

between Islamic bank-specific characteristics (such as the SSB characteristics and the 

level of IAHs) and CG disclosure transparency. Part of the difference between the 

capital structure of Islamic banks and conventional banks comes in the form of the 

mudarabah IA, which creates issues in the aspect of the principal-agent relationships. 

These different structures lead to altered principal-agent relationships and diverse CG 

mechanisms (Safieddine, 2009). Furthermore, Islamic banks are also obliged to comply 

with the requirements of Shari’ah in all their dealings. By extending research on 

accounting disclosures for Islamic banks, the ability to generalise previous findings can 

be assessed. The findings of this study should be evaluated as to whether they can be 

applied to international settings and to different economic environments. In this case, 

Islamic banks have been chosen as the Islamic banking industry is starting to gain 

global recognition in developed countries, such as the United States, the United 

Kingdom and Australia. Therefore, it is considered important to observe the 

development of Islamic banks in emerging markets in order to help develop Islamic 

banking in developed nations. 

 

                                                 
5
Musharakah is a partnership venture between an Islamic financial institution and its customers. Both parties could 

contribute equal or varying amounts of capital to the venture. Partners share profit according to the contract and share 

proportionate losses based on the capital contribution (Tamer, 2005). 
6Murabahah is defined as the sale of goods at cost plus mark-up. Repayment by the buyer could be made in a lump 

sum or instalments (M. Iqbal and Molyneux, 2005; Tamer, 2005). 
7Ijarah is a contract of exchange giving the ownership or the right to the benefit of using an asset in return for rental 

consideration. This contract is similar to conventional leasing. The rental could be for instance, the rental of fixed 

assets or a package of services. Rental payment could be either monetary or non-monetary. In the balance sheet of 

Islamic financial institutions, it is normally presented as “Investments in Ijarah Assets” (Sultan, 2006). 
8Salam is a contract of sale in which payment is made in advance by the buyer. However, the delivery of goods is 

made in the future by the seller (Pomeranz, 1997). 
9Istisna’ refers to a contract in which a manufacturer (contractor) agrees to produce (build) for the third party. It is a 

contract of sale in which payment is made in advance by the buyer. However, delivery of goods is made in the future 

by the seller at a pre-determined price (Pomeranz, 1997). 
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1.3 Research Questions 

Based on the motivations for the study identified above, there is clearly a need to 

undertake further research into the CG disclosures of Islamic banks that examines in 

detail the nature and extent of this type of disclosure, and takes into account the specific 

characteristics of Islamic banks. Therefore, the research questions addressed are: 

1) What is the nature and extent of CG disclosure in the annual reports of Islamic 

banks? 

2) What are the determinants of CG disclosures in the annual reports of Islamic banks?  

3) What is the nature and extent of the SSB Report disclosure in the annual reports of 

Islamic banks?  

4) What are the determinants of disclosures in the SSB Report of Islamic banks? 

 

1.4 Theoretical Framework 

Two of the most studied approaches to CG, i.e. agency theory (Fama and Jensen, 

1983b; Jensen and Meckling, 1976) and stakeholder theory (Carroll, 1979, 1991; 

Freeman and Reed, 1983) are considered in explaining the theoretical framework of this 

study. The study also attempts to accommodate the unique characteristics of Islamic 

banks in the development of the theoretical framework.  

In an agency framework, the introduction of CG mechanisms in a firm may be effective 

in reducing agency costs, and, accordingly, improving disclosures (including CG 

disclosures). For instance, larger firms are also expected to require more monitoring, 

due to the complex nexus of contracts, which might also lead to an increase in CG 

disclosures. Accordingly, CG characteristics and Islamic bank size are expected to be 

associated with CG disclosures. 

It is also in the shareholders’ interest that the IAHs are kept satisfied or they might 

withdraw their investments from the Islamic bank (Archer et al., 1998). Hence, 
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accordingly, the level of IA is expected to have a positive association with CG 

disclosures.  

From the stakeholder perspective, the strength of the SSB is expected to lead to more 

CG disclosures to stakeholders of Islamic banks. Based on agency theory, stakeholder 

theory and prior research, this thesis examines the effect of Islamic bank-specific 

characteristics (SSB strength and IAHs) and firm-specific characteristics (CG strength 

and firm size) on the extent of CG disclosure. In respect of SSB Report disclosures, in 

using the stakeholder theory, the SSB strength, IAHs, size and Muslim population
10

 are 

expected to be able to explain the disclosures in the SSB Report. 

 

1.5 Research Methods 

The year 2009 has been selected as the sample period due to recent events prior to that 

year which include: (i) the issuance of the OECD’s Principles of Corporate Governance 

(2004); (ii) the issuance of the BCBS Paper “Enhancing Corporate Governance for 

Banking Organisations” (2006); (iii) the Guiding Principles on Corporate Governance 

for Institutions Offering Only Islamic Financial Services (Excluding Islamic Insurance 

(Takaful) Institutions And Islamic Mutual Funds) by the IFSB (2006a); (iv) the 

AAOIFI’s GSIFI (issued between 1999 to 2010); and (v) the launch of the Programme 

on Governance in the Arab Region  by the United Nations Development Programme 

and the Regional Bureau of Arab States in the early 2000s. In addition, the International 

Financial Reporting Standards (IFRS
11

) convergence process and the recent global 

financial crisis all contribute to this context. All these events are expected to bring about 

changes in the CG reporting practices of Islamic banks. Twenty-four Islamic banks in 

the Southeast Asian (SEA) region and 43 Islamic banks in the Gulf Country 

Cooperation (GCC) region are investigated. 

                                                 
10 Ratio of Muslim population to total population in each country in the study. 
11

In this study, IAS (International Accounting Standards) and IFRS will be used interchangeably. Based on IASPlus 

(a website on IAS run by Deloitte), only UAE has implemented the IFRS for companies listed on the Abu Dhabi 

Securities Exchange since 2003. Malaysian implementation of IFRS commenced in 2012 while Thailand will wholly 

adopt IFRS in 2015. Due to the lack of literature on the exact date of the IFRS implementation for the countries under 

the study, IAS and IFRS will be used interchangeably.  
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1.6 Summary of Major Findings 

The descriptive statistics on CG disclosures in Islamic banks reveal only partial 

disclosure with the mean of the aggregate CG disclosures at 48.82 percent (voluntary: 

37.01 percent mandatory; 69.76 percent). The percentage of mandatory CG disclosures 

agrees with the contention of scholars (Hope, 2003; Nelson and Percy, 2005) that some 

firms treat mandatory items as if they were voluntary. The average level of disclosure in 

the SSB Report is 39.1 percent. This low level of compliance disclosure may be 

explained by the lack of enforcement of AAOIFI standards in Islamic banks. 

The findings of this study provide support for the influence of certain CG mechanisms 

(board size, audit committee (AC) size and the separation of the roles of CEO and board 

chair) and Shari’ah governance mechanisms (the SSB characteristics i.e. SSB cross-

memberships, SSB size and SSB expertise in accounting, banking, economics and 

finance) on the extent of aggregate and voluntary CG disclosure. Stronger sets of CG 

and Shari’ah governance mechanisms are more likely to be associated with a higher 

level of CG disclosure. Another factor that influences aggregate CG disclosures is the 

level of political and civil repression, which is revealed to have significant negative 

associations with all three categories of CG disclosure (i.e. aggregate, voluntary and 

mandatory CG disclosures). Further, there is a significant positive association between 

Islamic banks situated in code law countries and voluntary CG disclosures. One of the 

SSB characteristics, SSB cross-memberships, is found to have a positive association 

with the extent of disclosure in the SSB Report. 

 

1.7 Contributions of the Study 

This area of study is considered significant because it could contribute to the limited 

empirical literature on accounting and CG reporting practices of Islamic banks. 

Moreover, there is a lack of empirical research on the SSB characteristics as well as the 

SSB related information. Given the uniqueness of Islamic banks, highly transparent 

disclosures on CG and the SSB Report are important in order to increase the confidence 

of stakeholders on the Shari’ah compliance of the Islamic banks. Overall, the findings 

reported in this thesis provide several important contributions to understanding the 
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nature and extent of CG disclosure and the factors associated with CG disclosures. 

More broadly, the findings contribute to the disclosure literature. This study is the first 

to provide a comprehensive analysis of the nature and extent of CG disclosure by 

Islamic banks in the SEA and the GCC regions. The findings indicate that Islamic banks 

fail to comprehensively disclose CG information, even mandatory CG disclosures. 

Despite the issuance of various CG standards, codes and guidelines, the results indicate 

the lack of enforcement of CG standards in Islamic banks. Second, the development of 

CG disclosure indices tailored to the need of Islamic banks is also one of the main 

contributions of this study. Therefore, the thesis assists in the development of a coherent 

and acceptable set of mandatory CG disclosure requirements for Islamic banks. 

Eventually, it is hoped that guidance could be obtained from the thesis on how to 

strengthen CG disclosures of Islamic banks worldwide. 

Third, this study provides evidence that certain CG mechanisms (board size, AC size 

and the separation of the roles of CEO and board chair) are important in explaining the 

extent of CG disclosure in the annual reports of Islamic banks. The study utilises a CG 

strength score to determine if CG has a combined effect on CG disclosures. The fourth 

major contribution is the focus on Shari’ah governance by examining the relationship 

between SSB characteristics and CG disclosures as well as SSB Report disclosures. 

This study finds that SSB cross-memberships and reputable scholars have a positive 

association with SSB Report disclosures. The proposal on the restriction of the number 

of cross-memberships of SSB scholars should be reconsidered due to the worldwide 

shortage of Shari’ah scholars. The fifth contribution is the findings on the passive 

reaction of IAHs in relation to their demand for CG disclosures and disclosures in the 

SSB Report. Al-Sadah (2007) finds that IAHs do not react to the information received 

by them even though they receive low rates of return. IAHs must not only be 

sufficiently informed, they must also be knowledgeable to make use of the information 

received by them properly. Al-Sadah (2007) indicates that 53.2 per cent of the IAHs are 

not familiar with the nature or type of their contractual relationship with Islamic banks. 

Since they appear to lack knowledge, they have to rely on the SSB, bank supervisors 

and information intermediaries (for instance, financial analysts and rating agencies) to 

protect their interest. The case study of Al-Sadah (2007) reveals that due to a lack of 

disclosure, the management of Islamic banks tend to take advantage of this situation by 

providing more benefit to shareholders at the expense of IAHs (for instance, charging an 
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excessive mudarib rate and providing a high dividend yield to shareholders but only 

giving a modest return to IAHs). This situation suggests the need for an increase in the 

knowledge of the IAHs with respect to the nature of their contracts and transactions 

with Islamic banks. Further, given that a high percentage of the Muslim population does 

not influence the level of disclosure in the SSB Report, it appears that the Muslim 

population is also passive in their demand for disclosures. Previously, there were 

limited studies on the relationship between the mudarabah IAHs, as well as the Muslim 

population, and disclosure behaviour of Islamic banks. 

The findings of this study have important implications for management, central banks, 

the AAOIFI, the IFSB, policy makers and regulators in the countries under study, zakat 

payers, zakat beneficiaries, IAHs, creditors, customers, suppliers and the Muslim 

population at large
12

. 

 

1.8 Organisation of the Study 

The remainder of the thesis is organised as follows. Chapter two summarises the basic 

principles that form the essence of Islamic banks and provides the background to the 

historical development of Islamic banking. A review of the literature is conducted on 

CG in general and CG specific to banks in particular. In addition, a section has been 

dedicated to CG in the Islamic banking environment. Several guidelines and standards, 

which might impact on the CG disclosures of Islamic banks are then discussed. Finally, 

several accounting issues in Islamic banks are clarified. 

Chapter three provides an overview of the background of Islamic banking, the financial 

reporting framework and CG structures that govern Islamic banks in each of the 

countries in the SEA and the GCC region. Chapter four highlights the role of CG 

reporting, supported with relevant empirical studies. The chapter also explores relevant 

studies that have been conducted on corporate reporting in the Islamic banking context.  

                                                 

12
 Creditors, customers and suppliers who deal with Islamic banks are also users of the financial reports. 

They might want to obtain assurance that the Islamic banks they are dealing with are strong in terms of 

CG structure. The Muslim population also is expected to be interested in the Shari’ah compliance status 

of Islamic banks. 
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Chapter five examines two theories, namely, agency theory and stakeholder theory, and 

draws on these theories to develop hypotheses about the factors that influence CG 

disclosures in the annual reports of Islamic banks. Stakeholder theory is also used to 

develop hypotheses to explain the variation in the SSB Report disclosures. 

Chapter six describes the data and research design used to test the hypotheses 

formulated in Chapter five. One of the objectives of this study is to develop indices to 

measure CG reporting for Islamic banks. Two indices are developed, namely, the 

Corporate Governance Disclosure Index and the Shari’ah Supervisory Board Report 

Index. This chapter explains the methodology and processes in constructing the above-

mentioned indices. 

Chapter seven discusses the descriptive statistics in relation to the nature and extent of 

CG disclosure (by their categories and components) and SSB Report disclosure.Chapter 

eight tests the hypotheses by investigating the relationships between Islamic bank-

specific, firm-specific and country-specific characteristics and CG disclosures as well as 

SSB Report disclosures. In this chapter, CG mechanisms, SSB characteristics, the ratio 

of IA to equity, firm size and country-specific variables (legal system and level of 

political and civil repression) are expected to be related to the extent of CG disclosure. 

Similarly, SSB characteristics, the ratio of IA to equity and the country specific variable 

(Muslim population) are also expected to be positively related to the extent of SSB 

Report disclosure.  

Finally, the study is concluded in chapter nine with a discussion on the contribution of 

this research. Limitations of the study are also outlined in this chapter.  In addition, 

policy implications and potential extensions to the study are examined. 
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CHAPTER 2 : INSTITUTIONAL BACKGROUND ON 

ISLAMIC BANKING AND CORPORATE 

GOVERNANCE 

 

2.1 Introduction 

This chapter provides an overview of the basic principles that form the essence of 

Islamic banks. Certain aspects of accounting issues for Islamic banks are also explored. 

Section 2.2 starts by explaining the basic principles of Islamic finance that form the 

fundamentals of Islamic banks. Section 2.3 deliberates on the historical development of 

Islamic banking. Section 2.4 provides an overview of corporate governance (CG) in 

general. Section 2.5 briefly discusses the importance of CG for banks while Section 2.6 

focuses on CG in an Islamic banking environment. Section 2.7 discusses the guidelines 

and standards that impact on the CG disclosure of Islamic banks. Finally, section 2.8 

discusses some accounting issues specific to Islamic banks while the last section 

concludes. 

 

2.2 The Basic Principles of Islamic Finance 

Islamic banks operate under the umbrella of Islamic finance. Accordingly, it is 

important to understand the fundamental concepts of Islamic finance before examining 

the unique characteristics of Islamic banks. 

Based on the literature, it is deduced that the two most discussed issues in Islamic 

finance are the prohibition of riba
13

 and gharar.
14

 The prohibition of riba and gharar 

are closely related to the way Muslims conduct their business dealings, and, generally, 

the way they live their lives. The way Muslims carry out their life reflects the 

relationship between man and God (worship) and the relationship between man and 

                                                 
13

Literally, ribameans excess, addition, surplus, multiply, rise, swell, increase, accretion, expansion or growth (Iqbal 

and Mirakhor, 2007; Mirakhor and Zaidi, 2007; Tamer, 2005).Since the 1960s, Islamic economists have agreed that 

bank interest, as it is commonly known today, is identical to riba(Iqbal and Molyneux, 2005; Tamer, 2005; Wilson, 

2002). 
14 Literally, gharar depicts negative elements, such as deceit, dishonesty, fraud, uncertainty, danger, speculation, 

cheating, risk, peril and hazard that might lead to destruction and loss (Algaoud and Lewis, 2007; El-Gamal, 2006; 

Iqbal and Molyneux, 2005; Shariff and Rahman, 2004; Tamer, 2005; Venardos, 2005). 
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man (mutual dealings)
15

. Muslims believe that God will account for every good as well 

as bad deed committed by man. Man, as a trustee on this earth, must use wisely all of 

the resources entrusted to him for his benefit as well as the benefit of society. However, 

man is required to put the benefit of society above his own benefit. Accordingly, this 

should be reflected in Islamic finance, whereby the key players must protect the 

interests of the weaker parties. In promoting the concept of justice and fairness, a few 

activities are prohibited, such as riba and gharar, in order to ensure social harmony 

amongst the community (Iqbal and Molyneux, 2005). 

 

2.2.1 Avoidance of Riba 

According to Sultan (2006), riba
16

 occurs when an exchange between financial assets or 

obligations includes an additional amount in the counter exchange. This involves pre-

determination of a fixed positive return (whether big or small) as a reward for taking 

time waiting for payment (Mirakhor and Zaidi, 2007). The ban on riba is revealed four 

times in the Holy Qur’an in Chapters 30:39, 4:161, 3:130 and 2:275-281 (Lewis and 

Algaoud, 2001; Vinnicombe and Park, 2007)
17

. Since the 1960s, Islamic economists 

have agreed that bank interest, as it is commonly known today, is identical to riba (M. 

Iqbal and Molyneux, 2005; Tamer, 2005; Wilson, 2002). 

In the context of modern banking, riba exists on both sides of the balance sheet. The 

liability sideencapsulates riba in deposit mobilisation operations whilst on the asset 

side, riba arises in the application of funds in banking activities. When a bank receives 

deposits from customers and promises the customers a positive fixed rate of return for 

different deposit durations, it triggers riba. Similarly, when a bank provides a loan to a 

                                                 
15 The term 'man' in this context does not literally mean the male gender, it is used to refer to the human race as a 

whole. 
16

Riba has a broader meaning than merely “usury” or “interest” (Tamer, 2005). It covers not only loan transactions, 

but also includes sales or barter exchanges of commodities. Under riba on sales or trade contracts (riba al-buyu’), the 

ribadefinition is further sub-categorised into two, specifically, riba al-fadl and riba al-nasiah. According to Iqbal and 

Molyneux (2005), riba al-fadl occurs where money is exchanged for money hand-to-hand, but in different quantities.  

The Islamic Fiqh Council of the Organisation of Islamic Conference agrees that gold and silver signifies 

contemporary monies (Sultan, 2006). On the other hand, riba al-nasiah indicates the increase of debt to be paid if the 

debt is settled at a later date (Tamer, 2005).  Another type of riba, which pertains to loan contracts, is known as riba' 

al-qurudh. This occurs when there is excess or surplus over and above the loan capital. The determination of surplus 

is closely referred to time whereby the conditions imposed are stipulated in the loan agreement. This is the type of 

riba upon which most Western finance has been built (Sultan, 2006). 
17Islam is not the only religion that prohibits ribain the conduct of one’s business transactions. There are a few 

religions that have condemned ribaeven before the establishment of Islam. The Jewish Torah and the Hebrew Bible 

have criticised the practice of interest-taking while there are many types of prohibitions in Christian theology varying 

from straight prohibition of interest to warning of excessive interest by papal edicts (Gait and Worthington, 2009). 
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customer and imposes a certain percentage of interest over and above the principal, such 

an arrangement initiates riba (Sultan, 2006). 

Due to the stringent prohibition of riba in Islamic finance, the capital structure of an 

Islamic financial institution has to preclude riba-bearing financing, such as preference 

shares, debentures, riba-leasing transactions, notes payable, notes receivable and bonds 

(R. Haniffa and Hudaib, 2004a; Sulaiman, 2003). These interest-bearing instruments are 

replaced by profit and loss sharing agreements such as, mudarabah
18

, musharakah
19

 and 

murabahah.
20

 The existence of these financial instruments leads to different reporting 

practices required from Islamic banks. 

 

2.2.2 Avoidance of Gharar 

Technically, gharar means uncertainty and ignorance of one or both parties to a contract 

over the existence, substance or attributes of the subject matter of the sale or purchase at 

the time of contract (El-Gamal, 2006; Iqbal and Molyneux, 2005; Tamer, 2005; 

Venardos, 2005; Vogel and Hayes III, 2006). Gharar could lead to unreasonable profit 

for one party and intolerable excessive loss for another (Shariff and Rahman, 2004)
21

. 

This high degree of information asymmetry between two parties could provoke one of 

the parties to commit deceit or other fraudulent activities, and, as such, nullify the 

contract (Al-Saati, 2003; Sultan, 2006). 

However, there are circumstances that lead to the permissibility of gharar under Islamic 

law. First, when ghararisminor (El-Gamal, 2006; Iqbal and Molyneux, 2005; Vogel and 

Hayes III, 2006), second, when the real public need for the transaction or contract exists 

even when gharar is excessive, for example, salam (advance purchase) (El-Gamal, 

                                                 
18

Mudarabah is basically a contract between two parties: capital owners or financiers (known rabb al-mal) and an 

investment manager (known mudarib). 
19Musharakah is a partnership venture between an Islamic bank and its customers. 
20Murabahah is known as “cost-plus financing” or “financing resale of goods”. It is generally the sales of goods at 

cost plus mark-up (Thani et al., 2003). 
21Gharar could lead to dispute, injustice, hostility and hatred among society (Al-Saati, 2003). The prohibition of 

gharar is to assure full consent and satisfaction of all parties in a contract because without full consent and 

satisfaction, the contract is regarded as null and void. The full consent could be achieved through certainty, full 

knowledge, full disclosure, transparency and zero deceit or fraud (Vogel and Hayes III, 2006). The prohibition of 

ghararis also meant to protect the weak from being exploited by the strong and to assure fair play and justice among 

all parties involved in the contract (M. Iqbal and Molyneux, 2005; Tamer, 2005; Venardos, 2005). Thus, by avoiding 

gharar, the risk of litigation, dispute, misunderstanding and conflict as a result of vagueness to the contract will be 

reduced (Iqbal and Molyneux, 2005). 
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2006), istisna' (manufacturing contract), and, finally, to satisfy people’s immediate need 

for the removal of hardship and adversity (Sultan, 2006). 

 

2.2.3 Providing Social Service 

One of the main objectives of an Islamic bank is to maximise the social utility of public 

interest (Farook and Lanis, 2005). Thus, the benefit of the public must override private 

benefit. Any hardship and difficulty must be endured or avoided via cooperation. This 

socio-economic objective should also lead to a focus on equality and fairness in the 

distribution of wealth amongst society and the allocation of public resources to the poor 

and needy. Ethical investment is also emphasised (Anas and Mounira, 2009). 

Allocations of zakat should be made fairly to the zakat beneficiaries. The giving out of 

alms and charity is very much encouraged. Aside from zakat and charity, qardhul 

hassan
22

 (benevolent loan without interest) should be given to those who are in need. 

These methods of poverty alleviation aim to lead to a balanced, just and harmonised 

society (Hameed, 2000). 

 

2.3 Historical Development of Islamic Banking 

Islamic banks were first established to fulfil the needs of Muslim society to carry on 

their business in accordance with the Islamic law. Islamic banks need to be managed in 

accordance with Islamic ethics and morality, and, at the same time, regulated by Islamic 

law. As such they must avoid investing in prohibited industries and being involved in 

interest-based transactions. In the early stage of Islam, Muslims were successful in 

setting up a system to mobilise resources without involving interest. This is reflected by 

the wide use of partnerships and profit sharing investment vehicles in the twelfth and 

thirteenth centuries in the places adjacent to the Mediterranean (Iqbal and Molyneux, 

2005). However, during the era of economic growth and rapid development of banks in 

                                                 
22The most common type of qard offered by Islamic banks is qardhul hassan, which is a benevolent loan. Islamic 

banks are encouraged to offer this type of service as a contribution to society by helping those who are in difficulty. 

The stakeholders of Islamic banks would want to know how the banks contribute in this area. Thus, Islamic banks are 

encouraged to disclose: (1) how they finance qardhul hassan activity (from the shareholders’ or depositors’ 

resources); (2) whether they offer the facility whereby depositors may specify that their resources should be used as 

qardhul hassan; (3) the amount given out; (4) the purpose of such loans; (5) the policy of qardhul hassan; (6) the 

policy for clients under this scheme who are insolvent and could not afford to produce repayment, and (5) the 

Statement of Sources and Uses of Qard funds (Maali, Casson, and Napier, 2006). 
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the West, the use of interest became dominant. The conventional banking system spread 

to Muslim countries through trading and colonisation. Muslim countries began to adopt 

conventional banking systems. However, in recent years, there has been increased 

awareness among Muslims of the need to conduct their transactions in accordance with 

Shari’ah. Muslim economists then offered ideas for interest-free banking alternatives 

(Haron and Shanmugam, 1997; Iqbal and Molyneux, 2005; Hameed, 2007; Thani et al., 

2003; Wilson, 2002). 

In 1963,the need for interest-free banking alternatives instigated the application of the 

interest free principle in the Mit Ghamr Local Savings Bank, a provincial rural centre in 

the Nile Delta of Egypt, (Haron and Shanmugam, 1997). Small savings from depositors 

from rural sectors were accepted, although no interest was paid. Investments were also 

made by this institution on the basis of profit sharing with the  entrepreneur (Iqbal and 

Molyneux, 2005).  However, in 1967, due to political turmoil, the operation of the 

institution was taken over by the National Bank of Egypt and the Central Bank, and 

soon reverted to interest-based operations.  Subsequently, the number of depositors 

reduced significantly (Haron and Shanmugam, 1997). To counter this situation, a new 

government owned bank, Nasser Social Bank, was set up in 1971 under the regime of 

Anwar Sadat to carry out Shari’ah compliant banking transactions (Haron and 

Shanmugam, 1997; Pomeranz, 1997). This initiative soon captured the attention of the 

private sector as well. Subsequently, Sheikh Saleh Kamel, a businessman from Saudi 

Arabia, founded the Dallah AlBaraka Group of Islamic banks (Wilson, 2002). 

In 1975, the Islamic Development Bank was set-up with its headquarters in Jeddah, 

Kingdom of Saudi Arabia (KSA) (Haron and Shanmugam, 1997; Iqbal and Molyneux, 

2005; Wilson, 2002). The Islamic Development Bank is an international development 

bank funding projects in its member countries. Its wider purpose is to promote the 

economic and social progress of its member countries in accordance with Shari’ah. 

With the Islamic Development Bank based in Jeddah, Saudi Arabia now has the largest 

market share of the Islamic finance market. In fact, they have the largest Islamic bank in 

the world, Al-Rajhi Banking and Investment Corporation (Haron and Shanmugam, 

1997; Iqbal and Molyneux, 2005). Given impetus by the establishment of the Islamic 

Development Bank, the first commercial Islamic bank, Dubai Islamic Bank was 

launched in the same year (Haron and Shanmugam, 1997; Pomeranz, 1997).  
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From 1975 to 1990, various products that comply with Shari’ah were developed, which 

led to the establishment of Islamic banks worldwide. The increase in oil prices during 

that period provided huge financial resources to the Gulf countries (Haron and 

Shanmugam, 1997; Iqbal and Molyneux, 2005; Wilson, 2002). By this time, even 

multinational banks had started to offer Islamic financial products or set-up Islamic 

windows.
23

 During this time frame, Pakistan, Iran and Sudan gradually converted their 

financial systems to interest-free systems (Haron and Shanmugam, 1997; Iqbal and 

Molyneux, 2005). 

Bahrain has become an Islamic finance centre in the Middle East with the Accounting 

and Auditing Organisation for Islamic Financial Institutions (AAOIFI) and the 

International Islamic Financial Market located there (Pomeranz, 1997; Thani et al., 

2003). Islamic banking has grown exponentially over the last few years and Islamic 

divisions of commercial banks have been developed globally. This substantial growth is 

discussed by Farook et al. (2011) who report an annualised growth rate over the last 15 

years of approximately 14 percent and an Islamic finance industry estimated at about 

USD (US dollar) $1 trillion across Malaysia and the Gulf Cooperation Council 

countries. Given this rapid growth and the penetration of new markets across Europe, 

Africa, America and Australia, this industry is expected to grow to USD2 trillion by 

2016 (Hassan and Oseni, 2011; Zaher and Hassan, 2001). 

 

2.4 Corporate Governance 

The CG structures of firms came under closer scrutiny after the large corporate 

collapses, such as Enron and Worldcom in the early 2000s. CG failure affects not only 

shareholders but also impacts other stakeholders, for instance, creditors, suppliers, 

consumers, employees, pensioners and the public. Grais and Pellegrini (2006b) support 

this contention by arguing that sound CG will benefit not only the firm, but also the 

community at large. Early literature on CG focused more on the role of the board of 

directors (the board) (Jensen and Meckling, 1976; Pfeffer, 1972). Subsequently, other 

                                                 
23
‘An Islamic window’ is a division in a conventional bank that offers Islamic banking services. Its rapid growth will 

sometimes lead to the conversion of the division into a full-fledged Islamic bank (Al Nasser, 2009). 
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aspects of CG have been examined, including the audit committee, the remuneration 

committee, risk management and internal audit
24

. 

Although there has been extensive research and discussion on CG, there is no single 

universally accepted definition of CG. Generally, CG could be regarded as systems or 

guidelines that focus on the rights, responsibilities and accountability of a company to 

their shareholders and stakeholders. According to the Organisation for Economic Co-

operation and Development (OECD) Principle of Corporate Governance (2004), p. 11: 

“Corporate governance involves a set of relationships between a company’s 

management, its board, its shareholders and other stakeholders. Corporate 

governance also provides the structure through which the objectives of the 

company are set, and the means of attaining those objectives and monitoring 

performance are determined. Good corporate governance should provide 

proper incentives for the board and management to pursue objectives that are in 

the interests of the company and its shareholders and should facilitate effective 

monitoring.” 

This definition by the OECD, places particular emphasis on the transparency of 

accounting disclosure (Grais and Pellegrini, 2006b). It is generally accepted that 

effective CG practices will be reflected in the transparency of disclosure. Holder-Webb, 

Cohen, Nath and Wood, (2008) stated that the McKinsey’s survey in 2002 construed 

CG as the provision of effective boards, strong shareholder rights, and transparent 

disclosure. 

Based on this definition, the CG agenda has been gradually broadened from the 

narrower perspective of agency theory to include the stakeholders’ view. The short-term 

objective of CG, that is, to direct and control the firm, is broadened by considering the 

impact of the firm on its stakeholders.  The firm’s objective is to foster a long-term 

relationship with their stakeholders, which should also be in the long term interest of the 

corporation (Kooskora, 2008; Solomon and Solomon, 2004).
25

 In the broad definition of 

CG, employees, creditors, suppliers, customers and the local community come into the 

picture (Donaldson and Preston, 1995). 

 

                                                 
24

A comprehensive discussion of CG is beyond the scope of this thesis. 
25

Proponents of the stakeholder approach of CG theory include Carroll (1979), Carroll (1991), Freeman and Evan 

(1990) and Freeman and Reed (1983).  
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2.5 Corporate Governance in Banks 

CG is particularly important for banks in order to promote the notion of fairness, 

transparency and accountability among all their stakeholders (Basel Committee on 

Banking Supervision, 2006). Banks have a number of unique characteristics that 

underpin the need for strong CG. Banking is an industry subject to varying degrees of 

regulation and supervision (Hossain, 2007; Khir Gupta, and Shanmugam, 2008). Banks 

can have access to government safety nets due to the industry exposure to systemic risk 

and banking instability. It is widely recognised that the failure of one bank can lead to 

destabilisation of the whole economy in the country (Arun and Turner, 2004; Hossain, 

2007; Safieddine, 2009). The risk faced by the banking sector makes the consideration 

of CG important for them (Hossain, 2007). The banking industry is exposed to systemic 

risk and banking instability. Furthermore banks in developing countries are involved in 

global liberalisation and deregulation (Arun and Turner, 2004). Due to their unique role 

in the economy, banks’ stakeholders normally include employees, customers, 

depositors, suppliers, community, supervisors and the government (Basel Committee on 

Banking Supervision, 2006). There are significant information asymmetries between 

banks and other parties or stakeholders, particularly in relation to risk and asset quality 

(Hossain, 2007; Khir et al., 2008).  The operation of banks are more complex and can 

lead to disclosure that can be regarded as ‘opaque’ rather than transparent compared to 

other types of company, even other financial institutions (Hossain, 2007; Khir et al., 

2008). 

 

2.6 Corporate Governance in Islamic Banks 

Islamic banks are expected to place the utmost importance on ethical values. However, 

it seems that, Islamic banks have been exposed to CG failures similar to those of 

conventional banks. The failures have occurred due to incidences of collusion of the 

board of directors with its own management, audit failure and excessive risk-taking by 

management (Grais and Pellegrini, 2006b). There are three well-known cases of 

financial distress relating to Islamic finance, namely, the collapse of the Bank of Credit 

and Commerce International (BCCI)
26

 in 1991, which affected several institutions that 

                                                 
26The BCCI case revolved around the failure of Islamic financial institutions to comply with Shari’ah. In this case, it 

was revealed that Islamic financial institutions (Faisal Islamic Bank of Egypt, Dubai Islamic Bank, the Khartoum-
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offer Islamic financial services; the collapse of Ihlas Finance House of Turkey
27

 in 

2001; and the failure of the Patni Cooperative Society of Surat, India
28

 in 2003 (Grais 

and Pellegrini, 2006b). Therefore, given these Islamic bank failures, the quality of CG is 

extremely important for Islamic banks in order to increase stakeholders’ confidence in 

the financial systems of Islamic banks. Failure to increase stakeholders’ confidence in 

the business will lead to discontentment with stakeholders reacting negatively, for 

example, bywithdrawing their investment (Chapra and Ahmed, 2002). 

According to Hasan (2008), and Bhatti and Bhatti (2009), the CG model for Islamic 

banks is based on: 1) the Islamic principle of property rights
29

 and contracts
30

; 2) the 

need to design the system to comply with the Islamic law; and 3) the protection of the 

rights of the stakeholders, which include management, shareholders, employees, 

suppliers, depositors and also the community. The distinctive characteristics of Islamic 

banks must be acknowledged in order to provide regulatory infrastructure that supports 

the growth of CG mechanisms in the institution (Grais and Pellegrini, 2006a).  Among 

the most significant differences between the CG structure of conventional financial 

institutions and Islamic financial institutions are the presence of the Shari’ah 

Supervisory Board (SSB) and the Shari’ah review unit (Grais and Pellegrini, 2006b). 

 

2.7 Corporate Governance Standards and Guidelines for Islamic Banks 

Various codes of CG have been introduced in many nations to address issues in relation 

to the CG structure of firms. It is hoped that better CG measures and improved 

                                                                                                                                               
based Tadamon Islamic Bank, Qatar Islamic Bank and Kuwait Finance House) had invested in BCCI with the 

understanding that BCCI would invest their funds in commodities or goods. However, the auditors of BCCI, Price 

Waterhouse, later reported that there was no proof that BCCI entered into any commodity contracts. This incident 

suggested failure in the Shari’ah compliance process of screening the investment made in BCCI (Grais and 

Pellegrini, 2006b). 
27The collapse of the Ihlas Finance House of Turkey also indicates poor CG being exercised in this institution. Ihlas 

Finance had appropriated approximately $1 billion (the entire value of the deposit) by extending it as a loan to 

shareholders. Consequently, there was a dip of about 63 percent in the deposits of the Islamic financial institution in 

the first quarter of 2001(Grais and Pellegrini, 2006b). 
28A weak legal, regulatory and conflict resolution framework caused the failure of Patni Cooperative Society, India, 

in 2003. Lack of support from the government created problems for Patni Cooperative Society in maintaining its 

liquidity. Its exclusion from conventional markets and the requirements of conventional standards imposed on them 

by the government led them to take up excessive risk-taking investments that eventually led to its collapse (Grais and 

Pellegrini, 2006b). 
29 The fundamental principles of property rights in Islam are that (1) the rights to the property must be in accordance 

with Shari’ah, (2) the enjoyment of the right to the property must be balanced with the rights of the society, 

community and the state on the property (Hasan, 2008), (3) individuals and society are regarded as stakeholders to 

the property, and (4) the Islamic law recognises the rights of the stakeholders (Hasan, 2008, 2009; Iqbal and 

Mirakhor, 2004). The state is the external institution that will provide the infrastructure and regulatory framework for 

the business organisation. 
30

The contract would be able to oversee the behaviour of individuals, society and the state (Hasan, 2008). 
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disclosure will be able to limit the impact of economic downturns, as well as avoid 

financial crises. Islamic banks are subject to a number of guidelines and standards that 

have been established to improve their CG structures and disclosure. 

 

2.7.1 Organisation for Economic Co-operation and Development (OECD) 

Principles of Corporate Governance (2004) 

The OECD was established to support policies that will significantly improve the 

economic and social benefit of people worldwide. The OECD’s Principles of Corporate 

Governance (2004) were first issued in 1999 and adopted by the 30 member countries 

of the OECD. The principles since then have become an international benchmark for 

countries attempting to improve their legal, institutional and regulatory framework. The 

principles were revised in 2004 to ensure that they are flexible enough to be adopted in 

various legal, economic and cultural contexts (Jamali, Safieddine, and Rabbath, 2008; 

Jesover and Kirkpatrick, 2005). 

 

2.7.2 Basel Committee on Banking Supervision (2006) Paper 

The Basel Committee on Banking Supervision (BCBS) (2006) Paper
31

 was first 

published in 1999 by the Bank for International Settlements. It was informed by the 

publication of the OECD’s Principles of Corporate Governance in 1999 (2004). In line 

with the revision of the OECD Principles in 2004, the BCBS Paper was subsequently 

revised in 2006. This paper’s objectives were to assist supervisory authorities and banks 

in enhancing the CG frameworks and implementing uniform sound CG practices. 

  

                                                 
31The Bank for International Settlements was set up on 17th May 1930 to provide assistance to central banks in order 

to strengthen their countries’ monetary and financial stability. It also promotes cooperation between central banks. Its 

objectives are likely to be achieved by facilitating discussion between central banks, communication with 

communities, conducting research, acting as the main counterpart for central banks and acting as agent in conducting 

financial transactions (Bank for International Settlements, 2012). 
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2.7.3 Accounting, Auditing and Governance Standards for Islamic Financial 

Institutions (AAOIFI standards) 

The AAOIFI, currently based in Bahrain, was created to promulgate and harmonise 

accounting, auditing, ethics, Shari’ah and governance standards. AAOIFI acts as the 

standard-setting and consulting body for harmonising practices relevant to Islamic 

financial institutions (Ahmed, 2002; Thani et al., 2003; Venardos, 2005). 

Islamic banks self-regulated their financial reporting to avoid attempts by the regulatory 

bodies to mandate accounting standards for their banking operations (Karim, 1990). The 

Islamic banks were concerned that the regulatory board might issue accounting 

standards and rules thatwere incompatible with their operations, hence the establishment 

of AAOIFI to establish accounting standards for Islamic financial institutions. However, 

AAOIFI does not have the power to enforce implementation of their standards. Islamic 

banks must comply with the laws of the country where they are incorporated or the 

requirements of the stock exchange on which they are listed. Therefore, AAOIFI has to 

convince the central banks and supervisory authorities to implement AAOIFI standards 

in their countries (Abuhmaira, 2006). Although Bahrain, Qatar, Lebanon, Jordan, 

Sudan, and, more recently, Syria have adopted AAOIFI standards (Nadzri, 2009), 

Islamic banks in most of the other countries comply with international accounting 

standards (IAS)/international financial reporting standards (IFRS). However, Islamic 

banks that adopt AAOIFI standards still comply with IFRS in their financial reports. 

The AAOIFI standards are only used to cover those areas where the accounting 

treatment of Islamic financial instruments is not covered by the IAS/IFRS. To date, 

AAOIFI has issued 26 accounting standards, five auditing standards, seven governance 

standards, two ethics standards and 35 Shari’ah standards. Three standards have been 

established by the AAOIFI to strengthen the role and functions of the SSB (AAOIFI, 

2009). These are (i) the Governance Standard for Islamic Financial Institutions (GSIFI) 

1: SSB Appointment, Composition and Report (including a sample report); (ii) GSIFI 2: 

Shari’ah Review; and (iii) GSIFI 5: Independence of SSB. 
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2.7.4 The International Financial Service Board (IFSB) Corporate Governance 

Guidelines 

The International Financial Service Board (IFSB), based in Kuala Lumpur, Malaysia, is 

a standard-setting organisation of regulators and supervisory agencies dedicated to 

strengthening the infrastructure of Islamic financial institutions. In the guiding 

principles of the IFSB, stakeholders become the source of reference in order to 

determine the structure, process and best practice relevant to Islamic financial 

institutions. Accordingly, the guiding principles can be used by the relevant authorities 

to evaluate the transparency of CG frameworks implemented in Islamic financial 

institutions. The guiding principles adopt internationally recognised standards of good 

CG, namely the OECD Principles and the BCBS Paper, and, at the same time, attempt 

to take account of the distinctive characteristics of Islamic banks. They have issued 

nineteen standards, guiding principles and technical notes (Islamic Financial Services 

Board, 2012). The IFSB also has issued several prudential guidelines on the Shari’ah 

governance framework, such as IFSB 3:Guiding Principles on Corporate Governance 

for Institutions offering only Islamic Financial Services (Excluding Islamic Insurance 

(Takaful
32

) Institutions and Islamic Mutual Funds) and IFSB 10: Guiding Principles on 

Shari’ah Governance Systems for Institutions offering Islamic Financial Services. 

 

2.8 Accounting Issues in Islamic banks 

Financial reporting has always been an important tool in the CG system of a company. 

Islamic banks, which are established on the basis of moral and ethical obligations to the 

community, are expected to disclose more than what is normally expected from 

conventional banks. Inadequate disclosure by Islamic banks generally increases doubt 

amongst the parties who deal with them, particularly disclosure on the Islamic banks’ 

compliance with Shari’ah (Shariff and Rahman, 2004). As such, it is important for 

Islamic banks to disclose sufficient qualitative and quantitative information. 

The next section discusses the main unique features of Islamic banks, such as 

mudarabah investment account,SSB, zakat and their related accounting issues. 

                                                 

32
Takaful is an Islamic insurance company. 
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2.8.1 Mudarabah 

Mudarabah is identified as “trust financing, trustee profit sharing, equity sharing, 

sleeping partnership, dormant partnership and profit sharing” (Thani et al., 2003; 

Venardos, 2005). Mudarabah is basically a contract between two parties, capital owners 

or financiers (known as rabb al-mal) and an investment manager (known as mudarib). 

The rabb al-mal entrusts their capital to themudarib. The mudarib, as an entrepreneur, 

will run the business using the money or property provided and will return the 

investment to the rabb al-mal together with the profit according to the profit ratio that is 

fixed at the time of the contract (Tamer, 2005). In order to avoid inefficiency in the 

business operations, the rabb al-mal is not allowed to intervene in the operation. 

However, they are able to perform follow-up or supervisory tasks (Mirakhor and Zaidi, 

2007; Thani et al., 2003; Venardos, 2005) in order to oversee their investment venture. 

The aim of this type of financing is to align the needs of owners of capital (but with no 

opportunity or expertise to carry out a business) with those of the entrepreneur who has 

the opportunity, labour and skills but has insufficient funds to carry out the project. 

Depositors of mudarabah accounts are called investment account holders (IAHs).
33

 

The mudarabah investment accounts can be categorised into two, i.e. unrestricted 

investment account and restricted investment account. According to AAOIFI’s 

Statement of Financial Accounting No. 2 (Concepts of Financial Accounting for Islamic 

Banks and Financial Institutions), paragraph 12, the unrestricted investment account 

holder “authorises the Islamic banks to invest the account holder’s funds in a manner 

which the Islamic bank deems appropriate without laying down any restrictions as to 

where, how and what purpose the funds should be invested”. On the other hand, 

according to paragraph 13 of the statement, the restricted investment account holder 

“imposes certain restrictions as to where, how and for what purposes his funds are to be 

invested”. 

 

                                                 
33An Islamic bank could play both roles as entrepreneur and also as capital provider. This is called two-tier 

mudarabah. As an entrepreneur, the bank will receive deposits viamudarabah savings or investment accounts. 

Subsequently, the bank acting as an entrepreneur will invest funds deposited by depositors into profitable ventures. 

The profit from the project will be shared. On the other hand, as a capital provider or financier, the Islamic bank 

could also extend financing to customers. The customer as an entrepreneur will start-up the project then shares the 

profit generated from the project with the Islamic bank (Iqbal and Molyneux, 2005). 
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2.8.1.1 Accounting Issues: Mudarabah 

There are a few accounting issues in relation to the accounting treatment of mudarabah 

investment accounts, for instance: i) profit allocation; ii) different accounting treatments 

of mudarabah investment accounts; iii) smoothing of profit using reserve accounts; and 

iv) disclosure about mudarabahinvestment account. 

In relation to the issue of profit allocation, problems are identified in allocating the 

amount due to investors because Islamic banks have commingled the funds of the 

investors with those of their own (in the case of the unrestricted investment account). As 

a result, it is hard to distinguish between profit (revenue and expense) allocations for 

mudarabah investment account holders and that of shareholders (Ahmed, 2002).
34

 This 

situation could result in a conflict of interest between shareholders and mudarabah 

investment account holders because management might favour a particular group in the 

company’s cash flow distribution. Therefore, relevant disclosure should be made to 

indicate the proper allocation of revenue and expenses between Islamic banks (as 

mudarib) and investors (as rabb al-mal) (Grais and Pellegrini, 2006b). 

Islamic banks have been known to use various accounting treatments to record 

mudarabah investors’ funds. There are some banks that treat this type of investment as 

a liability. The profit sharing investment account should not be considered as a liability 

when the bank acts as mudarib because it does not have to bear the loss since the loss 

will be borne by the depositors (unless the loss is because of negligence by the bank). 

However, there are banks that regard this type of investment as a liability for investors; 

hence they eliminate it from the balance sheet, noting it only as an off-balance sheet 

item. Differences in accounting treatment reduce the comparability of financial 

statements among Islamic banks. Additionally, further complications will arise in the 

calculations of capital adequacy requirements and liquidity management (Ahmed, 

2002). 

Due to mudarabah’s exclusive nature, AAOIFI’s Financial Accounting Standard No. 1 

(General Presentation and Disclosure in Financial Statements of Islamic Financial 

                                                 
34Normally, Islamic banks use two methods of profit allocation, i.e. the pooling method and the separation method. In 

the pooling method, all revenue and expenses are assigned between shareholders and mudarabahinvestment account 

holders. This method is typically applied on the unrestricted investment account. In contrast, the separation method is 

usually relevant to restricted investment account. In the separation method, mudarabahinvestment account holders 

only share the revenue and expenses in relation to that particular investment, which is separated from the revenue and 

expenses of other services provided by the Islamic banks (Archer et al., 1998). 
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Institutions) requires the unrestricted mudarabah to be disclosed as a separate line 

between liabilities and owners’ equity under the caption “equity of unrestricted 

investment account holders”. The reason given is that Islamic financial institutions are 

entitled to commingle their own funds with the fund of the unrestricted investment 

account holders (Ahmed, 2002; Venardos, 2005). However, if IFRS are adopted by 

Islamic financial institutions, this type of investment would be presented as a liability 

(AAOIFI, 2009; Clode, 2002). For restricted investment, Financial Accounting Standard 

No. 1 necessitates the investment to be reported off the balance sheet (Ahmed, 2002; 

Venardos, 2005). 

There is also the issue of Islamic financial institutions creating profit equalisation 

reserves in periods of high return, to smooth the income allocated to mudarabah
35

 

investment account holders during periods of poor performance. These reserves are 

created out of the need for Islamic banks to maintain their competitiveness in relation to 

conventional banks. Recurring losses might encourage mudarabah investment account 

holders to withdraw their money from Islamic banks and invest it elsewhere to obtain 

higher returns (Chapra and Ahmed, 2002).  Similarly, the investment risk reserve is also 

created to recompense investment losses incurred by mudarabah investment account 

holders. Scholars criticise such practices because those practices will increase 

information asymmetry and impede transparency between mudarabah investment 

account holders and management (Grais and Pellegrini, 2006b).
36

  In terms of 

accounting, Islamic financial institutions are supposed to disclose the allocation of 

profit and whether it is the actual return allocated or return allocated from a reserve. 

Disclosure on policy in relation to those reserves must be made in the annual reports 

(Grais and Pellegrini, 2006b). 

  

                                                 
35

FAS 13 Provisions and Reserves provides principles and guidelines on the issue of mudarabah reserve. 
36

The practice of reserve is criticised among scholars because it promises a steady return to depositors, making it 

similar to a conventional deposit. Thus, it raises conflict from the Shari’ah point of view of not allowing guaranteed 

safe return to mudarabah investment account holders. However, such practice is prevalent in Qatar and Malaysia (Al-

Sadah, 2007).  
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2.8.2 Shari’ah Supervisory Board 

A key mechanism of Shari’ah governance is the Shari’ah Supervisory Board (SSB) 

(Grais and Pellegrini, 2006b). The SSB is a self-regulated governance mechanism that 

assists Islamic banks to manage their funds efficiently while at all times complying with 

Shari’ah (Khir et al., 2008). Failure to comply with the principles of Islamic finance 

could expose Islamic financial institutions to reputational risk, not only to that 

institution, but also to the Islamic finance industry as a whole (Besar et al., 2009; Grais 

and Pellegrini, 2006b). 

Stakeholders, such as investors and depositors, rely on the SSB to make sure that their 

investments are mobilised in accordance with Shari’ah (Van Gruening and Iqbal, 

2008).Nevertheless, theSSB’s function may vary according to the financial institution’s 

corporate charter and governing national authorities. The common functions of the SSB 

include: 

(i) the design and approval of Islamic financial instruments and policies through 

decrees or rulings
37

 (ex-ante Shari’ah audit) (Anas and Mounira, 2009; Ghayad, 

2008),  

(ii) compliance audit of transactions in relation to the Shari’ah rulings (ex-post 

Shari’ah audit) (Anas and Mounira, 2009; Banaga, Ray, and Tomkins, 1994; 

Naser and Pendlebury, 1997), 

(iii) calculation and payment of zakat,  

(iv) advice on disposal of prohibited earnings (Grais and Pellegrini, 2006b; Van 

Gruening and Iqbal, 2008),  

(v) advice on the distribution of profit (revenue and expenses) between depositors 

and banks in a mudarabah contract (Grais and Pellegrini, 2006b; Van Gruening 

and Iqbal, 2008),  

(vi) communication with management and external auditors on matters, which could 

not be resolved by the current accounting standards or by setting accounting 

policies (Maali et al., 2006; Naser and Pendlebury, 1997),  

                                                 
37

According to the AAOIFI’s Governance Standard for Islamic Financial Institutions No. 2, Shari’ah Review, 

paragraph 3, Shari’ah review is “an examination of the extent of an Islamic financial institution’s compliance, in all 

its activities, with the Shari’ah. This examination includes inspection of contracts, agreements, policies, products, 

transactions, memorandum and articles of association, financial statements, reports (especially internal audit and 

central bank inspection report), circulars, etcetera.” 
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(vii) issuance of a religious audit report giving assurance to customers (Naser and 

Pendlebury, 1997), 

(viii) holding meetings to discuss Shari’ah related matters (Banaga et al., 1994), 

(ix) approving articles of association, code of ethics and code of conduct (Nathan 

and Ribie`re, 2007), and  

(x) reviewing decisions made by the board of directors and top management to 

assure compliance with Shari’ah(Nathan and Ribie`re, 2007). 

An important aspect of the Board’s responsibilities relates to the adequacy of disclosure 

about the bank’s compliance with Shari’ah in its annual report (Bank Indonesia, 2006a; 

Bank Negara Malaysia, 2005a). Every year, Islamic financial institutions will publish a 

report by the SSB on the Islamic bank operations. The report is presented as part of the 

corporate annual reports (Grais and Pellegrini, 2006b). According to Chapra and Ahmed 

(2002), although the SSBs approve financial instruments and issue rulings in relation to 

their approval, it is difficult for them to monitor all of the transactions due to time and 

staff constraints. However, it is important for the stakeholders of the Islamic banks to be 

assured of the proper implementation of the SSB’s decisions by the 

management.Similar to other CG mechanisms (for instance the board of directors and 

audit committee), there are a few issues surrounding the SSB, such as competence, 

independence,
38

 confidentiality, consistency and lack of disclosure of information 

(Grais and Pellegrini, 2006b; Nathan and Pierce, 2009).  Similar to external auditors, the 

SSB is appointed by the shareholders, who are represented by the board of directors. 

The fact that the SSB is remunerated, could create a conflict of interest and impair the 

independence of the SSB (Grais and Pellegrini, 2006b; Van Gruening and Iqbal, 2008). 

Due to the importance of the above mentioned issues, disclosure of information in 

relation to the SSB’s functions is essential to enable stakeholders to assess the 

independence, expertise and consistency of the SSB in forming their opinion concerning 

the compliance of Islamic financial institution with Shari’ah (Grais and Pellegrini, 

2006b). 

                                                 
38

Qualified scholars in this context are scholars who are well-versed in both the Islamic law and finance. There are 

only a few scholars who excel in both areas.Although most of the Islamic financial institutions have their own SSB, 

there is currently a shortage of qualified scholars38 to debate on the bank products, operation and accounting 

treatment of the products. Due to the shortage of Shari’ah scholars, many scholars hold memberships on many SSBs. 

Although, it is claimed that multiple directorship could reflect expertise, in turn, it could lead to the impairment of 

independence and confidentiality. SSB members who have multiple directorships are claimed to face a conflict of 

interest due to their access to competitor information (Grais and Pellegrini, 2006a). 
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2.8.3 Zakat 

Zakat is a compulsory levy that must be allocated from the well-to-do among the 

Muslim society to the destitute and needy who are among the beneficiaries specified in 

the Qur’an.39 It is to be paid on the wealth exceeding a certain amount every lunar year. 

It is one of the five pillars of Islam. The responsibility for paying zakat falls under the 

responsibility of the shareholders. However, based on the AAOIFI’s Financial 

Accounting Standard No. 9 (Zakat), Islamic banks can be obliged to pay zakat. 

Examples of where the law may require an Islamic bank to pay zakat are in the 

Memorandum and Articles of Association, charters or by-laws and when the need to 

pay zakat has been passed in a resolution in the annual general meeting. Although the 

obligation to pay zakat falls upon the shareholders, Islamic financial institutions have to 

account for the amount needed to be paid by the shareholders based on their wealth. In 

fact, Islamic financial institutions could pay zakat on behalf of the shareholders or at 

least inform the shareholders of the zakat amount due by them (Ahmed, 2002). 

Zakat should be treated as a non-operating expense and included in the determination of 

net income of the year. Unpaid zakat will be accounted for as a liability in the balance 

sheet. A Statement of Zakat and Charity Fund must be presented by the Islamic 

financial institution in its corporate reports to show zakat due from the institution or its 

account holders together with zakat received from other sources (Ahmed, 2002).
40

 

 

  

                                                 
39 Literally it means ‘growth, increase, purity”. Giving zakat will increase the Muslim’s chance of obtaining 

happiness in this world and in the Hereafter. Zakat also purifies Muslims from sin and helps to ensure that all people 

will be able to fulfill their basic needs. The zakat function is also able to transfer the basic right of the poor from the 

wealth of the rich and well-to-do.  
40

In accordance with the Financial Accounting Standard No. 9 (Zakat), zakat will be calculated using two methods, 

namely, the net assets method and the net worth method (Ahmed, 2002). To calculate zakat, trade assets should be 

measured at their market value (market selling price or cash equivalent value) whenever possible in order to reflect 

the true value of the assets and the current financial position of the entity. Thus, it is necessary for an Islamic bank to 

revalue its assets regularly, which is also in line with the move by international accounting standards towards fair 

valuation (Vinnicombe and Park, 2007). 
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2.9 Concluding Remarks 

Due to the unique characteristics of Islamic banks, their CG structure should incorporate 

additional frameworks and incentives to protect their stakeholders’ interests (Grais and 

Pellegrini, 2006b). Islamic law, Islamic economic and Islamic finance principles must 

be considered. The principles of Islamic finance for instance, zakat, prohibition on riba, 

prohibition on gharar create the need for a financial instrument that complies 

withShari’ah. Accordingly, conventional deposits are replaced by profit and loss 

sharing arrangements, and are reflected in the CG structure of Islamic banks. 

This chapter provides an overview of the basic principles of Islamic finance. It explores 

the most discussed principles in Islamic finance, prohibition of riba and gharar. The 

chapter then discusses the historical development of Islamic banking. Finally, it briefly 

explores selected characteristics of Islamic financial institutions and their related 

accounting issues. The disclosure on these Shari’ah characteristics are useful to 

stakeholders in determining the extent of Islamic bank Shari’ah compliance. 

The next chapter will discuss the background of Islamic banks as well as the financial 

reporting environment and the CG structure in the Southeast Asian and the Gulf 

Cooperation Council region. 
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CHAPTER 3 : DETAILED BACKGROUND ON ISLAMIC 

BANKING, FINANCIAL REPORTING AND 

CORPORATE GOVERNANCE IN THE SOUTHEAST 

ASIAN AND GULF COOPERATION COUNCIL 

REGIONS 
 

3.1 Introduction 

This chapter provides an overview of the background on Islamic banking, the financial 

reporting framework and corporate governance (CG) structures that govern Islamic 

banks in the Southeast Asian (SEA) and the Gulf Cooperation Council (GCC) regions. 

Section 3.2 provides the background on Islamic banking in the SEA region. Sections 3.3 

to 3.6 then briefly explain the background of Islamic banking, the financial reporting 

framework and the CG structure of Islamic banks in each country in the SEA region. 

Sections 3.7 to 3.12 then proceed with a similar discussion with respect to the GCC 

countries. Finally, the last section concludes. 

 

3.2 Islamic Banking in Southeast Asian Region 

The SEA region has one of the largest Muslim populations,most of which are 

concentrated in Indonesia, Malaysia and Brunei. Indonesia is the largest Muslim-

populated country in the world. In the Philippines, where the majority of the population 

is Roman Catholic, there is a large concentration of Muslims in the South, especially in 

the Mindanao region. In the predominantly Buddhist Thailand, there is a heavy presence 

of Muslims in the South. The need for these Muslims to carry out their business in 

accordance with Islamic law has led to the establishment of Islamic banks in the SEA 

region (Ariff, 1988). 

Malaysia was the starting point for Islamic banking in the SEA region with the 

establishment of Bank Islam Malaysia Berhad in July 1983 (Man, 1988). Although in 

Indonesia, Brunei and Malaysia the market for Islamic banks is growing, in other parts 

of the SEA region, for example, in the Philippines, Singapore and Thailand, the assets 

of Islamic banks are still very small because of the smaller Muslim population (less than 

20 per cent (Central Intelligence Agency, 2012)).  
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With the experience of the 1997 Asian financial crisis, many observed that Islamic 

banking has its own unique characteristics, which could have lessened the adverse 

economic impact of the crisis (Matoussi and Grassa, 2012). Nowadays, Islamic banking 

products are demanded by Muslims and non-Muslims alike due to the attractiveness of 

the financial products being offered (Abdullah, Sidek, and Adnan, 2012). 

 

3.3 Malaysia 

The history of Islamic banks in Malaysia started with the establishment of the first 

Islamic bank in the SEA region, Bank Islam Malaysia Berhad. In order to stimulate the 

growth of Islamic finance in Malaysia, in 1993, commercial and merchant banks as well 

as finance companies were allowed to offer Islamic banking products and services 

known as the Interest Free Banking Scheme (Haron and Shanmugam, 1997; Iqbal and 

Molyneux, 2005).  However, at the end of 1998, the scheme was replaced with the 

Islamic Banking Scheme. Banks participating in the new scheme were expected to 

develop Islamic banking divisions to separate their Islamic banking from their 

conventional banking (Thani et al., 2003). Many of the large financial institutions in 

Malaysia and also multinational banks with Malaysian branches developed such 

divisions (Wilson, 2002).  By 2004, the door had been opened to three foreign Islamic 

banks to establish their businesses in Malaysia. By giving licences to foreign banks, the 

Central Bank of Malaysia has allowed the formation of Malaysian Islamic subsidiaries 

of foreign banks to cater for the rapid growth in demand for Islamic banking (Bank 

Negara Malaysia, 2004). Subsequently, many conventional banks in Malaysia have 

opted to transform their Islamic banking divisions into full-fledged Islamic banks 

(Rosly, 2005). Although the Islamic Banking Act 1983 has stipulated that Islamic banks 

should not be involved in transactions not approved by Shari’ah, it was only in 2004 

that the Central Bank of Malaysia issued guidelines on Shari’ah governance, which 

includes the SSB appointment, duties and responsibilities (Wilson, 2009b).  

Malaysia operates on a dual banking system, which has resulted in the Islamic banks 

and the conventional banks growing together with the backing of the Malaysian 

Government (Alam, 2012; Ariff, 1988; Haron and Shanmugam, 1997; Iqbal and 

Molyneux, 2005; Venardos, 2006). At the end of 2009, there were 19 full-fledged 

Islamic banks in Malaysia. However, due to the merger of two banks in 2011 (Hong 

http://en.wikipedia.org/wiki/Islamic_bank
http://en.wikipedia.org/wiki/Commercial_banks
http://en.wikipedia.org/wiki/Finance
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Leong Bank, 2011), there are now only 18 Islamic banks. The Islamic banking system 

in Malaysia is regarded as being more progressive compared to the other Muslim 

countries and has become a model for Islamic banking in Indonesia and Brunei (Haron 

and Shanmugam, 1997; Venardos, 2006). 

 

3.3.1 Financial Reporting Environment 

Malaysia complied with the International Financial Reporting Standards (IFRS
41

) with 

effect from 1 January 2012 (Deloitte, 2011). In fact, Malaysia has been adopting the 

accounting standards issued by the International Accounting Standards Committee 

(IASC) (now known as International Accounting Standards Board (IASB)), since 1977 

(Ghazali and Weetman, 2006; World Bank, 2005). The standards are enforced by the 

Securities Commission, the Central Bank, the Companies Commission and Bursa 

Malaysia
42

. Muhamad, Shahimi, Yahya and Mahzan (2009) found that Malaysian 

companies generally comply with accounting standard requirements. 

In addition, Islamic accounting standards have been developed in Malaysia, influenced 

by the Accounting and Auditing Organization for Islamic Financial Institutions 

(AAOIFI) standards.  In 2003, the Malaysian Accounting Standards Board (MASB) 

issued the first Malaysian Islamic accounting standard Financial Reporting Standard 

(FRS)i-1 - Presentation of Financial Statements of Islamic Financial Institutions 

(formerly known as MASB)i-1). The promulgation of the AAOIFI standards and the 

development of the FRS-i have indeed become a turning point in developing Islamic 

accounting practices in Malaysia. However, FRS i-1 was withdrawn with effect from 1 

January 2010 to make way for the Malaysian full convergence of the current standards 

into IFRS in 2012. The FRS i-1 was converted into Technical Release i–3 with effect 

from 1
st
 January 2010. The Central Bank of Malaysia has also passed laws GP8-i: 

Guidelines on Financial Reporting for Licensed Islamic Banks (Bank Negara Malaysia, 

2005a), Shari’ah Governance Framework for Islamic Financial Institutions (Bank 

Negara Malaysia, 2011) and Guidelines on the Governance of Shari’ah Committee for 

                                                 
41

In this study, IAS (International Accounting Standards) and IFRS will be used interchangeably. Based on IASPlus 

(a website on IAS run by Deloitte), only the United Arab Emirates (UAE) has implemented the IFRS for companies 

listed on the Abu Dhabi Securities Exchange since 2003. Malaysian implementation of IFRS commenced in 2012 

while Thailand will wholly adopt IFRS in 2015. Due to the lack of literature on the exact date of the IFRS 

implementation for the countries under the study, ‘IAS’, ‘IFRS’ and ‘IAS/IFRS’ will be used interchangeably. 
42

Bursa Malaysia is the Malaysian stock exchange, formerly known as Kuala Lumpur Stock Exchange. 
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Islamic Financial Institutions (Bank Negara Malaysia, 2005b) to support the 

development of accounting practices of Islamic banks in Malaysia. 

 

3.3.2 Corporate Governance Framework 

The legal framework for CG in Malaysia is based on the Companies Act 1965.
43

 The 

work on improving the CG of Malaysian companies dated back to 1998 in response to 

the 1997 Asian financial crisis (Vichitsarawong, Eng, and Meek, 2010; World Bank, 

2005). Among the CG reforms introduced by the Finance Committee on Corporate 

Governance is the development of the Capital Market Master Plan, the Financial Sector 

Master Plan, the demutualisation of Bursa Malaysia and the issuance of the Malaysian 

Code on Corporate Governance (MCCG). Among the 152 recommendations of the 

Capital Market Plan, ten concentrate specifically on CG. Rules on the composition and 

responsibilities of directors, as well as disclosure have been further strengthened. 

Among the key objectives of the CG reform agenda is to ensure the timely and full 

disclosure of corporate reports.  

The MCCG, whichwas issued in 2000, was mandatory for listed companies in Malaysia. 

It was then revised in 2007. The MCCG focuses on the roles of various CG participants 

including management, the board of directors and board committees, such as the audit 

committee, the nomination committee and the remuneration committee, external 

auditors and internal auditors. The Code emphasises the notion of transparency, 

accountability and internal control (Akhtaruddin, Hossain, Hossain, and Lee, 2009). 

 

3.4 Indonesia 

In an effort to introduce Islamic banking into Indonesia, amendments were made to the 

Banking Act No. 7 of 1992 to allow the banking business to incorporate the earning of 

profits by way of revenue sharing instead of interest bearing (Thani et al., 2003; 

Venardos, 2006). Immediately, the Indonesian banking regulation required banks that 

applied the revenue sharing concept to appoint a Shari’ah Supervisory Council (Thani 

                                                 
43

The legal system in Malaysia is based on the common law legal system as a result of the colonisation of Malaya, 

Sarawak and North Borneo by the British. 
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et al., 2003). The first bank founded was Bank Muamalat Indonesia, which started its 

operations fully in 1992 (Juoro, 2008; Venardos, 2006).  

Following the Asian financial crisis of 1997-1998, another two Islamic banks were 

converted from conventional banks (Juoro, 2008). The infrastructure of the Islamic 

banking system in Indonesia has been supported by various Islamic banking units 

operated within conventional banks. Similar to Malaysia, Indonesia’s 1998 Banking 

Law has provided the structure to enable dual Islamic and conventional banking 

systems (Alam, 2012; Muhammad, 2008). Bank Indonesia, the central bank, issued a 

"blueprint" for Islamic banking in 2002, which devised the vision, target and actions to 

be achieved by the Islamic banking industry within the timeframe of 2002 to 2011 

(Juoro, 2008; Thani et al., 2003). In 2003 and 2004, many conventional banks in 

Indonesia introduced Islamic banking units, resulting in an increase in Islamic banking 

assets (Juoro, 2008). Indonesia is now attempting to compete with Malaysia and 

Bahrain to become a global centre for the Islamic financial services industry (Live 

Trading News, 2012; PricewaterhouseCoopers, 2008). At the time of writing, there are 

seven full-fledged Islamic banks in Indonesia (Darmadi, 2011). 

 

3.4.1 Financial Reporting Environment 

Askary and Jackling (2004) reported that Indonesia has the highest mean level (76.95 

percent) of financial disclosure compared to other countries (Bangladesh, Malaysia, 

Bahrain, Iran, Jordan, Kuwait, Oman, Pakistan, Qatar, Saudi Arabia and Turkey). It 

seems that Indonesia’s PSAK (Pedomanan Standar Akuntasi Keuangan or Indonesian 

Financial Accounting Standards) has a high degree of consistency with the International 

Accounting Standards (IAS) (Askary and Jackling, 2004; Gunawan, 2007). Despite the 

high degree of consistency with IAS compared to the other countries in the study 

(Askary and Jackling, 2004), there is still a gap between the accounting standards and 

accounting practices among Indonesian companies (Gunawan, 2007). The World Bank 

also reported that the enforcement of compliance is still weak in Indonesia. Indonesia 

maintains the uniqueness of its PSAK while converging slowly into IFRS. However, 

currently, there is no deadline for the full adoption of IFRS (Deloitte, 2011, 2013a; 

eStandardsForum, 2009g). 
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A statement of accounting standard, PSAK 59 was applied for Indonesia’s Shari’ah 

banking activities with effect from January 1, 2003 (Ahmed, 2002; Thani et al., 2003; 

Venardos, 2005). This standard was developed with reference to the AAOIFI standards. 

However, due to critiques by scholars and practitioners, PSAK 59 was replaced with 

PSAK 101 to PSAK 106
44

. Subsequently, “Sharia Banking Accounting Guidelines” and 

the “Sharia Banking Audit Guidelines were issued by Bank Indonesia (Thani et al., 

2003).  

Bank Indonesia has also strengthened the regulatory framework for Indonesian Islamic 

banks by issuing Regulation Number: 11/3//PBI/2009 concerning Shari’ah Commercial 

Banks and a Circular Letter to govern the establishment, composition and function of 

the SSB. Every year, the Shari’ah Supervisory Board (SSB) is required to issue an 

opinion on Shari’ah compliance, which is published in the financial statements of 

Islamic banks (Bank Indonesia 2006a). 

 

3.4.2 Corporate Governance Framework 

The Company Law, which was enacted in 1995, became the CG legal framework for 

limited liability companies in Indonesia. On the other hand, rules introduced by the 

Capital Market Supervisory (BAPEPAM) and the Stock Exchange provide the basis for 

CG of publicly listed companies in Indonesia. Prior to the enactment of the Company 

Law, companies in Indonesia were subject to the Commercial Code of 1847, which was 

introduced by the Dutch Government during the Indonesian colonisation. The Dutch 

law also influenced the Indonesian dual board system in which the board of 

commissioners supervises and advises the board of directors on how to manage the 

operations of the company. However, both the board of commissioners and the board of 

directors are held responsible for the financial statements of the company (World Bank, 

2004).  

                                                 

44
Indonesian Institute of Accountants issues Islamic accounting standards, PSAK 101: Penyajian Laporan Keuangan 

Syariah (Presentation of Shari’ah Financial Reporting), PSAK 102: Akuntansi Murabahah (Accounting for 

Murabahah), PSAK 103: Akuntansi Salam (Accounting for Salam), PSAK 104: Akuntansi Istishna’ (Accounting for 

Istisna), PSAK 105: Akuntansi Mudharabah (Accounting for Mudarabah) and PSAK 106: Akuntansi Musyaraka 
(Accounting for Musharakah), to support the development of Islamic banking in Indonesia . 
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Bank Indonesia, BAPEPAM and the Stock Exchange issue regulations in relation to the 

audit committee, independent commissioners, board of directors and the independence 

of auditors. In fact, since the 1997 financial crisis, the Indonesian Government has 

implemented various CG reforms to fulfil the conditions imposed by the International 

Monetary Fund for providing a USD 1 billion rescue assistance package to the 

Indonesian Government (Gunawan, 2007). With foreign investors returning to 

Indonesian companies, the CG of the companies has strengthened to a certain degree.  

The National Committee on the Governance of Indonesia issued Indonesia’s Code of 

Good Corporate Governance, while Bank Indonesia promulgated several regulations to 

support the CG frameworks of commercial banks and Islamic banks in Indonesia. Bank 

Indonesia has issued a number of regulations: 

i. “Regulation Number: 8/4/PBI/2006 Concerning Good Corporate Governance 

Implementation by Commercial Banks”,  

ii. “No.9/12/DPNP: Pelaksanaan Good Corporate Governance bagi Bank Umum”,  

iii. The Act of the Republic of Indonesia “Number 21 of 2008 concerning Shari’ah 

(Islamic) banking”,  

iv. “Regulation Number: 11/3/PBI/2009 concerning Shari’ah Commercial Bank” 

and 

v. “Circular Letter to all Commercial Banks conducting Business based on 

Shari’ah Principles in Indonesia and Shari’ah Supervision and Supervision 

Finding Report Guidelines for Shari’ah Supervisory Board, No. 8/19/DPbS”.  

The World Bank’s 2004 Report on the Observance of Standards and Codes (ROSC) on 

Indonesian companies of the Organisation for Economic Co-operation and 

Development (OECD) Principles states that Indonesia has an adequate CG framework 

in the form of the Code of Good Corporate Governance, limited liability company law 

and the Capital Market Law. However, due to Indonesia’s unique business environment 

and characteristics, for instance, high concentration of ownership, family ownership and 

controlled shareholders, there is still a gap between the standards and actual practices of 

CG in Indonesia. 
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3.5 Brunei Darussalam 

After Malaysia established the Islamic banking system, Brunei decided to follow suit. 

The Sultan of Brunei, who is also the Minister of Finance, supported the development 

of an Islamic finance infrastructure in Brunei by managing the legal, tax and regulatory 

structure to fulfil the needs of Islamic banks.  Due to the strong support from the 

BruneiGovernment, the Islamic banking sector comprises half of the total financial 

services. In fact, the total assets for Islamic banks increased from Brunei$2 billion in 

1995 to Brunei$10 billion in 2006 (Hassan, 2009). 

The Financial Institution Division of the Ministry of Finance issues the licences to 

financial institutions. They are also the supervisor and regulator of the financial sector 

in Brunei. Rules and regulations are gazetted under the Banking/Financial 

Accounting/Order (Rules) (Hassan and Chachi, 2008). 

There are two banks that offer Islamic banking services in Brunei, namely, Bank Islam 

Brunei Darussalam (BIBD) and Tabung Amanah Islam Brunei (TAIB). The first 

Islamic bank established was TAIB. It was initiated in 1992 due to the desire of the 

Government to fulfil their obligations to the Muslim society. TAIB was first formed as a 

trust fund whose main objective was to provide facilities for Muslims to make the 

pilgrimage to Mecca. TAIB’s function is similar to a government-owned savings and 

loan institution whose primary goals are to operate and promote Islamic financial 

services as well as to raise the socio-economic standards of the Muslims in Brunei 

(Matoussi and Grassa, 2012).  

Subsequently, in 1993, the second Islamic Bank, the Islamic Bank of Brunei Berhad 

(IBB), was established to provide Muslims with Islamic banking facilities mainly in 

trade and commercial finance. In contrast with TAIB, which focuses on the 

underprivileged segment of the Muslim population in Brunei, IBB focuses more on the 

upper and middle class section of Brunei’s population (Ebrahim and Tan, 2001). In 

2006, the IBB and the Islamic Development Bank merged to form BIBD. 
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3.5.1 Financial Reporting Environment 

There has been no urgency to develop a regulatory accounting framework or 

professional accounting society to safeguard the public interest in Brunei. One of the 

reasons is that there is no capital market in Brunei (Yapa, 1999). In fact, the then Big 

Five (now Big Four) accounting firms mainly provide services to public sector 

organisations, such as the Anti-Corruption Bureau, the Brunei Investment Agency, the 

Prime Minister’s office and the Shell Petroleum Company (Yapa, 1999). 

However, recently, the Accounting Standards Order of Brunei was established to 

improve Brunei’s image in the eyes of foreign investors. The move was also made to 

assure investors that sufficient monitoring is made of their investment to increase 

investor confidence. Among the objectives of the Order is to regulate the public 

accountants who provide public accountancy services (Too, 2011). The Brunei 

Darussalam Accounting Standard Council announced the full adoption of IFRS 

effective from 1 January 2014 (The Brunei Times, 2012). 

 

3.5.2 Corporate Governance Framework 

Brunei has a unique political economic environment, which differs from other 

countries; however, it is similar to other former British Commonwealth countries. The 

legal system in Brunei is based on the English common law with its Companies Act an 

exact carbon copy of the British law (Yapa, 1999). 

Brunei has no capital markets, thus there are no proper CG regulations/standards in 

place for Brunei companies or financial institutions. The main source of CG guidelines 

for Islamic banks in Brunei Darussalam is the Emergency (Islamic Banking) Order 

1992, the Companies Act 1956 and the Securities Order 2001. The regulatory structure 

of Brunei comprises the legal (law) and technical frameworks (standards, guidelines and 

codes to support the law) (Hassan and Chachi, 2008). 
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3.6 Thailand 

The development of Islamic banking in Thailand initially started with the setting up of a 

Shari’ah compliant cooperative society, Pattani Islamic Saving Cooperative in 1987. In 

1998, the Government Savings Bank introduced an Islamic window
45

 scheme, which 

offered Islamic financial products. This move was subsequently followed by the Bank 

for Agriculture and Agricultural Cooperatives in 1999. However, it was the Krung Thai 

bank, which established the first Islamic branch in 2001. In the same year, four other 

Islamic savings cooperatives were set-up in Southern Thailand. With the enactment of 

the Islamic Bank of Thailand Act 2002, the first full-fledged Islamic bank, Islamic Bank 

of Thailand was incorporated in 2003 (Haron and Yamirudeng, 2003). Now, it is known 

as Ibank (Business Report Thailand, 2011). 

 

3.6.1 Financial Reporting Environment 

The establishment of the Institute of Certified Accountants of Thailand in 1948 and the 

promulgation of the Accounting Act B.E. 2482 marked the commencement of the 

accounting profession in Thailand
46

. Listed companies on the Stock Exchange of 

Thailand have to comply with the Stock Exchange of Thailand Act B.E. 2523 (1980) 

and the Accounting Act B.E. 2515 (1972) (Kuasirikun, 2005). According to Gray, 

Campbell and Shaw, (1984), Thailand’s accounting standards are significantly 

influenced by the IASC (International Accounting Standards Committee) (World Bank, 

2008) and moderately influenced by the United Kingdom (UK) accounting standards 

(Ball, Robin and Wu,, 2003; Gray, et al., 1984). Kuasirikun (2005) argued that the 

development of accounting standards in Thailand are also influenced by the US 

Generally Accepted Accounting Principles (GAAP). According to the World Bank 

(2008), basic disclosure requirements in Thailand are in place. Although Thai 

Accounting Standards are not yet in full convergence with the IASB accounting 

standards, it could be said that the process of convergence from the Thai Accounting 

Standards into IFRS has been consistent. Full convergence with IFRS by all listed 

companies in Thailand is expected by 2015 (Deloitte, 2013b). However, Ball et al. 

(2003) found that information tends to be transmitted informally rather than through 

                                                 
45

Islamic windows are departments, which deal with Islamic banking, but established within conventional banks. 

Nevertheless, the Islamic windows are treated as separate profit and cost entities from their conventional banking 

operations (Kamaruddin, Safa, and Mohd, 2008). 
46 The Act was subsequently replaced by the Accounting Act B.E. 2515 (Kuasirikun, 2005). 
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public disclosure in Thailand due to the dominance of family-ownership in companies.
47

 

The Government (for instance, tax legislation) has more influence on Thailand’s 

financial reporting than the accounting profession. Although rules and regulations are in 

place, the enforcement of standards and the incentive to disclose are still lacking in Thai 

companies (Vichitsarawong et al., 2010). 

 

3.6.2 Corporate Governance Framework 

Although most of the rules and regulations on CG for public companies in Thailand 

were in place before the 1997 financial crisis, there are still gaps in the practice of CG 

(eStandardsForum, 2009e). Lack of transparency was a contributing factor to Thailand’s 

1997 crisis (Alba, Claessens, and Djankov, 1998; Alba, Hernandez, and Klingebiel, 

1999). Thai companies are more likely to have family-concentrated ownership, which 

can result in less effective monitoring by management (Jongsureyapart, 2006). In 2002, 

the Thai Government set up the National Corporate Governance Committee to improve 

the CG environment in Thailand (eStandardsForum, 2009e). The Stock Exchange of 

Thailand (the SET) issued the 15 Principles of Good Corporate Governance in Thailand 

in 2002. The Code was then subsequently revised in 2006. The revised guidelines 

implement the OECD Corporate Governance Principles and take on board 

recommendations made by the World Bank (eStandardsForum, 2009e). 

 

3.7 Islamic banking in the Gulf Cooperation Council Region 

In 1981, the GCC, comprising six Gulf States (the United Arab Emirates (UAE), Saudi 

Arabia, Oman, Qatar, Kuwait and Bahrain) was established. These countries share 

common traits in terms of background, cultural heritage and economic problems (Al-

Hajji, 2003). The Council was formed to cooperate in optimising the utilisation of 

resources in order to achieve the political, economic and social objectives of the GCC 

countries (Matoussi and Grassa, 2012; Wilson, 2009a).  

The total worth of Shari’ah-compliant assets in the GCC amounts to US$262 billion, 

which accounts for approximately 41 per cent of the world’s Shari’ah compliant assets 

                                                 
47 Claessens et al. (2000) found that 61.6 per cent of public companies in Thailand are family-owned.  
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(Wilson, 2009a). However, initially, the GCC countries, particularly Saudi Arabia, 

viewed the development of Islamic banks with suspicion. In fact, the Saudi Government 

was reluctant to provide an Islamic banking licence to Al-Rajhi Bank. Currently, Al-

Rajhi Bank leads the Islamic banks as the most profitable and largest Islamic bank in 

the world. Giving the licence to Al-Rajhi Bank to practice Islamic banking seemed to 

acknowledge that the existing banks in Saudi Arabia were not wholly Shari’ah 

compliant (Wilson, 2009a). Saudi Arabia argued that their banking system was already 

Shari’ah compliant due to the fact that their whole legal system is claimed to be based 

on Shari’ah.   

Nowadays, the GCC region is one of the world’s primary centres for the promotion of 

Islamic finance, with Bahrain leading the movement. In fact, Islamic banks in the GCC 

have extended their subsidiaries to international arenas (for instance, Al-Rajhi Bank and 

Kuwait Finance House). Organisations responsible for developing the infrastructure of 

Islamic banks, such as the AAOIFI, the Liquidity Management Centre, the International 

Islamic Financial Market and the Islamic International Rating Agency, were set up 

within the GCC (Matoussi and Grassa, 2012). However, the Islamic banking industry in 

the GCC is fragmented with separate regulators and supervisors. This has not been 

helped by the establishment of competitive financial centres, for instance, in Dubai and 

Qatar. This situation results in Islamic banks, which are too small to benefit from the 

economies of scale (Wilson, 2009a). 

 

3.8 Bahrain 

The history of Islamic banks in Bahrain started in 1978 with the establishment of the 

Bahrain Islamic Bank. Nowadays, the Bahrain financial sector has a huge impact on 

their economy with a 23 per cent contribution to the gross domestic product (GDP), 

which is the same as the oil sector (Abuhmaira, 2006). Among the GCC countries, 

Bahrain contributes the most in regulating the Islamic finance industry by hosting 

supporting organisations, such as the AAOIFI, the General Council for Islamic Banks 

and Financial Institutions and the International Islamic Rating Agency 

(eStandardsForum, 2009f). Bahrain applies specific laws to Islamic banks, which are 

separate from the laws that govern conventional banks (Safieddine, 2009). 
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3.8.1 Financial Reporting Environment 

The process of developing accounting standards in Bahrain commenced in 1983, when 

the Ministry of Trade and Agriculture invited the large public accounting firms to join a 

committee for the purpose of establishing accounting standards in Bahrain. The 

committee agreed to the adoption of all the IAS, with the exception of Standard No. 15 

“Information reflecting the effects of changing prices” (Al-Qahtani, 2005). One of the 

objectives of the IAS adoption in Bahrain was to attract foreign investment, and thus, 

the standards are only mandatory for banks and listed companies. Conventional 

financial institutions were required to adopt IAS from 1992 (Al-Ajmi, 2009; 

International Monetary Fund, 2006; Zoubi and Al-Khazali, 2004). Islamic financial 

institutions in Bahrain are required to implement AAOIFI standards by virtue of 

Ministerial Decision No. 6 of 1998. Nonetheless, if the accounting treatment is not 

covered by an AAOIFI standard, the IAS prevail (Safieddine, 2009). Bahrain has been a 

member of the International Federation of Accountants (IFAC) since 2004 (Al-Ajmi, 

2009; Al-Qahtani, 2005). 

 

3.8.2 Corporate Governance Framework 

The Bahrain Monetary Agency is the regulatory body for banks in Bahrain. This agency 

establishes the requirements on capital adequacy ratios, IAS and disclosure 

requirements for banks. The regime in Bahrain includes the regulatory legal framework, 

IAS and best practices in accounting, auditing, prudential regulations and banking 

supervision. This structure is believed to be able to promote Bahrain as an Islamic 

financial centre (Abuhmaira, 2006). 

The CG framework in Bahrain companies was primarily regulated by the Bahrain 

Commercial Companies Law of 1975 (eStandardsForum, 2009f; Hussain and Mallin, 

2003). This law is subsequently replaced by the Bahrain Commercial Companies Law 

of 2001, which addresses the requirement of the roles, composition and selection of the 

board, the voting process and disclosure requirements (Hussain and Mallin, 2003). 

However, a National Steering Committee was established under the direction of the 

Ministry of Industry and Commerce and the Central Bank to promulgate a new 
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company law, which is supposed to incorporate international best practices. However, 

up till now the company law is still pending (eStandardsForum, 2009a; Ministry of 

Industry & Commerce-Kingdom of Bahrain, 2013). The Bahrain Monetary Agency 

encourages CG best practice in the Bahrain banks by issuing circular BC/23/99 dated 8 

November 1999 and forwarding a copy of the Basel Committee on Banking Supervision 

“Enhancing Corporate Governance for Banking Organisations” (September, 1999) to 

every Bahrain bank as guidelines (Hussain and Mallin, 2003). Nevertheless, in order to 

comply with the pressure to improve CG in Bahrain companies, the Ministry of Industry 

and Commerce and the Central Bank of Bahrain, with the support of the National 

Corporate Governance Committee, issued the Corporate Governance Code – Kingdom 

of Bahrain, effective from 1 January, 2011. This code serves as a supplementary code to 

the Companies Law. It is not intended, in any way, to replace the Companies Law but it 

assists the law in achieving its objectives. (Kingdom of Bahrain Ministry of Industry & 

Commerce and Central Bank of Bahrain, 2011). 

 

3.9 Kuwait 

Islamic banks in Kuwait have separate Islamic banking laws with a centralised Shari’ah 

authority at the national level (Safieddine, 2009).  The banking sector in Kuwait is 

equally divided into Islamic banks and conventional banks. By the end of 2010, four out 

of the total of nine banks in Kuwait were Islamic banks (Al Ziyadat, 2011). 

 

3.9.1 Financial Reporting Environment 

The first law to directly regulate accounting infrastructure in Kuwait was Law No. 6 of 

1962, which monitored the accounting and auditing profession. Additionally, the 

Companies Law No. 15, the Stock Exchange Law (1983) and their amendments, and the 

Ministerial Resolution No. 18 (1990) were promulgated in order to increase accounting 

disclosures in Kuwait.The Ministerial Resolution No. 18 of 1990 required that all 

companies implement IAS for the purpose of financial reporting with effect from 

January 1990 (Al-Shammari, 2011; eStandardsForum, 2009h; Zoubi and Al-Khazali, 

2004). The Kuwait Stock Exchange, through its surveillance department, also helps to 

improve compliance with the Companies Law and IAS/IFRS (Al-Shammari, 2011). 
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However, the 2004 International Monetary Fund (IMF) Report revealed that although 

various accounting standards, auditing standards and guidelines are in place their 

enforcement is still lacking (eStandardsForum, 2009h). However, Al-Shammari, Brown 

and Tarca (2008) revealed that compliance with IAS is higher in Kuwait than the other 

GCC countries. The higher compliance may be due to the fact that Kuwait is a member 

of IFAC. 

3.9.2 Corporate Governance Framework 

Although a basic governance structure required by the Central Bank of Kuwait is in 

place, gaps still exist between the CG principles promulgated and the actual practice of 

CG in Kuwait. The 2004 Financial System Stability Assessment revealed that 

enforcement in the form of sanctions is weak, and the process of the promulgation of 

rules in Kuwait is unclear (eStandardsForum, 2009h). 

 

3.10 Qatar 

3.10.1 Financial Reporting Environment 

There is no separate law for Islamic banks in Qatar, thus Islamic banks are subject to the 

laws applicable to all banks (Safieddine, 2009). Although the economy in Qatar is 

developing rapidly, the development of an accounting framework is growing relatively 

slowly (Al-Khater and Naser, 2003). There are no national accounting standards, 

auditing standards or professional accounting bodies to support Qatar’s financial 

reporting framework (Al-Qahtani, 2005; Kamla, 2007). In other words, there are no 

specific accounting regulations for companies in Qatar, and, thus, most of the 

information in annual reports is voluntary (Hossain and Hammami, 2009; Naser, Al-

Hussaini, Al-Kwari, and Nuseibeh, 2006). 

However, Company Law No. 11 of 1981 and the Doha Securities Market Law No. 14 of 

1995 (Al-Shammari et al., 2008) provide general requirements or guidelines on the 

principles of accounting to be adopted by companies in Qatar. With effect from 1 

January 1992, every commercial bank and investment bank is required by the Central 

Bank of Qatar to adopt IAS due to the demands from foreign banks (Al-Qahtani, 2005; 

Hossain and Hammami, 2009; Mostaque, Mazhar, Gunasekaran, and Kooros, 2002). In 
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2002, the Central Bank of Qatar required the corporate report of Islamic banks to be 

prepared based on AAOIFI standards as well as IAS standards (Al-Baluchi, 2006; Al-

Sadah, 2007; Safieddine, 2009). However, the enforcement of those accounting 

standards in Qatar is weak. This weak enforcement environment is further exacerbated 

by the fact that Qatar is not a member of IFAC (Al-Shammari et al., 2008). 

Qatar has very low compliance with international accounting standards, scoring 5.83 out 

of 10.00 in the Standards Compliance Index
48

 (eStandardsForum, 2009i). Likewise, 

Askary and Jackling (2004) found low accounting disclosure practices in Qatar. Al-

Shammari (2005) found that among the GCC members, only Qatar did not monitor their 

financial reporting environment. Naser et al. (2006) found that the average disclosure of 

Qatari companies listed on the Doha Stock Exchange is only 33 per cent for the 34 

disclosure items examined. 

 

3.10.2 Corporate Governance Framework 

The Qatar Financial Markets Authority (securities market regulator and supervisor) 

issued a CG code for public companies in Qatar, which was approved in February 2009. 

The Code was developed based on international standards and guidelines on CG 

practices with the support of the Hawkamah Institute of Corporate Governance. In line 

with the OECD (2004) principles, the code is divided into six main principles: (1) 

ensuring the basis for an effective framework of governance; (2) the rights of 

shareholders and key ownership functions; (3) equitable treatment of shareholders and 

minority shareholders’ interests; (4) the role of stakeholders in corporate governance; 

(5) disclosure and transparency and; (6) the responsibilities of the board of directors 

(eStandardsForum, 2009d). However, no information is available on the degree of 

compliance of public companies with the CG code issued. 

 

                                                 
48

The Index was established by the Financial Stability Forum in 1999 during the Asian financial crisis (Lane, 2008). 
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3.11 United Arab Emirates (UAE) 

In 1975, Dubai Islamic Bank, the first Islamic bank in the UAE and in the world, was 

established (Abdeldayem, 2009). The UAE has a separate Islamic banking law, with a 

Shari’ah Board appointed at the national level (Safieddine, 2009). 

 

3.11.1 Financial Reporting Environment 

The UAE is not a member of  IFAC (Al-Qahtani, 2005). Their accounting profession is 

underdeveloped and UAE has insufficient resources to develop their own national 

accounting standards.Nevertheless, with the globalisation of its trading, adopting IAS 

standards seems to be an easier path in setting up the UAE financial reporting 

environment(Al-Qahtani, 2005; Alali and Foote, 2012). 

The Central Bank of the UAE issued Circular 20/1999 to implement IAS standards in 

banks and other financial institutions with effect from January 1, 1999 (Al-Shayeb, 

2003; Khanagha, 2011). The move to adopt IAS/IFRS standards was supported by the 

UAE Accountants and Auditors Association, claiming that the move would improve the 

quality of annual reports and attract global capital (Aljifri and Khasharmeh, 2006; 

Hassan, 2009).The central bank established regulations in order to monitor the 

compliance of financial institutions with IAS/IFRS standards (Al-Qahtani, 2005; Alali 

and Foote, 2012; Hassan, 2009; Mostaque et al., 2002). From 2003, companies listed on 

the Abu Dhabi Stock Market are required to produce IAS/IFRS compliance financial 

statements (Deloitte, 2013c; Khanagha, 2011). In 2006, the regulation of the Dubai 

International Financial Centre necessitates both banks and companies listed on the 

Dubai International Foreign Exchange (now known as NASDAQ Dubai) to adopt 

IAS/IFRS due to the UAE’s strong ties to Europe (Deloitte, 2013c; Khanagha, 2011). 

Currently, all banks in the UAE are required by the Central Bank of UAE to produce 

financial statements which comply with IAS/IFRS (Deloitte, 2013c). The IAS/IFRS 

adoption was fast-tracked with the development of the capital markets, the influence of 

the Big 4 international accounting firms and the influence of the World Bank (Irvine 

and Lucas, 2006). 

 



Chapter 3:  Detailed Background on Islamic Banking, Financial Reporting and Corporate Governance  

48 

 

3.11.2 Corporate Governance Framework 

Basic shareholder rights in the UAE have been provided in the 1984 Federal Law No. 8 

regarding commercial companies. However, the Financial Systems Stability Assessment 

Report (2007) revealed that the UAE laws did not comprehensively safeguard 

shareholders especially in their related party transactions (Adawi and Rwegasira, 2011; 

eStandardsForum, 2010c).  The Emirates Securities and Commodities Market Authority 

approved the UAE CG code (Law 23 of 2007) that emphasises corporate risks, risk 

management and risk control of listed companies (Hassan, 2009). The UAE Institute of 

Internal Auditors plays an important role in promoting the importance of CG, risk 

management and risk disclosures by organising conferences, seminars and issuing 

newsletters (Aljifri and Khasharmeh, 2006; Hassan, 2009). 

The Dubai International Financial Centre
49

 established the Hawkamah Institute of 

Corporate Governance to promote integration with international trading partners. The 

preliminary draft of CG Guidelines for UAE Bank Directors was issued by the Central 

Bank of the UAE in May 2006. The Central Bank of the UAE also promulgated the 

Decision No. (32\R) of 2007 concerning the Corporate Governance Code for Joint-

Stock Companies and Institutional Discipline Criteria and the Corporate Governance 

Guidelines for UAE Bank Directors (World Bank, 2009b). In 2007, the UAE code of 

CG was issued for public joint stock companies and companies listed on the Abu Dhabi 

Securities Exchange and the Dubai Financial Market (Adawi and Rwegasira, 2011; 

eStandardsForum, 2010c; Hassan, 2009). It is hoped that the transparency of financial 

statements will be enhanced with the establishment of these codes (Adawi and 

Rwegasira, 2011; eStandardsForum, 2010c). 

 

3.12 Saudi Arabia 

As noted, the Government of Saudi Arabia was initially reluctant to issue licences to 

Islamic banks. Issuing an Islamic bank licence seems to imply that other existing banks 

in Saudi Arabia were non-Shari’ah compliant. However, eventually, a licence was 

                                                 

49
Dubai International Financial Centre is a financial free zone, which focuses on capital markets, asset management, 

banking services, insurance and reinsurance companies. The centre links the region to the world and the world to the 
region (Dubai International Financial Centre, 2013).  
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issued to Al-Rajhi Bank, which has since become the most successful Islamic bank 

worldwide (Al-Mehmadi, 2004; Wilson, 2009a). 

 

3.12.1 Financial Reporting Environment 

The Saudi Arabian Monetary Agency (SAMA), as a regulator of the banking sector, 

played an important role in the implementation of accounting standards in the banking 

sector. Previously, accounting regulations in Saudi Arabia were based on the 

commercial regulation (law), issued in 1930 by Royal Decree No. 23. This regulation 

specified the bookkeeping and recording of economic transactions. However, the 

company law, issued in 1965, required companies to prepare audited financial 

statements (Al-Qahtani, 2005). The first law, which focuses on regulating the 

accounting and auditing profession in Saudi Arabia is the Accountancy Law, which was 

enacted by Royal Decree No. 43 (1974) (Al-Qahtani, 2005).Nevertheless, the above 

discussed regulations only produce the basic rules for accounting treatments and 

auditing procedures in Saudi Arabia (Naser and Nuseibeh, 2003).  

In 1991, the move to develop the accounting profession in Saudi Arabia was made by 

the University of King Saud. They organised various seminars and conferences to 

develop the accounting and auditing profession. Later, the Scientific Council of the 

university set up the Saudi Accounting Association with the objective of developing 

accounting thoughts and conducting scientific research and consultation.  The Local 

Accounting Office with the approval of the Ministry of Trade proposed a plan to 

develop the accounting and auditing profession in three different stages (Al-Qahtani, 

2005). 

During the first stage, the appointed committee conducted studies on accounting and 

auditing standards, ethics of accounting professionals and the internal organisation of 

the accounting profession of selected countries, such as the USA, the UK, Canada, 

France, Germany, Austria, Tunisia, Venezuela and Brazil. In the second stage, the 

objectives and concepts of financial accounting, the presentation and disclosure 

requirements, auditing standards, and the internal structures of the accounting and 

auditing profession in Saudi Arabia were developed (Al-Qahtani, 2005). After the 

issuance of several recommendations, Article 19 of the Law regulated the establishment 

of the Saudi Organisation for Certified Public Accountants (SOCPA) in 1992 (Al-
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Mulhem, 1997). In the third stage, SOCPA was given the responsibility to review, 

develop and endorse accounting and auditing standards (Al-Qahtani, 2005). However, 

when the SOCPA standards do not cover the accounting treatments or transactions, the 

US GAAP is referred to (World Bank, 2009b; Zoubi and Al-Khazali, 2004). 

Secrecy prevails in Saudi Arabia due to the weak enforcement of accounting standards 

in which friends and family ties override economic rationalism (Al-Rumaihi, 1997). The 

choice of accounting standards is made based on the lobbying of accounting regulators, 

politicians and managers of large companies. The situation is made worse due to the 

low level of knowledge of users of annual reports (Alkhtani, 2010). Because of weak 

enforcement, there is doubt that there will be an increase in disclosure, with the 

implementation of IAS or IFRS. Implementation of IAS, without strong enforcement 

mechanisms, will not increase the financial reporting quality (Al-Rumaihi, 1997; 

Alkhtani, 2010). In addition, SOCPA has insufficient resources with a lack of full-time, 

qualified staff and inadequate funds. Evidently, the organisation lacks the time to 

answer queries and to deal with issues relating to accounting standards and the recent 

accounting updates (Alkhtani, 2010). As a result, SOCPA is not a strong enforcement 

body for accounting standards in Saudi Arabia. In fact, SAMA is argued to be a better 

enforcement body than SOCPA (Alkhtani, 2010). The weakness in enforcement is 

reflected by the low score of Saudi Arabia in the Standards Compliance Index at 35.0 

out of 100 (eStandardsForum, 2010b). 

 

3.12.2 Corporate Governance Framework 

Awareness of CG in Saudi Arabia grew after the Saudi stock market crash in 2006. The 

crash was certainly the turning point for CG in Saudi Arabia. Prior to the market crash, 

the Saudi public were misled by the constant increase in share prices, regardless of the 

performance of companies. Moreover, there were no corporate scandals and collapses to 

prepare them for the crash (Falgi, 2009). Subsequent to the crash, a comprehensive CG 

regulation was issued by the Capital Market Authority (CMA) in Saudi Arabia to 

strengthen the CG practices of Saudi public listed companies (eStandardsForum, 2010b; 

Falgi, 2009; Robertson, Al-AlSheikh, and Al-Kahtani, 2012). The CMA encouraged 

companies to issue and implement their own codes to facilitate their own circumstances. 

However, some companies did not set up their own code and those companies that 
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prescribed their own codes still have difficulties in complying with their own CG code 

(Falgi, 2009).  

The legal system of Saudi Arabia is based on Shari’ah (eStandardsForum, 2010b). 

Thus, accordingly, the whole economic and banking system should be Shari’ah 

compliant (Al-Mehmadi, 2004; Wilson, 2009a). However, Saudi Arabia applies 

conventional bank laws to their Islamic banks. The banking law applied is not suitable 

to the Islamic banking system (Middle East and North Africa (MENA)-OECD Task 

Force, 2009).  

Listed companies in Saudi Arabia are subject to the Companies Law 1965, the Capital 

Market Law, the Listing Rules of the Capital Market Authority (CMA) and the Merger 

and Acquisition Regulations. Their activities are governed by CMA. The ownership 

structure of these companies is more likely to be family-owned or government-owned 

(World Bank, 2009b). SAMA, established in 1952, as the Central Bank and the Banking 

Supervisory Authority, regulates and monitors the banking and insurance industries in 

Saudi Arabia (MENA-OECD Task Force, 2009). 

SAMA has also played a significant role in promoting CG in the banking industry. As 

early as 1981 the agency issued a document “Powers and Responsibilities of the Board 

of Directors of Commercial Banks in Saudi Arabia”. Subsequently, they also issued CG 

documents, circulars, regulations and guidance. In fact, SAMA also required banks to 

follow the guidance from both the Basel Committee on Banking Supervision and the 

Islamic Financial Services Board (Al-Sayari, 2007).  

Although basic shareholder rights in Saudi Arabia are protected, the CG practices of 

companies are still lacking (World Bank, 2009b). Factors, such as a weak legal system, 

government ownership, family ownership, tribalism, favouritism, corruption, politics 

and lack of expertise in CG, contributes to the weakness in the accountability 

framework (Falgi, 2009). The lack of an accountability network, in turn, leads to the 

difficulty in implementing CG principles in Saudi Arabia (Falgi, 2009). Falgi (2009) 

found from his study that the respondents in Saudi Arabia observed that the legal 

system, law, judiciary and the courts play a limited role in supporting the CG 

framework.  In fact, they were not satisfied with the compliance of companies with the 

CG code. 
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3.13 Concluding Remarks  

This chapter explains the background of Islamic banks, the financial reporting 

environment and the CG structure in the SEA and GCC regions. The overview of 

related literature leads to the conclusion that CG practices in these developing countries 

(particularly the GCC) are still inadequate. Although CG guidelines and accounting 

standards are in place in most of the countries included in this study, their 

implementation and enforcement are still weak. The next chapter discusses dominant 

CG characteristics, such as the board of directors and audit committee. Literature on CG 

reporting and accounting for Islamic banks is also reviewed. 
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CHAPTER 4 : LITERATURE REVIEW 

 

4.1 Introduction 

The objective of this study is to examine the transparency of corporate governance (CG) 

disclosure practices in the annual reports of Islamic banks. At the same time, the 

determinants of the transparency of CG disclosures are examined. Additionally, the 

extent and determinants of disclosure in the Shari’ah Supervisory Board (SSB) Reports 

of Islamic banks are examined. The next section examines the role of CG reporting. 

Further discussion on CG disclosure determinants, such as firm characteristics and CG 

characteristics, is conducted in Section 4.3. Section 4.4 reviews the empirical studies 

conducted on Islamic banks’ corporate reporting practices. The chapter concludes by 

identifying the existing gaps in past studies and elaborating the direction of the current 

research. 

 

4.2  The Role of Corporate Governance Reporting 

Baker and Wallage (2000, p. 173) suggest that “an effective system of corporate 

governance requires an effective system of financial reporting”. In fact, Solomon and 

Solomon (2004) argue that corporate disclosure transparency is an important component 

of a good CG system and eventually contributes to the efficiency of capital markets. 

According to United Nations Conference on Trade and Development (UNCTAD) 

(2006) “all material issues relating to corporate governance of the enterprise should be 

disclosed in a timely fashion.  The disclosure should be clear, concise, precise and 

governed by the “substance over form” principle” (p. 29). In fact, the lack of 

transparency of companies was one of the main factors leading to the 1997 financial 

crisis in Thailand (Alba et al., 1998; Alba et al., 1999). Nonetheless, there have been 

improvements in respect of CG reporting in recent years due to the increasing demand 

for CG information. The demand has effectively facilitated changes in regulations. 

Nevertheless, there is still a lack of CG research (including CG disclosure studies) 

despite the increase in demand for CG disclosures. Unfortunately, this situation leads to 
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an increase in disclosure requirements without understanding the demand from 

stakeholders (Holder-Webb et al., 2008). 

CG disclosures are unlikely to comprise commercially sensitive information, thus it 

could be assumed that companies will disclose CG information if they practised the CG 

measures (Standard & Poor's, 2004). Accordingly, it could be assumed that companies 

with a lack of CG disclosures might have poor CG practices. Although CG studies can 

investigate both internal and external measures of CG
50

, only the internal measures of 

CG, which fall within the scope of this study, will be discussed in the following sub-

sections. 

 

4.3 Review of Some Corporate Governance Reporting Studies 

From the 1980s to the 1990s, governance and risk were amongst the most debated 

issues in financial reporting, and thus, during that time frame more governance 

information was produced worldwide (Rashid, 2000). Furthermore, following the major 

scandals of companies (Enron and Worldcom) and the 1997-1998 economic financial 

crises, various CG reforms were formulated in the form of norms, standards, codes and 

guidelines (Bhasin, 2012a, 2012b; Gunawan, 2007; Patelli and Prencipe, 2007).  

Recently, more emphasis has been given to disclosure of CG information (Ntim et al., 

2012). Of interest are issues pertaining to the nature and extent of CG disclosures and 

determinants of such disclosure. Many of the studies on CG reporting are descriptive, 

providing information on the nature and extent of CG disclosures (Association of 

Chartered Certified Accountants (ACCA) Australia and New Zealand, 2009; Bhasin, 

2010, 2012a, 2012b; Standard & Poor's, 2004). The remaining studies provide more 

evidence to enable an understanding of CG reporting by examining factors that 

influence CG disclosures (Andersson and Daoud, 2005; Ben-Amar and Boujenoui, 

2007; Bujaki and McConomy, 2002; Carson, 1996; Collett and Hrasky, 2005; and 

                                                 
50 External measures of CG include the market for corporate control, the product markets, the capital markets and 

external auditors. Internal measures of CG operate within the organisation, among which are boards of directors, 

audit committees and internal auditors. See Hart (1983), Fama (1980), Manne (1965), Jensen and Ruback (1983) and 

Jensen and Meckling (1976) for more discussions on these control mechanisms.  
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others
51

). Agency theory is normally used as the theoretical framework in these studies 

(Collett and Hrasky, 2005; Labelle, 2002), although there is research which claims that 

stakeholder theory better explains variation in CG disclosures (Parsa et al., 2007). Parsa 

et al. (2007) investigate the extent of compliance with CG disclosure guidelines by 

small and medium-sized companies (SMEs) in the United Kingdom (UK) for the years 

2002, 2003 and 2004. The CG disclosure index was developed based on the Combined 

Code (Financial Reporting Council, 2003), Financial Services Authority (FSA) listing 

rules and Schedule 7A of the Companies Act. According to Parsa et al. (2007), a 

voluntary compliance rate of fifty percent of the CG disclosure index indicated that 

stakeholder theory has more explanatory power than agency theory to explain these 

disclosures. The findings reveal the commitment of SMEs to address issues that matter 

to shareholders and also non-shareholding stakeholders although not required by 

regulations (which normally address shareholders’ needs). Moreover, the SMEs 

emphasise the role of audit committees that support shareholders as well as other 

stakeholders. 

 In studies on CG disclosures, researchers have mainly used methods of disclosure 

scoring to examine the extent of CG disclosures based on guidelines or standards issued 

(Bhasin, 2010; Bujaki and McConomy, 2002; Carson, 1996; Collett and Hrasky, 2005; 

and others
52

). However, there are some studies which use established rankings (Barth, 

Caprio, and Nolle, 2004; Ben-Amar and Boujenoui, 2007; Hassan and Christopher, 

2005; Labelle, 2002). Many of the studies are conducted in Australia (Association of 

Chartered Certified Accountants (ACCA) Australia and New Zealand, 2009; Carson, 

1996; Collett and Hrasky, 2005), Canada (Ben-Amar and Boujenoui, 2007; Bujaki and 

McConomy, 2002; Labelle, 2002; Maingot and Zeghal, 2008) and India (Bhasin, 2010, 

2012a, 2012b; Hossain, 2007; Pahuja and Bhatia, 2010). However, interest in the extent 

of CG disclosures has spread to various countries such as Sweden (Andersson and 

Daoud, 2005), Malaysia (Standard & Poor's, 2004), Indonesia (Kusumawati, 2006, 

2007), United States (US) (Khan, 2009), UK (Parsa et al., 2007) and South Africa (Ntim 

et al., 2012). Most of the studies use a disclosure index while a few use published 

ratings (Ben-Amar and Boujenoui, 2007; Labelle, 2002). 
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 Hossain, 2007; Kusumawati, 2006, 2007; Labelle, 2002; Maingot and Zeghal, 2008; Ntim et al., 2012; Pahuja and 

Bhatia, 2010; Parsa et al., 2007. 
52 Hossain, 2007; Kusumawati, 2006, 2007; Maingot and Zeghal, 2008; Ntim et al., 2012; Pahuja and Bhatia, 2010; 

Parsa et al., 2007.   
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The results of these studies generally reveal that the extent of CG disclosures is still low 

(below 50%) (Andersson and Daoud, 2005; Association of Chartered Certified 

Accountants (ACCA) Australia and New Zealand, 2009; Bhasin, 2012a, 2012b; Carson, 

1996; Kusumawati, 2006, 2007; Standard & Poor's, 2004). However, there are a few 

studies that report CG disclosure levels of more than 50 percent. These studies tend to 

be from developed countries such as Canada (Ben-Amar and Boujenoui, 2007; Bujaki 

and McConomy, 2002; Maingot and Zeghal, 2008). Some of the studies (Hossain, 2007; 

Pahuja and Bhatia, 2010) include mandatory items in their CG disclosures, hence the 

higher level of CG disclosure. 

Bujaki and McConomy (2002) examined the voluntary CG disclosure practices in the 

corporate annual reports of Canadian firms. They reported that the extent of CG 

disclosures made by management is regarded as a strategic choice. Their results were 

supported by the Australian study of Collett and Hrasky (2005), who investigated the 

association between voluntary CG disclosures and the intention to raise equity and debt 

capital. They found that although there was no significant relationship between 

voluntary CG disclosures and subsequent increases in debt, there was, indeed, a 

relationship between voluntary CG disclosures and subsequent increases in issued 

equity capital which seem to be consistent with the capital market hypothesis
53

. The 

results of Bujaki and McConomy (2002) and Collett and Hrasky (2005) are supported 

by Ben-Amar and Boujenoui (2007) who also argued that disclosure on CG practices 

was considered as a strategic practice undertaken by larger firms and US cross-listed 

companies. Maingot and Zeghal (2008) also found similar results. However, Maingot 

and Zeghal (2008) argued that Canadian banks seem to copy blindly each other’s 

disclosure policies which are an indication of the occurrence of mimetic isomorphism
54

, 

as suggested by DiMaggio and Powell (1983). 

Although, some of the CG information is mandatory, Pahuja and Bhatia (2010) and the 

UNCTAD (2011) reported that companies do not always comply with mandatory 

requirements. Nevertheless, mandatory requirements do indeed increase disclosure 
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The capital market hypothesis theorises that voluntary disclosures are made by companies to reduce information 

asymmetry and in turn reduce the cost of external financing (Parsa et al., 2007). 
54Mimetic isomorphism with respect to companies is when managers adopt standard past decisions rather than well-

thought out decisions. In facing uncertainties, for instance, uncertainty in understanding organisational goals and key 

technologies, companies imitate the models of similar companies which they perceive as more successful (DiMaggio 

and Powell, 1983).  
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levels. UNCTAD (2011) examined four years of cross-country data on CG disclosures. 

They conduct their study on 188 companies from twenty-two emerging markets 

reported that the voluntary disclosure rate is at 58 percent. They found that 75 percent of 

mandatory disclosures were made. This percentage is relatively high due perhaps to 

investor demand, voluntary code implementation, the intention of companies to portray 

good CG disclosure practices and the awareness of corporate responsibility reporting. 

However, Pahuja and Bhatia (2010) in their study on Northern Indian companies, found 

that some disclosures are merely ritual which might indicate compliance to the letter but 

not the spirit of the code. This result is supported by Arcot and Bruno (2006) who found 

that there is an indication of a mechanical “ticking of boxes” by non-compliant 

companies (particularly family-owned) in the UK to fulfil the requirements of the 

Combined Code. The next sub-section examines factors influencing CG disclosures. 

Table 4.1 is included at the end of the chapter. 

 

4.3.1 Corporate Characteristics and Corporate Governance Reporting 

Based on the review of past literature, it has been found that factors which influence CG 

reporting are size, leverage, audit firm size, performance, listing status and subsequent 

increases in issued share capital. Size is found to be the most influential factor in 

determining CG reporting. An association between company size and CG reporting has 

been demonstrated in a number of empirical studies (Andersson and Daoud, 2005; Ben-

Amar and Boujenoui, 2007; Bujaki and McConomy, 2002; and others
55

). Several 

arguments have been put forward to explain this relationship. Pahuja and Bhatia (2010) 

argued that larger firms are subject to higher political costs, and accordingly they 

provide disclosures as an impression management strategy to improve their 

relationships with stakeholders and regulators. Larger firms also have more resources to 

provide disclosures which can be costly in terms of preparation and proprietary costs. 

Leverage or gearing is also found to be significantly and positively associated with the 

extent of CG reporting (Ben-Amar and Boujenoui, 2007; Bujaki and McConomy, 

                                                 

55 Carson, 1996; Hossain, 2007; Kusumawati, 2006, 2007; Labelle, 2002; Ntim et al., 2012; Pahuja and Bhatia, 2010; 

Parsa et al., 2007). 
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2002). Highly leveraged firms provided more CG disclosures in an effort to demonstrate 

to investors that they are appropriately governed (Bujaki and McConomy, 2002). 

However, studies by Ben-Amar and Boujenoui (2007), Ntim et al., (2012) and Parsa et 

al., (2007) did not find an association between leverage and CG disclosure. Kusumawati 

(2006), Kusumawati (2007) and Ntim et al. (2012) argued that the auditor, Big 4 or non-

Big 4, is also found to be significantly associated with CG disclosures in three studies in 

Indonesian and South African corporations (Kusumawati, 2006, 2007; Ntim et al., 

2012). Kusumawati (2006) and (2007) suggests that companies using the services of 

internationally affiliated public accounting firms are inclined to provide more 

disclosures on CG. Ntim et al. (2012) claim that big four auditors ensure companies 

comply with CG disclosure provisions. The big four audit firms have more resources in 

the form of staff experience, skills, expertise and knowledge and are well-equipped 

financially. Their results are consistent with earlier studies by Eng and Mak (2003) on 

Singapore listed companies, and Haniffa and Cooke (2002) on Malaysian listed 

companies and Owusu-Ansah (1998) on Zimbabwe listed corporations.  

Kusumawati (2006) and (2007) found that performance level (profitability) is 

negatively linked to CG disclosures. There are two different ways to explain the 

relationship between performance and disclosure. Firms facing decreasing income tend 

to provide a higher level of disclosure in order to calm their investors and accordingly 

relieve the market pressure on them (Beneish, 1997). On the other hand, Collett and 

Hrasky (2005) found that performance is positively associated with CG disclosures. 

They argued that companies with strong performance are more equipped to invest in CG 

practices, hence the increase in CG disclosures. Listing status is found to be associated 

with CG reporting (Ben-Amar and Boujenoui, 2007; Carson, 1996; Collett and Hrasky, 

2005; Kusumawati, 2006, 2007). Ben-Amar and Boujenoui (2007), for example, 

suggested that US listed firms are subject to rigorous governance and disclosure 

requirements following Sarbanes-Oxley (Doidge, 2004; Doidge, Karolyi, and Stulz, 

2004; Khanna, Palepu, and Srinivasan, 2004). Carson (1996), Kusumawati (2006) and 

(2007) found that firms listed on overseas stock exchanges disclose more on CG than 

those listed only on the Jakarta Stock Exchange. Collett and Hrasky (2005) and Cooke 

(1992) found that firms listed on multiple stock exchanges disclose more because they 

are pressured by multiple stakeholders. Industry is also found to be significant in 

explaining CG reporting (Collett and Hrasky, 2005; Khan, 2009; Ntim et al., 2012). 
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Collett and Hrasky (2005) argued that companies in politically sensitive industries (such 

as resource industries, oil, gas, metal and diversified resources) are subject to public 

scrutiny which provide the companies with incentives to disclose more CG information. 

Other corporate characteristics which are found to be significant are revenue growth 

(negative relationship) (Bujaki and McConomy, 2002) and subsequent increases in 

issued equity capital (positive relationship) (Collett and Hrasky, 2005). 

 

4.3.2 Corporate Governance Characteristics and Corporate Governance 

Reporting 

It is generally accepted that the board of directors is the most important CG mechanism 

in an organisation (Fama and Jensen, 1983a, 1983b). This importance is reflected in the 

board’s position at the top of the hierarchy of any company. Regardless of how weak or 

strong the social and legal environment is, the board of directors plays a significant role 

in strengthening the internal controls and CG structure of a company (Chapra and 

Ahmed, 2002). A strong board could affect the operation and success of companies and 

alternatively a weak board could result in ineffective decision making which might lead 

to sub-standard performance and eventually corporate failure. The effectiveness of the 

board of directors would reduce the contracting costs between shareholders and 

management (Booth, Cornett, and Tehranian, 2002; Fama and Jensen, 1983a; 

Williamson, 1984).  

The board composition is also important in assuring the credibility and integrity of 

financial reporting systems (Hutchinson, Percy, and Erkurtoglu, 2008). There are a few 

board characteristics which are normally investigated in empirical studies on boards of 

directors such as board competence (Adawi and Rwegasira, 2011), board size (Adawi 

and Rwegasira, 2011; Zaluki and Wan Hussin, 2009; Ntim et al., 2012; Parsa et al., 

2007), board independence (Adawi and Rwegasira, 2011; Zaluki and Wan Hussin, 

2009; Akhigbe and Martin, 2006; Al-Shammari and Al-Sultan, 2010; Ben-Amar and 

Boujenoui, 2007; Hossain, 2007; Labelle, 2002; Parsa et al., 2007), board meetings 

(Adawi and Rwegasira, 2011) and chief executive officer (CEO duality) (Al-Shammari 
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and Al-Sultan, 2010; Andersson and Daoud, 2005; Ben-Amar and Boujenoui, 2007; 

Labelle, 2002; Parsa et al., 2007). 

 

4.3.2.1 Board Independence 

The evidence of an association between board independence and disclosure is mixed. 

Board independence is found to be positively associated with CG reporting (Ben-Amar 

and Boujenoui, 2007; Bujaki and McConomy, 2002; Parsa et al., 2007). This suggests 

that, as board independence increases, there is greater awareness of the need to disclose 

more CG information to investors. Chen and Jaggi (2000), in a Hong Kong study, argue 

that board independence could increase monitoring capabilities and eventually adoption 

of disclosure requirements.  

A sample of more than 1,200 publicly traded firms during the calendar year 2001 is 

used by Anderson, Gillan, and Deli (2003) in their US study to examine the relationship 

between board characteristics and the information content of earnings. Their study 

reveals that board independence and board activity have a significant and positive 

relationship with the information content of earnings. Anderson, Mansi and Reeb (2004) 

observed the reliance of creditors on credible corporate reports. They argued that if 

board attributes are important functions of high integrity financial reports, the price of 

debt would be responsive to board characteristics. By examining 252 industrial firms 

from the Lehman Brothers Fixed Income database and the S&P 500 in the US, they 

found a negative association between board independence and the cost of debt. Arcay 

and Vazquez (2005), in their study of Spanish firms listed on the Madrid Stock 

Exchange, found that as the proportion of independent directors increases, voluntary 

disclosure increases. The percentage of non-executive directors is also found by Zaluki 

and Wan Hussin (2009), to be positively associated with the earnings forecast accuracy 

of 235 initial public offering (IPO) companies on the Main Board and Second Board of 

Bursa Malaysia between the periods 1999 to 2006. Adawi and Rwegasira (2011), in 

their study of 64 listed companies on the Abu Dhabi Securities Exchange, found a 

positive association between voluntary disclosure and board composition (percentage of 

non-executive directors). Beasley (1996) studied 75 fraud and 75 non-fraud companies 

from 1980 to 1991 based on Accounting and Auditing Enforcement Releases issued by 
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the US Securities and Exchange Commission (SEC) and the Wall Street Journal Index. 

He found that the presence of outside directors did enhance monitoring capacity and 

assist in preventing fraud. 

However, some studies show no association between board independence and the extent 

of CG disclosures (Forker, 1992; Labelle, 2002). Labelle (2002) and Hossain (2007) 

found the relationship between the percentage of unrelated directors and CG 

information to be insignificant. Labelle (2002) argued that the behaviour of 

management in disclosing CG information is not similar to their behaviour in handling 

financial disclosures. Hossain (2007) argued that independent directors are impartial 

towards mandatory CG disclosures which form the majority of items in the disclosure 

index, thus explaining the insignificant result. On the other hand, Eng and Mak (2003) 

and Gul and Leung (2004) found a negative association between board independence 

and disclosure. These results indicate that increased monitoring in the form of board 

independence sometimes plays a substitution role instead of a monitoring role. These 

results indicate that increased monitoring in the form of board independence sometimes 

plays a substitution role instead of a monitoring role. If a CG mechanism substitutes for 

one of the existing CG mechanisms, then the company does not observe the importance 

of disclosing more voluntary information when the CG mechanisms are strengthened 

(Ho and Wong, 2001). 

 

4.3.2.2 Board Size 

Only two studies, Parsa et al. (2007) study in UK and Ntim et al. (2012) study in South 

Africa, examine the association between board size and CG reporting. Parsa et al. 

(2007) found the association to be insignificant. The insignificant result might be due to 

their sample of SMEs which have a smaller board size due to resource restrictions. On 

the other hand, Ntim et al. (2012) found that board size significantly influenced CG 

reporting due to the emphasis on board size of the South African CG Code and the 2002 

King Report. 

Chaganti, Mahajan, and Sharma (1985), in examining corporate failures that occurred 

between 1970 to 1976 in US firms, argued that a larger board size with a diverse 
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background would offer a greater variety of services. Thus, accordingly they found that 

non-failed companies are more likely to have larger boards than the failed companies in 

their examination of 21 failed and 21 non-failed companies. Anderson et al. (2004) 

found that the negative association between board size and cost of debt suggests that 

larger boards provide greater monitoring capability. Adawi and Rwegasira (2011) also 

found that there are positive associations between the voluntary disclosures and board 

size in the UAE.  

On the other hand, Anderson et al. (2003), in their US study, found that the market does 

not react to earnings surprises conditioned on the size of the board. Zaluki and Wan 

Hussin (2009) revealed that board size is not associated with the quality of financial 

disclosures in initial public offering (IPO) companies in Malaysia. Beasley (1996) 

found that financial statement fraud in US companies increases as the board size 

increases. His result supports the contention of Jensen (1993) that a smaller board size 

provides a better controlling function while companies with a larger board size have a 

tendency to be controlled by CEOs. 

 

4.3.2.3 Audit Committe (AC) Size 

Currently, there are no studies that examine the association between AC size and CG 

reporting. However, among the factors leading to the downfall of large corporations, 

such as Enron were the ineffective role of the audit committee and the lack of 

transparency in disclosing important information (Healy and Palepu, 2003). The audit 

committee forms a link between the full board (particularly non-executive directors) and 

the internal and external auditors. It acts as a defence mechanism against fraud and 

moral hazard by minimising opportunistic behaviour and reducing information 

asymmetry (Pincus, Rusbarsky, and Wong, 1989).  

Agency theory argues that the audit committee should alleviate, if not eliminate, agency 

costs (Forker, 1992; Ho and Wong, 2001) and, therefore, reduce agency conflicts 

between managers and shareholders (Wild, 1996). As a sub-committee of the board of 

directors, the audit committee supports the role of the board of directors in monitoring 

the credibility of the financial reporting systems of the firms (Davidson, Goodwin-
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Stewart, and Kent, 2005; Hutchinson et al., 2008). Among the key functions of an audit 

committee is the enhancement of the role of the external auditor by conducting an 

independent review of corporate reporting and curbing managerial opportunism in 

choosing accounting methods (Collier, 1993; Sori et al., 2008).In the case of Islamic 

banks, the Islamic Financial Services Board (IFSB) (2006a) proposed that the audit 

committee of Islamic banks should work together with the Shari’ah Supervisory Board 

as well as with the governance committee. 

Diligence is hard to measure. However, meeting frequency is regarded as one of the 

proxies used to measure audit committee diligence and effectiveness (Raghunandan and 

Rama, 2007; Sharma, Naiker, and Lee, 2009). Using 96 firm-year observations from a 

sample of companies listed on New Zealand Stock Exchange for the years 2005 and 

2005, Sharma, Naiker and Lee (2009) found that the frequency of audit committee 

meetings is associated with audit committee size, as well as the level of institutional and 

managerial ownership. Raghunandan and Rama (2007) studied the determinants of audit 

committee diligence (proxied by audit committee meetings) by examining 319 

corporations from the S&P SmallCap600 for 2003 and they also found that larger audit 

committees are associated with more frequent audit committee meetings. Raghunandan 

and Rama (2007) and Sharma et al. (2009) suggest that larger audit committees meet 

more frequently to consider constructive accounting and audit viewpoints from various 

parties. Additionally, Vafeas (1999) argued that, by having larger audit committees, 

companies have the opportunity to access diverse resources and managerial skills. This 

would in turn lead to stronger monitoring by the audit committee (Sharma et al., 2009; 

Vafeas, 1999). A larger audit committee might indicate that firms are committed to 

improving monitoring efficiency by committing substantial resources to the audit 

committee (Raghunandan and Rama, 2007). The Raghunandan and Rama (2007) study 

also revealed that more frequent audit committee meetings are held in larger companies, 

with outsider block-holdings, in litigation-prone industries, in companies that have 

frequent board meetings and in companies with a larger audit committee. 

Zaluki and Wan Hussin (2009) found that a larger audit committee is positively related 

with the accuracy of IPO earnings forecasts. Chen and Zhou (2007) suggested that 

larger audit committees are perceived as having organisational status, responsibilities 

and power passed to them by the board. Thus, they are recognised by the monitoring 
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authorities of the firm (management, external auditors and internal auditors) in their 

overseeing role. Chen and Zhou (2007) found that, following the Enron collapse, 

companies with larger audit committees were more inclined to retrench the public 

accounting firm, Arthur Andersen, earlier and appoint a Big 4 successor auditor. 

However, Anderson et al. (2003) found that smaller audit committees appear to be 

related positively with earnings response coefficients. However, Forker (1992) finds 

only a weak relationship between the audit committee and the quality of share option 

disclosures. Apart from investigating the relationship between board independence, 

board size and debt, Anderson et al. (2004) found that audit committee size is inversely 

related to the cost of debt.  

Archambeault and DeZoort (2001) examined 60 publicly traded US companies from    

the period 1994 to 1996 and found that smaller audit committees have a higher 

association with the incidence of suspicious auditor switching
56

. They argued that the 

larger the audit committee, the more difficult it is for an audit committee to collude in 

an accounting fraud. 

Using 896 firm-year observations gathered from 1996-2000 data for US firms, Yang 

and Krishnan (2005) examined the association between the number of directors on the 

audit committee and quarterly earnings management. The coefficient on the audit 

committee size is significant and negative, indicating that larger audit committees are 

associated with lower quarterly earnings management.  

Lin, Li and Yang, (2006) investigated the relationship between audit committee size and 

earnings restatements (a proxy for earnings management). Using data from the year 

2000, their findings reveal a negative association between audit committee size and 

earnings restatements among 212 publicly held corporations in the US. Their results 

therefore support those of Yang and Krishnan (2005). 
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Suspicious auditor switching signals auditor opinion shopping (Archambeault and DeZoort, 2001). 
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4.3.2.4 CEO Duality 

There are mixed results in relation to the association of CEO duality with CG reporting. 

Andersson and Daoud (2005) found that there is a positive relationship between CEO 

duality and CG disclosure. They argue that foreign companies are subject to several 

regulations and laws regarding the CEO duality requirement. As expected, Ben-Amar 

and Boujenoui (2007) found a negative relationship between CEO duality and CG 

reporting. They provide evidence that CEO duality restricts board independence and 

effectiveness in managing firms and accordingly constrains CG disclosures. However, 

for Labelle (2002) and Parsa et al. (2007), those relationships are not found. 

Jensen (1993) argued that the CEO could not perform both the functions of CEO and 

board chair, for instance,run board meetings, monitor the hiring, retrenching, evaluating 

and determining the CEO remuneration, without taking his personal interest first. In 

other words, the CEO would undertake strategies which benefit him personally. Thus, 

ideally, the CEO and board chair position should be separated. A combined position of 

CEO-board chair will provide too much power to the CEO and could expose the 

company to financial fraud orchestrated by the CEO (Beasley, Carcello, and 

Hermanson, 1999; Carcello and Nagy, 2004a).  Beasley et al. (1999) found that in 66 

percent of the 96 financial fraud case investigated by the SEC in the period from 1987 

to 1997, the CEO also held the position of board chair. Abbott, Young and Susan 

(2000), in their examination of 156 companies, found that companies with a combined 

position of CEO-chair are more likely to be exposed to sanctions by the SEC. 

Furthermore, firms with separate CEO and board chair positions have higher earnings 

response coefficientsindicating stronger CG mechanisms leading to more informative 

earnings (Anderson et al., 2003). 

The study by Dechow, Sloan and Sweeney (1996) of 92 US alleged earnings 

manipulations revealed an association with CEO duality. Dechow et al. (1996) found 

hat these firms purposely overstated their income to obtain financing at a lower cost and 

avoid restrictions in debt covenants. Their results are supported by Carcello and Nagy 

(2004b) who found that fraud firms are more likely to combine the role of chairman 

and CEO. 
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Al-Shammari and Al-Sultan (2010), examine the association of CEO duality and 

voluntary disclosures of 170 companies on the Kuwait Stock Exchange in the year 

2007. However, they found that CEO duality could not explain the variation in 

voluntary disclosures.  

Table 4.1 is included at the end of the chapter. 

 

4.4 Empirical Studies on Accounting Disclosures by Islamic Banks 

Most of the papers concerned with accounting and disclosures by Islamic banks are 

descriptive, theoretical or normative (Archer et al., 1998; Gambling, Jones and Karim, 

1993; Kamla, 2009; Karim, 1990, 2001; Maurer, 2002; Mirza and Baydoun, 2000; 

Naser and Pendlebury, 1997). Previously, there were a limited number of empirical 

studies conducted on accounting and disclosures by Islamic banks but recently, the 

interest in these areas of research has been steadily (Al-Baluchi, 2006; Chapra and 

Ahmed, 2002; Farook and Lanis, 2005; Hameed and Pramono, 2005; Haniffa and 

Hudaib, 2007; Safieddine, 2009)
57

. Thus, this section discusses the empirical studies 

that have been conducted in this area of research. 

Since most of the papers are theoretical, many of the empirical studies that have been 

conducted are exploratory in nature. For instance, Chapra and Ahmed (2002), in their 

study of Islamic financial institutions worldwide, find that Islamic financial institutions 

do comply with international standards on accounting and auditing. Based on the 

perception of Islamic financial institution officers, Chapra and Ahmed (2002) find that 

only seven percent of the annual report disclosures were ranked as poor, whereby the 

remaining were rated from ‘fair’ to ‘excellent’. Chapra and Ahmed (2002) used a 

questionnaire survey in their study which might not reflect the actual corporate 

reporting practices of Islamic financial institutions. 

Safieddine (2009), in his survey of Gulf Cooperation Council (GCC) Islamic banks, 

notes that the surveyed banks do disclose management and financial information on the 

internet or in their annual reports. Nevertheless, Abdul Latif Al-Rajhi, a regional 

                                                 
57 Other empirical studies on accounting in Islamic financial institutions include Al-Sadah (2007), Besar et al., 

(2009), Hameed et al. (2004), Harahap (2003), Hassan and Christopher (2005), Maali et al., (2006), Naser and 

Pendlebury (1997) and Satkunasingam and Shanmugam (2004) . 
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director and board member of Al-Rajhi Bank, Saudi Arabia, agreed that one of the 

serious issues faced by investors of Islamic financial institutions is the quality of 

corporate report disclosures. Although Islamic banks recognise the importance of CG 

and have the support of well-qualified boards of directors, SSB and internal control 

departments, this support often is not reflected in the actual practices, thus leaving the 

disclosure of CG much less than desired (Safieddine, 2009). The limited studies on 

corporate reporting by Islamic banks mainly centre on compliance with the Shari’ah 

governance reporting (Abuhmaira, 2006; Al-Baluchi, 2006; and others
58

), corporate 

social responsibility (CSR) disclosure (Majid, Sulaiman, and Ariffin, 2011; 

Abdeldayem, 2009; and others
59

), and CG disclosure (Darmadi, 2011; Hameed and 

Pramono, 2005; and others
60

).  

 

4.4.1 Studies on Shari’ah Governance and the Accounting and Auditing 

Organisation for Islamic Financial Institutions (AAOIFI) Standards 

Compliance 

There are a number of studies on aspects of Shari’ah governance (Al-Mehmadi, 2004; 

Hameed, 2009; Hameed et al., 2004; Hasan, 2011) and the Accounting and Auditing 

Organization for Islamic Financial Institutions (AAOIFI) standards compliance 

(Abuhmaira, 2006; Al-Baluchi, 2006; Sarea, 2012). The research method typically used 

for this area of research is a survey questionnaire (Al-Mehmadi, 2004; Hasan, 2011; 

Sarea, 2012) or a disclosure index (Al-Baluchi, 2006; Hameed et al., 2004).  

Hameed et al. (2004) construct Islamicity Disclosure which comprises, Shari’ah 

compliance indicator, CG indicator and social/environment indicator, to examine two 

Islamic banks (one from Malaysia and one from Bahrain).  They found that Bahrain 

Islamic bank discloses more information than the Malaysian Islamic bank. 

                                                 
58 Al-Mehmadi, 2004; Hameed, 2009; Hameed, Wirman, Alrazi, Nor and Pramono, 2004; Hasan, 2011; Sarea, 2012) 
59 Aribi and Gao, 2010; Farook et al., 2011; Farook and Lanis, 2005, 2007; Hameed et al., 2004; Haniffa and Hudaib, 

2007; Hassan and Harahap, 2010; Maali, Casson, and Napier, 2003; Maali et al., 2006; Rahin, 2009; Zubairu, 

Sakariyau, and Dauda, 2011, 2012. 
60 Hassan and Christopher, 2005; Pramono, 2005; Sulaiman, Majid, and Ariffin, 2011. 
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Abuhmaira (2006) investigated the perceived and actual extent of disclosures provided 

by Islamic banks in Bahrain by referring to the AAOIFI standards. Using content 

analysis, he found that there was an improvement in disclosure in the 2002 SSB Report 

as compared to the 1997 report although there was still evidence of non-compliance
61

. 

Al-Mehmadi (2004) found that investors in Saudi Arabia regard the SSB Report as a 

very important document. Hasan (2011) found that more than half of Islamic banks in 

Malaysia, GCC countries and the UK do not publish Shari’ah related policies and 

pronouncements. Hameed (2009) commented on the SSB reports of two Islamic banks 

from Malaysia, two from Bahrain and one from Pakistan in 2005 and 2006, noting that 

the SSB Report disclosure of Islamic banks in Bahrain and Pakistan is higher than for 

Islamic banks in Malaysia. 

The study by Al-Baluchi (2006) on Islamic banks in Bahrain, Qatar, Sudan and Jordan, 

examined factors that influence voluntary disclosures in the annual reports of Islamic 

banks by using agency theory as the theoretical framework. These factors comprise 

regulatory factors, bank specific factors and country-specific factors
62

. The study 

reported significant positive associations between the percentage of non-executive 

directors, mudarabah investment account holders (IAH)s’ profitability, the level of 

mudarabahinvestment account (IA) and the level of voluntary disclosure. In order to 

convince the IAHs to maintain their accounts with Islamic banks, a higher level of 

voluntary disclosure is made. Islamic banks with better performance also provide more 

information to the market. This study also found a negative association between 

government ownership and the level of voluntary disclosure. The author argues that 

governments have specific access to information about the company, and thus do not 

require disclosures in annual reports. Al-Baluchi (2006) found that the level of 

voluntary disclosure increases after the implementation of AAOIFI standards (except in 

Sudan). Al-Baluchi (2006) also conducted interviews in his study and noted that the 

improvement in voluntary disclosure is mainly due to the increase in numbers of rating 

agencies, the increase in the International Accounting Standards/International Financial 

                                                 
61Two of the Islamic banks did not publish a zakat statement although they were obligated to pay zakat; one of the 

banks did not provide zakat disclosures; only two Islamic banks provide Statement of Qardhul Hassan (none 

provided in 1997);no disclosure on method of profit allocation between banks, shareholders and IAHs and disclosure 

was made on the social contribution but banks are silent on the distribution process disclosure. 
62Al-Baluchi (2006) conducted his study from a longitudinal and a cross-sectional approach. The longitudinal 

approach was used to examine the differences in the level of disclosure before and after the implementation of 

AAOIFI standards. The cross- sectional approach was used to investigate the bank characteristics association with 

their disclosure practices.  
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Reporting Standards (IAS/IFRS) disclosure requirements, improvements in the 

disclosure environment, more educated users, improvements due to preparation for the 

Basel II implementation and pressure among banks to become leaders in disclosure.    

Sarea (2012) conducted a survey on the implementation of AAOIFI standards in 

Bahrain. Some 129 survey questionnaires (41 percent response rate) were completed by 

accountants in Bahrain. The author found that there is a high level of compliance with 

many items required by the AAOIFI Financial Accounting Standards. Nonetheless, 

some requirements on zakat were found to have a very low compliance. Sarea (2012) 

claims that high disclosure is achieved due to the regulation issued by authorities, in this 

case, the Central bank of Bahrain. 

It should be noted that most of the prior studies rely on survey data (Al-Mehmadi, 2004; 

Hasan, 2011 and Sarea, 2012) or are based on very small sample sizes (two to five 

Islamic banks) (Abuhmaira, 2006; Hameed, 2009; Hameed et al. 2004). 

Table 4.2 is included at the end of the chapter. 

 

4.4.2 Studies on Corporate Social Responsibility Disclosures 

There are a number of studies that focus on CSR disclosures in Islamic bank corporate 

reports. However, these studies reveal low levels of CSR disclosure (below 50 percent). 

For instance, Maali et al. (2006) showed disclosure compliance of 13.3 percent, Rahin 

(2009) 14.4 percent (for the year 2006) and 13.7 percent (for the year 2007) and Farook 

et al. (2011) 16.8 percent. Rahin (2009) found that accountants perceive that CSR 

disclosure by Islamic banks should be higher than actual disclosure levels. Aribi and 

Gao (2010) found that Islamic financial institutions provide significantly more 

disclosures than conventional financial institutionsin the GCC on Islamic related 

disclosures
63

 but not on other disclosure items such as employee-related disclosure, 

community-related disclosure, philantrophy-related disclosure, product and services-

related disclosure and customer-related disclosure (which are common for both Islamic 

                                                 

63 Conventional financial institutions do not disclose any Islamic-related information as expected.  
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financial institutions and conventional financial institutions). Most of the studies use 

both disclosure index and content analysis methods developed by Maali et al. (2006) 

and Haniffa and Hudaib (2007). Nevertheless, the majority of the studies only provide 

descriptive analysis of their results (Abdeldayem, 2009; Haniffa and Hudaib, 2007; 

Rahin, 2009; Zubairu et al., 2011 and 2012). However Farook et al. (2011) investigated 

the specific factors that influence CSR disclosures. They found that SSB characteristics 

have a positive and significant association with CSR disclosure. Islamic banks also 

require the support of the Muslim society and in turn, must show their compliance with 

the Shari’ah to garner the Muslim population support (Farook et al., 2011). Islamic 

banks located in countries with political and civil freedom also provide more CSR 

information due to the increase in the role played by special interest bodies in 

disciplining the companies conduct (Gastil, 1981).  

Maali et al. (2003) and (2006) found that zakat-paying Islamic banks disclose more 

CSR information than non-zakat paying Islamic banks. They also found that there is no 

difference between Islamci banks which adopt AAOIFI and those which do not. Using 

seven Islamic banks (with available annual reports for the years 2002 to 2004) in the 

Arabian Gulf region, Haniffa and Hudaib (2007) examine the gap between the 

‘communicated’ (based on information reported in the annual reports) and the ‘ideal’ 

(what should be disclosed in the annual reports based on Islamic values). Their findings 

are not consistent with the expectation of Islamic banks as ethical organisations with 

socio-economic objectives. Islamic banks are expected to be more accountable in their 

actions and operations and their accountability should be communicated in the annual 

reports. The authors suggest that a lack of pressure from stakeholders of Islamic banks 

and a secretive culture are major contributions to the low levels of disclosure. Similar to 

Maali et al. (2003) and (2006), Abdeldayem (2009) and Hassan and Harahap (2010) 

found that there is no significant difference in CSR disclosure between Islamic banks 

which implement AAOIFI and those which do not. 

A comparison is made on the CSR disclosures between Islamic and conventional 

financial institutions by Aribi and Gao (2010). They used content analysis to identify 

any significant disclosures in the 2004 annual reports of 21 Islamic financial institutions 

and 21 conventional financial institutions in the GCC region. Most of the significant 

differences are found to be related to Islamic-related CSR disclosures such as the SSB 
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Report, zakat, the charity contribution and interest-free loans. However, the remaining 

CSR disclosures which are common to both Islamic and conventional financial 

institutions (such as products, employment, customer services) show no significant 

differences. Accordingly, the authors argue that Islam influence CSR disclosures. Aribi 

and Gao (2010) also report that Islamic financial institutions tend to disclose more bad 

news as compared to conventional financial institutions in the GCC, particularly on 

Shari’ah non-compliance. 

Table 4.3 is included at the end of the chapter. 

 

4.4.3 Studies on Corporate Governance Reporting 

There are six prior studies on CG reporting for Islamic banks (Majid et al., 2011; 

Darmadi, 2011; Hameed and Pramono, 2005; Hassan and Christopher, 2005; Pramono, 

2005; Sulaiman et al., 2011). Apart from Hassan and Christopher (2005), who used 

established rankings, the other studies construct their disclosure index based on 

benchmarks developed from past literature, regulations, standards, codes and guidelines. 

Most of these studies are descriptive.  Hassan and Christopher (2005) examined three 

banks in Malaysia (one Islamic bank and two conventional banks) to explore the 

influence of Islam on CG reporting in the annual reports of Islamic banks. Islamic banks 

are expected to disclose more information on CG than their conventional counterparts. 

However, the results show otherwise. Being an Islamic bank and having Muslim 

directors on board does not improve CG disclosure practices in Islamic banks. Hence, 

there is evidence of a gap between desired CG practices and actual CG disclosures. This 

result suggests that all the talk about Islamic values has not been translated into actions. 

Hameed and Pramono (2005) attempt to examine the level of voluntary disclosure in 

relation to CG practices of full-fledged Islamic banks in Malaysia and Indonesia
64

. The 

authors conclude that disclosure practices of Islamic banks are still lagging community 

expectations with respect to CG practices.  

                                                 
64 Two Islamic banks were selected from Malaysia, namely Bank Islam Malaysia Berhad and Bank Muamalat 

Malaysia Berhad while PT Bank Muamalat Indonesia Tbk and PT Bank SyariahMandirirepresent Indonesian banks. 

The CG disclosures were scored against two set of disclosure indices. In the first stage of scoring, the disclosure was 

scored against the national codes of CG in the respective countries. In the second stage of scoring, the disclosure 

index was derived from the best practices of Islamic financial institutions in Malaysia and Indonesia.  
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Sulaiman et al. (2011) found that the mean disclosure of the general CG information is 

60.95 percent (for example risk management committee and audit committee) which is 

higher than specific CG information (26.37 percent). The lack of disclosure on the 

specific information that is unique for Islamic banks (for example, Shari’ah committee, 

customers/investment account holders, governance committee and Shari’ah 

compliance) is blamed on the ineffectiveness of the installed CG framework. Managers 

also might regard the disclosure of specific CG information as costly. Another 

interesting finding is that the disclosure of information about the risk management 

committee (85.16 score) is higher than the disclosure about risk management itself 

(54.86 score). The findings indicate the reluctance of the risk management committee to 

disclose information on their risk management processes which provides hints of 

weaknesses in the risk management procedure.  

In a study of Islamic banks in Indonesia, Darmadi (2011) found that the highest 

disclosed dimensions are the board and risk management with means of 0.70 and 0.69 

respectively. On the other hand, the lowest level of disclosure is about internal control 

and external audit (0.38). There is also low disclosure in relation to board meetings, 

board remuneration and information on the Shari’ah compliance status. The level of CG 

disclosure of Indonesian Islamic banks is at 60 percent. 

Table 4.4 is included at the end of the chapter. 
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4.5 Directions of Current Research 

In order to discuss the direction of the current research, it is important to recap the 

studies as explained above (Table 4.1, 4.2, 4.3 and 4.4 provide summaries of the 

studies).  

There are some studies on Islamic banks that have examined CG reporting. However, 

from Table 4.4, it could be concluded that those studies are country specific with small 

samples (Darmadi, 2011; Hameed and Pramono, 2005; Hassan and Christopher, 2005; 

Pramono, 2005; Sulaiman et al., 2011). Furthermore, only descriptive statistics are 

provided as the main results. By attempting to examine CG disclosure determinants of 

Islamic banks in both the Southeast Asian (SEA) region and the GCC region, this study 

uses a larger sample, which should improve the understanding of current CG reporting 

practices of Islamic banks.  

Although some studies of disclosures in Islamic banks show high disclosure levels, the 

research methods used are surveys of perceptions (Al-Mehmadi, 2004; Chapra and 

Ahmed, 2002; Sarea, 2012) which might not reflect the actual corporate reporting 

practices of Islamic banks. Other studies with high levels of CG disclosure come from 

developed countries, for instance Canada (Ben-Amar and Boujenoui, 2007; Bujaki and 

McConomy, 2002; Maingot and Zeghal, 2008) and some of the studies (Hossain, 2007; 

Pahuja and Bhatia, 2010) also include mandatory items in their CG disclosures. 

This study extends past research in several ways. First of all, most studies on Islamic 

bank CG reporting lack a theoretical framework. For this study, two theories are 

adopted, namely agency theory and stakeholder theory. Second, prior studies make no 

attempt to associate CG reporting with company or country characteristics. This is 

undertaken in the present study. Third, with the issuance of policy on CG for the Middle 

East and North Africa by the Organisation for Economics Co-operation and 

Development (OECD) and additional AAOIFI governance standards, it is expected that 

there will be a substantial increase in CG disclosure of Islamic banks worldwide. The 

current study will contribute by examining the level of CG disclosure of Islamic banks 

and factors which determine such disclosures. 

Fourth, most of the past studies on CG reporting are disproportionately concentrated in 

developed countries such as Australia (Association of Chartered Certified Accountants 
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(ACCA) Australia and New Zealand, 2009; Carson, 1996; Collett and Hrasky, 2005) 

and Canada (Ben-Amar and Boujenoui, 2007; Bujaki and McConomy, 2002; Labelle, 

2002; Maingot and Zeghal, 2008). While there are a few studies based in India (Bhasin, 

2010, 2012a, 2012b; Hossain, 2007; Pahuja and Bhatia, 2010), there is a general lack of 

CG reporting studies in less developed countries. It is important for studies to be 

conducted in different institutional settings and CG structures. Of particular interest are 

Islamic banks with their own distinctive characteristics. Although each country has its 

own jurisdictions, as Islamic organisations, Islamic banks are expected to uphold 

Islamic values by providing a high level of CG disclosures regardless of their 

jurisdiction. Accordingly, the current study hopes to contribute to the literature by 

examining CG disclosure in Islamic banks in theemergingmarkets of the SEA and the 

GCC regions.  

Finally, the current study also attempts to investigate factors influencing the extent of 

disclosure in the SSB Report. Past studies on the SSB Report are mainly descriptive 

(Abuhmaira, 2006; Hameed, 2009). Therefore, the present study extends Hameed 

(2009) by examining the extent and determinants of SSB Report disclosure of Islamic 

banks in the SEA and GCC regions. There are currently more than 300 Islamic banks 

worldwide (Sole, 2007), providing motivation for a new study on CG and SSB Report 

disclosures by Islamic banks. 
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Table 4.1 

Previous Studies on CG Reporting  

 Objectives of the study Sample design Methods Major findings 

 

Bujaki and 

McConomy(2002) 

 

To examine the voluntary CG 

disclosure practices of the 

Canadian firms annual reports 

290 annual  reports for the year 

1997 from the Toronto Stock 

Exchange  300 firms  

Scoring  system  was constructed  

based on the 25 key dimensions 

of the Toronto Stock Exchange 

guidelines 

 Level of reporting:  
o Mean score for the 272 firms 

with corporate governance 

disclosures was  14.2/25  

 the extent of CG disclosure is 

regarded as a strategic choice. 

 CG characteristics: 
o Significant: Majority of 

unrelated directors (+)  

 Corporate characteristics: 
o Significant: leverage; firm size 

(+); revenue growth(-) 

ACCA (2009) 

To investigate the CG disclosure 

by Australian companies as of 13 

February 2009.  

The Australian Securities 

Exchange top 50 companies 

(ASX Top 50)  

 Criteria and indicators were 

developed based on various 

principles, codes and 

guidelines
65

. 

 

 Level of reporting:  

o Mean score- 49% 

 Average disclosure in respective 

criteria groups: 

o  “Mission and values (mean 44 

%)”,  

o “Key relationships (69 %)”,  

o “Management and oversight 

(35 %)”,  

o “Board structure (87 %)”,  

o “Ethical decision making (52 

%)”,  

o “Reporting integrity (75 %)” 

and  

o “Codes and guidelines (12 %)”. 

 

                                                 
65

ASX CG Council: CG Principles and Recommendations; Global Reporting Initiative (GRI) G3 Guidelines; Corporate Responsibility Index (CRI), 2007; OECD Principles of Corporate 

Governance, 2004; International Standards of Accounting and Reporting (ISAR) Guidance on Good Practices in CG Disclosure, International Corporate Governance Network (ICGN) 

Statement on Global Corporate Governance Principles, 2005; ACCA UK 2007 Sustainability Reporting Awards theme research on sustainability strategy and governance disclosures, 

with Tomorrow’s Company; ACCA CG and Risk Management Agenda paper, 2008. 
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Table 4.1 

Previous Studies on CG Reporting (continued) 

 Objectives of the study Sample design Methods Major findings 

Andersson and 

Daoud(2005) 

To examine factors that influence 

CG disclosure of corporations 

listed on the Stockholm Stock 

Exchange 

41 corporations listed on the 

Stockholm Stock Exchange 

CG disclosure index of 285 

items based on their scrutiny of 

the annual reports 

 Level of reporting:  
o The average CG disclosure is 

0.2944 

 Corporate governance 

characteristics 
o Significant - CEO duality (+) 

 Corporate characteristics 
o Significant - origin of the  

parent  company and  size (+) 

Standard & Poor’s (2004) 

To assess the CG disclosure in the 

corporate annual reports of a few 

largest listed companies in 

Malaysia  

50 companies on the Kuala 

Lumpur Composite Index 

136 item Standard & Poor’s 

scorecard 

 Level of reporting:  
o The mean disclosure for these 

Kuala Lumpur Composite 

Index companies was 64.92 

(maximum 140) 

 Although the top five  

companies  have better CG  

disclosures than the other 45 , 

they still have material 

weakness in their CG practices. 

 

Kusumawati(2006, 2007) 

 

To measure the extent of CG 

disclosure made by Indonesian 

public listed companies in their 

2002 annual reports. 

All companies listed on the 

Jakarta Stock Exchange. 

 

161 item measuring 

instrumentbased on the Good 

Corporate Governance Code 

recommended by 

KomiteNasionalKebijakan 

Corporate Governance 

(KNKCG) (2001) 

 Level of reporting:  
o Mean disclosure-8.44%, mean 

13.59 items from all the 161 

items disclosure index  

 CG characteristics: 
o Significant -  dispersed 

ownership (+) 

 Corporate characteristics: 
o Significant - performance level, 

dispersed ownership (-);size, 

auditor’s status, listing status, 

(+); 

o Insignificant – industry type 
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Table 4.1 

Previous Studies on CG Reporting (continued) 

 Objectives of the study Sample design Methods Major findings 

Bhasin(2010) 

To examine CG disclosure 

practices in India. 

 

Reliance Industries Limited 

(RIL) Report on CG and their 

annual report for the financial 

year 2008 to 2009. 

 Developed a ‘point value 

system’ based on the 

provisions of Clause 49 of 

the Listing Agreement 

adopted by the Securities and 

Exchange Board of India 

(SEBI) and  provisions  of  

the Companies  Act,  1956 

 Case study using the ‘point 

value system’ 

 Literature review on RIL 

 Unstructured and informal 

interviews 

 Governance parameters
66

: 

 Level of reporting:  
o RIL scored 85 points on the 

‘point value system’ which is 

considered a good performance. 

 

Ben-Amar and 

Boujenoui(2007) 

To examine determinants of CG 

disclosure quality for Canadian 

listed companies. 

 Non-financial firms listed 

on the S&P Toronto Stock 

Exchange 

 587 firm-year observations 

(214 firms in 2002, 182 in 

2003 and 191 in 2004) 

 Ranking by the Globe & Mail 

(G&M) disclosure ranking. 

 Aggregate  governance  score  

of 100 points comprises board 

composition (40  points),  

shareholdings  and  

compensation  policy  (23  

points), shareholder  rights  

policy  (22  points)  and  CG 

disclosure  quality  (15  

points) 

Disclosure score was constructed 

based on the eight (Australian 

Securities Exchange) ASX 

requirements. 0 represented no 

compliance; 0.5 represented partial 

compliance and 1 represented full 

compliance.  

                                                 
66

The governance parameters are “Statement of Company’s Philosophy on Code of Governance”, “Board Composition and Strength of the Board”,“Chairman and CEO Duality”, 

“Disclosure of Tenure and Age Limit of Directors”, “Disclosure of definition of independent director and financial expert  and selection criteria of board of directors including 

independent directors”; “Post-board Meeting, Follow-up System and Compliance of the Board Procedure”; “Appointment of Lead Independent Director”, “Disclosure of Other 

Provisions as to the Boards and Committees”, “Disclosures of Remuneration policy and  Remuneration of directors”, “Code of Conduct”, “Board Committees”, “Disclosures and 

Transparency”, “General Body Meetings:Means of Communication, and General Shareholder Information”, “CEO/CFO Certification”, “Compliance of Corporate Governance and 

Auditors’ Certificate” and “Disclosure of Stakeholders’ Interests”. 
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Table 4.1 

Previous Studies on CG Reporting (continued) 

 Objectives of the study Sample design Methods Major findings 

Carson (1996) 

To assessCG disclosure before it 

became a listing requirement in 

Australia 

494 industrial listed companies 

on the Australian Stock 

Exchange for accounting year 

end 30 June 1995 

Disclosure score was constructed 

based on the eight (Australian 

Securities Exchange) ASX 

requirements. 0 represented no 

compliance; 0.5 represented 

partial compliance and 1 

represented full compliance.  

 Level of reporting:  
o Average disclosure was 1.734 

out of the eight-item 

requirements 

 Corporate characteristics 
o Significant: size and overseas 

listing (+) 

o Insignificant: auditor 

 

Khan (2009) 

 

To investigate the proportion of 

companies that disclose the three 

mandatory CG disclosure required 

by the New York Stock Exchange 

(NYSE) listing rules for foreign 

firms on their corporate websites 

200 sample companies drawn 

from 41 countries chosen 

randomly based on the January 

2006 NYSE list of non-US 

companies 

 

 Websites of foreign 

companies listed on the 

NYSE were examined for 

existence of CG information 

on differences between 

NYSE CG rules and national 

rules, audit committee and 

committee charter 

 The information was 

examined by countries, 

regions, industries and 

economic development 

 Level of reporting: 
o Differences between NYSE 

CG rules and national rules 

(mean disclosure-31.5%) 

o Existence of audit committee 

(58%) 

o Existence of committee 

charter (51.5%) 

 The web sites disclose less than 

what is required by the NYSE 

 Corporate characteristics: 
o Significant – industry  

 Country characteristics: 
o Significant – country of 

origin, regional classification, 

links between the country of 

origin, region and economic 

development. 

Labelle (2002) 

 

 

 

 

 

 

 

 

 

 

Using agency theory as theoretical 

framework, sought to understand 

the incentives of Canadian 

companies in disclosing more CG 

related information 

 

157 sample in 1996 and 126 

sample in 1997 

 Canadian Institute of 

Chartered Accountants 

(CICA) published ratings for 

1996 and 1997 companies’ 

Statement of CG Practices 

 Coded 1 if firm  provides a 

good or very good level of 

CG disclosure according to 

the CICA panel of experts 

and 0 otherwise 

 Level of reporting:  
o “good or very good disclosure” 

– 39% (1996) and 40% (1997) 

o “minimal disclosure” – 47% 

(1996) and 52% (1997) 

o “negligible disclosure” – 14% 

(1996) and 8% (1997) 

 CG characteristics: 
o Insignificant: percentage of 

unrelated directors and CEO 

duality 

 Corporate characteristics: 
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Labelle (2002) (continued) o Significant: size and to some 

extent, widely held 

corporation (+) 

o Insignificant: firm 

performance and the level of 

financing activity 

Barth, Caprio and 

Nolle(2004) 

To examination the cross-country 

environment  of key dimensions in 

banking 

Data from 50 countries 

obtained from World Bank and 

Caprio Jr. and Levine (2002) 

 

CG Index summarising country-

specific data on three categories 

of CG (strength of external audit, 

bank accounting transparency 

and external ratings and creditor 

monitoring).  

 

 

 Level of reporting (maximum 

13):  
o High income country –CG 

Disclosure Index 10.08 

o Upper middle income -  10.00 

o Lower middle income -  9.33 

o Low income – 8.40 

 Country characteristics 
o Significant: country income 

level (+) 

Collett and Hrasky(2005) 

To investigate the association 

between voluntary CG disclosure 

and the intention to raise equity 

and debt capital. 

 

 29 annual reports of listed 

Australian companiesfor  

1994 drawn from Connect  

4 database 

 

 1994  was  chosen because 

of  the  absence  of  

regulatory  influence  on  

CG disclosure (prior to the 

issuance of Listing  Rule  

3C(3)(j)) (later became 

listing rule 4.10) 

Disclosure scoring system  This result was consistent with 

the capital market hypothesis 

 Corporate characteristics: 
o Significant: subsequent increases in 

issued equity capital, industry 

membership (resource industries)  

and   multiple stock  exchange  

listings, performance (return on 

assets (+) 

o Insignificant: subsequent increases 

in debt, size 
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Table 4.1 

Previous Studies on CG Reporting (continued) 

 Objectives of the study Sample design Methods Major findings 

 

Hossain (2007) 

 

To examine the CG disclosure of 

38 banks in India. 

 38 banks listed on the 

Bombay Stock Exchange 

and the National Stock 

Exchange (100% sample) 

as on 30
th

 June 2004 

 

 2002-03 annual reports 

have been collected 

 57-item measurement 

disclosure index of both 

mandatory and non-

mandatory items 

 

 Based on the provisions of 

Clause 49 of the Listing 

Agreement adopted by the 

SEBI 

 Level of reporting: 
o Banks in India have high 

level of CG disclosure index 

compliance 

o Range of disclosure – 69 to 

95 
 CG characteristics: 

o Significant - ownership (+) 

o Insignificant – board 

composition (percentage of 

non-executive directors)  

 Corporate characteristics: 
o Significant - size, financial 

performance (+) 

o Insignificant – age of the 

bank and complexity of 

business (number of 

subsidiary) 

Parsa, Gin and 

Ewere(2007) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

To investigate the extent of 

compliance with the CG 

disclosure guidelines by small and 

medium-sized companies (SMEs) 

in the year 2002,  2003  and 2004 

89 SMEs  listed  on  the  

alternative investment market 

(excluding all financial 

companies) 

Checklist of 36-item disclosure 

index based on the Combined 

Code, Financial Services 

Authority (FSA) listing rules and 

Schedule 7A of the Companies 

Act 

 Level of reporting:  
o Mean of governance disclosure – 

0.46 (2002), 0.45 (2003), 0.47 

(2004) 

o Fifty percent of disclosure items 

examined had been reported  

o SMEs considered stakeholder 

approach in their CG structure 
 CG characteristics: 
o Significant – board independence 

(non-executive directors on board 

of directors), audit committee 

composition (non-executive  

directors on audit committee)  (+) 

o Insignificant – board size, CEO 

duality, presence of founder-CEO, 

ownership structure 

 Corporate characteristics: 
o Insignificant – financial leverage 
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Table 4.1 

Previous Studies on CG Reporting (continued) 

 Objectives of the study Sample design Methods Major findings 

Maingot and Zeghal 

(2008) 

To examine the governance 

information by Canadian banks 

for the year 2003 

8 Canadian banks for the year 

2003 

 Apart from the annual reports, 

information were also 

extracted from the CG Web 

page and proxy circulars  

 Information was coded 

against a 54-element coding 

sheet which was based on the 

past literature on CG and 

Toronto Stock Exchange 

Corporate Governance 

Guidelines.  

 The CG coding sheet was 

divided into seven 

dimensions namely “on-line  

information”, “board”, 

“profile  of  directors”, 

“remuneration  of  the  

board”, “board 

independence”, “by-laws” 

and “committee”. 

 Most of the item in the coding 

sheet are mandatory, except 

20 items of the 54 items 

which are voluntary 

 Level of reporting:  
o The average CG disclosure is 

88.9 percent. 

 Average disclosure in respective 

criteria groups: 
o On-line information (3.8/5),  

o Board (5.0/6),  

o Profile of directors (5.8/6),  

o Remuneration of Board 

(7.8/8),  

o Board independence 

(14.5/17),  

o By-laws (5.8/6) and, 

o Committees (.5/6) 

 Indication of the occurrence of 

mimetic isomorphism 

 The incentive to disclose CG 

information depends on the 

strategic consideration 

 Characteristics 
o Significant: size (+) 

 

Pahuja and Bhatia (2010) 

 

 

 

 

 

To investigate the extent of 

disclosure on CG practices of the 

Northern India listed companies 

and their determinants. 

 

50 Northern India (Punjab,  

Haryana,  Himachal  Pradesh,  

Delhi,  Chandigarh  and  Uttar 

Pradesh) listed companies 

 

 A CG disclosure index 

comprise of sixty-seven 

parameters (mandatory and 

non-mandatory) based on 

the provisions of Clause 49 

of the Listing Agreement 

 Level of reporting:  
o Mean disclosure of 77.2 

 They found that not all 

mandatory disclosure 

requirements are disclosed by 

the companies. 

 Corporate characteristics 
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Pahuja and Bhatia (2010) 

(continued) 

 

 

 

adopted by the SEBI. 

 Governance sub-

dimensions
67

. 

 Content analysis technique  

o Significant –size (+) 

o  Insignificant – profitability and 

market performance 

 

UNCTAD (2011) 

To assimilate and evaluate four 

years UNCTAD’s cross-country 

data on CG disclosure 

 Four years of UNCTAD’s 

CG disclosure data of 188 

companies from twenty-

two emerging markets 

 The markets were drawn 

from Morgan  Stanley  

Capital  International 

Emerging  Markets  Index 

 Ten largest corporations 

from each market 

 Data were extracted from 

publicly available 

corporate reports (annual 

reports, CG  reports, 

corporate  responsibility  

reports,  exchange  filings,  

and  financial  databases)   

52 benchmark CG disclosure 

encompassed in United Nations 

Conference on Trade and 

Development – International 

Standards of Accounting and 

Reporting (UNCTAD-ISAR)  

benchmark 

 Level of reporting 

o An average of 70 percent  of 

the UNCTAD ISAR 

benchmark disclosure is 

disclosed (6,882 out of 

9,776 possible disclosures) 

  Mandatory requirement indeed 

increase disclosure (75% 

mandatory disclosure). 

 Voluntary disclosure is at 58% 

 Dimension of disclosure items: 
o Ownership Structure and 

Exercise of Control Rights 

(69% disclosers) 

o Financial Transparency (81%) 

o Auditing (61%) 

o Board and Management 

Structure and Process (74%) 

o Corporate Responsibility and 

Compliance (61%) 

 UK firms exhibits lowest 

degree of variability. High 

consistency is also found in the 

Czech Republic, Hungary, 

Japan, Peru and Thailand. On 

the other hand, Chile, Egypt, 

Israel, Korea and Morocco 

display higher variability of CG 

disclosure. 

                                                 
67

The governance sub-dimensions are “Statement on Philosophy”, “Board of Directors”, “Audit Committee”, “Remuneration Committee”, “Shareholder Committee”,“General Body 

Meetings”, “Disclosures”, “Means of Communication”, “General Shareholder information”, “MDA and Board Committees”, “Disclosures and Transparency”, “General Body Meetings: 

Means of Communication, and General Shareholder Information” and “Miscellaneous”. 
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Table 4.1 

Previous Studies on CG Reporting (continued) 

 Objectives of the study Sample design Methods Major findings 

Bhasin(2012a, 2012b) 

To examine voluntary CG 

disclosure practices of 50 

companies in India 

50 companies in India  40-item voluntary CG 

disclosure Index based on 

disclosure which is over and 

above the mandatory 

requirements of Clause 49 of 

the Listing Agreement 

adopted by SEBI.  

 A content analysis was 

subsequently conducted on 

‘Report  on  CG’  and  the 

annual  reports  in companies 

in India for  the  financial  

year  2003-04  and  2004-05. 

 Level of reporting:  
o Less than 50 % of the items 

were disclosed by the 

companies in software, 

textiles, sugar and paper 

industries. 

 

 

Ntim, Opong, Danbolt, 

and Thomas (2012) 

To examine the extent of 

voluntary good CG practices 

disclosure and factors influencing 

the disclosure behaviour 

169 post-Apartheid South 

African the Johannesburg 

Securities Exchange listed 

companies from the year 2002 

to 2006 

 

 

 Voluntary CG disclosure 

index based on 50 CG 

provisions from the 2002 

King Report 

 The study used 50 CG 

provisions which covers 

five main categories 

(boards, directors and 

ownership; accounting and 

auditing; risk management, 

internal audit and control; 

integrated sustainability 

reporting; and compliance 

and enforcement) 

 Level of reporting:  
o CG disclosure scores have 

generally improved over the five-

year period examined. The score in 

2002 is significantly higher than 

2006. 

 CG characteristics 
o Significant: board size, government 

ownership, institutional ownership 

and a CG committee (+); block 

ownership (-) 

 Corporate characteristics 
o Significant: size, profitable 

companies, big-four auditor and the  

consumer  services  sector (+); 

Insignificant: gearing and firm 

growth 
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Table 4.2 

Summary of Important Shari’ah Governance Studies on Islamic banks 

 Objectives of the study Sample design Methods Major findings 

Al-Mehmadi(2004) 

To  determine  which  part  of  the  

annual report  is  considered to  be  

the  most  useful  for the IAHs 

117 questionnaire survey to 

investors in Saudi Arabia 

Questionnaire survey to 

investors 

 Between 57% to 86% of the 

respondents regarded the 

Shari’ah Board as a very 

important component 

 Between 47% and 71% of the 

investors fully understand the 

Shari’ahBoard report 

 81.7% of the Islamic banks’ 

investors in Saudi Arabia 

regarded the judgement 

provided by Muslim scholars 

are very important. 

 Only 51% of the Islamic banks’ 

investors in Saudi Arabia 

considered that the level of trust 

in SSB as “very important”  

Hameed, Wirman, Alrazi, 

Mohamed Nor and 

Pramono (2004) 

 

 

 

 

 

 

 

 

 

 

 

To provide a few alternative 

reporting and performance 

measures (Islamicity Disclosure 

Index) for Islamic banks and 

subsequently measure the Islamic 

banks using the developed 

measures 

Two  banks, one from 

Malaysia and one form Bahrain 

 

 Construct Islamicity 

Disclosure Index. The index 

comprises a Shari’ah 

compliance indicator
68

, a 

CG indicator
69

 and a 

social/environment 

indicator
70

. 

 The Islamicity Disclosure 

Index was developed based 

on past literature and the 

AAOIFI standards 

 Level of reporting:  
o Unweighted - Shari’ah 

compliance indicator: BIMB 

(Malaysia)- 9/16, BIB 

(Bahrain) – 14/16; CG 

indicator: BIMB (Malaysia) - 

26/35, BIB (Bahrain) – 6/35; 

Social/environment indicator:  

BIMB (Malaysia) - 3/14, BIB 

(Bahrain) – 6/14 

o Weighted – Shari’ah 

compliance indicator (50%): 

BIMB (Malaysia)- 28, BIB 

(Bahrain) – 44; CG indicator 

(30%): BIMB (Malaysia) - 

                                                 
68

Shari’ah compliance indicator comprises three broad criterias i.e. Shari’ah Supervisory Board, Basic Information and Financial Statement) 
69

CG indicator comprises nine broad criterias i.e. Composition of board of directors, Appointment and Re-appointment, Board meetings, Directors’ fees and remuneration, Nomination 

committee, Remuneration Committee, Audit Committee, Shari’ah Supervisory Board and Others” 
70

Social/environment indicator comprises four broad criterias i.e. Policy and objective, Community issues, Employees issues and Environmental issues. 
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Hameed, Wirman, Alrazi, 

Mohamed Nor and 

Pramono (2004) 

(continued) 

22, BIB (Bahrain) – 5; 

Social/environment indicator:  

BIMB (Malaysia) - 4, BIB 

(Bahrain) – 9; Total:  BIMB 

(Malaysia) - 54, BIB 

(Bahrain) – 58. 

 Bahrain Islamic bank discloses 

more information than the 

Malaysian Islamic bank.   

Abuhmaira(2006) 

 To  examine  whether any 

additional    information are 

provided in the Islamic banks 

annual report 

 To  examine whether Islamic 

banks comply with the 

AAOIFI standards  

Four Islamic banks in Bahrain Content  analysis based on the 

AAOIFI standards 

 In  2002,  there  is  improvement 

in the SSB Report disclosure 

 However, all SSB reports raised 

issues related to the banks'  

activities  in 2002 which were 

not reported in the 1997 report 

(the disposal of non-allowable  

income, non-allowable 

products).  

 However, there is still limited 

evidence of full compliance in 

the 2002 annual reports: 
o Two of the Islamic banks did  

not  publish  a Zakat  statement 

although they are obligated to 

pay zakat 

o One of the banks did not provide 

zakat disclosure 

o Only two Islamic banks provide 

Statement of Qardhul Hassan 

(none provided in 1997) 

o No disclosure on method of 

profit allocation between banks, 

shareholders and IAHs. 

o Disclosure is made on the social 

contribution but banks are silent 

on the distribution process 
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Table 4.2 

Summary of Important Shari’ah Governance Studies on Islamic banks (continued) 

 Objectives of the study Sample design Methods Major findings 

Al-Baluchi(2006) 

 To examine factors that 

influence the voluntary 

disclosure of annual reports of 

Islamic banks pre and post 

implementation of the AAOIFI 

standards 

 To examine whether    the   

theoretical frameworks and 

findings on voluntary 

disclosure could also be 

generalised to Islamic   banks. 

Annual reports of Islamic 

banks in Bahrain, Qatar, Sudan 

and Jordan for the year 1997 

and 2002 (29 sample of annual 

reports pre-AAOIFI and 34 – 

post-AAOIFI) 

Disclosure    index for  both  

years  1997  and  2002 based on 

the AAOIFI standards and past 

literature. 

 Level of reporting: Mean 

voluntary disclosure in 1997 is 

30.28 and mean disclosure in 

2002 is 43.65. 

 The   level    of   voluntary      

disclosure     increased    after    

the implementation       of   

AAOIFI      standards (except 

Sudan). 

 Sudan has the lowest level of 

voluntary disclosure standards 

due to their weak market 

discipline.   

 Corporate characteristics: 
o Significant – percentage of non-

executive directors, level of IAH, 

shareholders’ profitability (+), 

government ownership (-) 

o Insignificant - percentage     of   

non-executive    board  members   

who  are  IAHs, listing    status  

and the IAHs   profitability 

Hameed(2009) To examine the SSB reports of 

two Islamic banks from Malaysia, 

two from Bahrain and one from 

Pakistan in 2005 and 2006 

Five SSB Reports Observation He notes that the SSB reports of the 

two Malaysian Islamic banks are 

quite limited compared to the SSB 

Report from other countries 

(Bahrain and Pakistan) 

Hasan (2011) 

 

 

 

 

 

 

 

 

To understand issues on the 

Islamic financial institution 

Shari’ah governance practices. 

 

Malaysia, GCC countries, i.e. 

Kuwait, Bahrain, United Arab 

Emirates, Qatar and Saudi 

Arabia) and the UK 

 Survey questionnaire form 

31 IFIs 

 The study used the 

following standards and 

guidelines to develop the 

questionnaire: 
o the OECD Principles of 

Corporate Governance, 

o the  BCBS paper,  

 Less than 54% of IFIs did not 

promulgate properly written 

published policy on the process 

of preparation and distribution 

of Shari’ah related information. 

 Not all Islamic banks grant 

their SSB access to documents 

and record in order to ascertain 

the status of  theShari’ah 
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Hasan (2011) (continued) o the AAOIFI governance 

standards 

o the IFSB published 

standards  

compliance. 

 More than 68% of IFIs did not 

publish their 

Shari’ahpronouncements 

which include Shari’ahrulings 

Sarea(2012) To  explore  the  attitudes  of  

accountants  about  the  level  of 

compliance  with  the AAOIFI  

accounting standards 

129 (41% response rate) survey 

questionnaires on 

implementation of the AAOIFI 

standards were completed by 

the accountants in Bahrain. 

 Questionnaire survey 

method was chosen where 

respondents were requested 

to rank their perceptions on 

the level of compliance of 

each standard with the 26 

AAOIFI standards. 

 20  items of the AAOIFI 

accounting  standards ere 

tested 

 Level of perception: mean  

score  is  4.01,  indicating that  

most  of  the  respondents  

perceive that Islamic banks are 

complying  with  the  AAOIFI  

Financial Accounting  

standards 

 85% perceived that the 

AAOIFI accounting standards 

were highly complied; 5% - 

moderately complied and 10 % 

- lowly complied.   

 Seventeen  items  were 

perceived to have  high  

compliance  with  AAOIFI 

accounting standards, one items 

- moderate compliance while 

two items low compliance  

 Zakat were found to be lowly 

complied.  

 High disclosure is due to 

consistencies in regulation 

issued by the Central bank of 

Bahrain. 
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Table 4.3 

Summary of Important CSR Reporting Studies on Islamic Banks 

 Objectives of the study Sample design Methods Major findings 

Maali, Casson, and Napier 

(2003, 2006) 

To construct a checklist of 

disclosure benchmark and contrast 

the actual (corporate social 

responsibility) CSR disclosure 

practices of Islamic banks with the 

benchmark 

29 Islamic banks in sixteen 

countries 

 Social Disclosure Index 

constructed based on the 

AAOIFI standards and past 

literature 

 Social Disclosure Index with 

nine dimensions: 
o Shari’ah opinion 

o Unlawful (haram) 

transactions 

o Zakat 

o Qard Hassan 

o Charitable and social 

activities 

o Employees 

o Late repayments and 

insolvent clients 

o Environment 

o Other aspects of 

community involvement 

 Level of reporting: 
o Average disclosure 13.3 

percent – which is lower than 

the benchmark 

 Difference in number of 

sentences 
o Significant – bank required to 

pay zakat (10 banks) disclosure 

more CSR than those not 

required to pay zakat (19 

banks) 

o Insignificant - Banks operating 

in full Islamised economy (9 

banks) vs. Banks not operating 

in full Islamised economy (20 

banks); Banks following 

AAOIFI standards (11 banks) 

vs. Banks not following 

AAOIFI standards (18 banks) 

Haniffa and Hudaib(2007) To examine the gap between the 

‘communicated’ (based on 

information reported in the annual 

reports) and the ‘ideal’ (what 

should be disclosed in the annual 

reports based on Islamic values). 

 Seven Islamic banks in 

four of those countries in 

the Arabian Gulf region 

(Bahrain,   Saudi   Arabia,   

Qatar,   Kuwait,   Oman 

and  the  United  Arab  

Emirates) 

 Annual reports for the 

years 2002–2004 

 Content analysis 

 Developing categories (Ethical 

Identity Index) to code the 

contents of the annual reports 

 Categories and components 

were developed based on the 

past Islamic literature, the  

Islamic  perspective  of  a  

social  responsibility reporting 

framework (R. Haniffa, 2002), 

the  AAOIFI standards and past 

literature on corporate social 

responsibility reporting  

 Eight dimensions
71

. 

 Largest gap  incongruence 

between the communicated in 

the annual reports and ideal 

ethical identities are: 
o commitments  to  society;   

o vision and mission; 

o contribution and management 

of zakah, charity and 

benevolent loans; and  

o information  about  top  

management. 

                                                 
71

The overall mean for the dimensions is“Vision & Mission statements (0.35)”, “BODs and top management (0.39)”, “Product & services (0.47)”, “Zakat, charity & benevolent”, “Loans 

(0.39)”, “Commitments toward employees (0.40)”, “Commitments toward debtors (0.68)”, “Commitments toward society (0.18)” and “SSB (0.47)”. 
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Table 4.3 

Summary of Important CSR Reporting Studies on Islamic Banks (continued) 

 Objectives of the study Sample design Methods Major findings 

Rahin(2009)  To explore the extent of  

social  reporting practices  in 

the annual  reports  of  

selected  Islamic financial 

institutions 

 To examine whether there 

exist gaps between the 

perceived and the actual social 

reporting by Islamic financial 

institutions 

 Questionnaire distribution  

to  1500  registered  

members  of  Malaysian 

Institute of Accountants, 

800 by normal mail and the 

remaining were mailed 

electronically 

 2006 and 2007 annual 

reports of 20 Islamic 

financial institutions in 

Malaysia 

 Content analysis of 27 items 

adopted from  Maali et al. 

(2006)under the following 

dimensions: 
o Shariah opinion,  

o Unlawful transactions, 

o Zakat,  

o Charitable and social 

activities,  

o Employees, 

o Qard al-Hassan, 

o Environment,  

o Late  repayments  and  

insolvent  clients,  and 

o Other aspects of community 

involvement. 

 Nine dimensions
72

.  

 The average ratio of disclosure 

level  compared  to  the  

benchmark  was  14.4 % (456 

words)  in  year  2006  and  

13.7% (509 words) in year 

2007. 

 None of the Islamic financial 

institutions disclosed the  

amount  and  nature of  revenue  

from  unlawful transactions and 

disclosure in relation to 

insolvent  clients.   

 All Islamic financial institutions 

disclose information regarding 

employees in both year 2006 

and 2007. 

 Only foreign Islamic  Banks  

disclose information on Qard  

al-Hassan. 

Abdeldayem (2009) 

 

 

 

 

 

 

 To compare the actual CSR 

disclosure practices of Islamic 

banks in UAE with the 

benchmark proposed by Maali 

et al. (2006) 

 To identify which specific area 

is the focus of CSR disclosures 

6 Islamic banks located in the 

UAE 

 Content analysis to measure 

volume of disclosure 

 

 Use instrument proposed by 

Maali et al., (2006) 

 Level of reporting: 

o Overall mean 7 sentences 

 Nine dimensions
73

.  

 Only two Islamic banks 

claimed to comply with the 

AAOIFI and three Islamic 

banks paid zakat 

                                                 
72

The level of reporting for the nine dimensions is “Shariah opinion (perceived-65.7% vs actual- 60%)”, “Unlawful transactions (perceived-57.1% vs actual-10%)”, “Zakat(perceived-

64.8% vs actual-20%)”, “Charitable and social activities (perceived-63.8% vs actual-15%)”, “Employees (perceived-45.7% vs actual-10%)”, “Qard al-Hassan (perceived-47.6% vs 

actual-25%)”, “Environment (perceived-61.9% vs actual-5%)”, “Late  repayments  and  insolvent  clients (perceived-43.8% vs actual-0%)” and “Other aspects of community 

involvement (perceived-60% vs actual-10%)”. 
73

The mean sentences for the nine dimensions is “Shari’ah opinion (4 banks – mean 9.0)”, “Unlawful (haram) transactions (3 banks – mean 3.1)”, “Zakat (2 banks – mean 16.1)”, “Qard 

Hassan (2 banks – mean 2.4)”, “Charitable and social activities (3 banks – mean 1.6)”, “Employees (4 banks – mean 8.2)”, “Late repayments and insolvent clients (nil)”, “Environment 

(one bank – mean 20)” and “Other aspects of community involvement (2 banks – mean 5.3)”. 
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Abdeldayem (2009) 

(continued) 

of Islamic banks   No significant difference in 

disclosure (in number of 

sentences) between companies 

that comply with the AAOIFI 

and those that did not. 

Aribi and Gao (2010) To compare the corporate social 

responsibility disclosure between 

Islamic and conventional financial 

institutions and the influence of 

Islam on such disclosure 

 

2004 annual reports between 

21 Islamic financial institutions 

(IFIs) and 21 conventional 

financial institutions (CFIs) of 

the GCC 

 Content analysis to identify 

any significant disclosure in 

the 2004 annual reports 

 Self-constructed based on  

Ernst  and  Ernst, (1978), 

Gray et al., (1995a); Kamla, 

(2005); Maali et al., (2006); 

Haniffa and Hudaib, (2007) 

 Level of reporting: 
o Overall mean disclosure by 

words – 1,160 (IFIs); 750 

(CFIs) 

 Seven dimensions
74

 (mean 

words). 

 IFIs dicloses significantly 

higher than CFIs on Islamic 

related CSR disclosure such as 

“Philantrophy”, “SSB Report” 

and “Other disclosure”. Other 

disclosure comprises “Islamic 

values”, “Commitment to 

ethical Conduct”, “Adherence 

to Shari’ah” and “General 

statement of CSR”. 

  However, there is no 

significant difference CSR 

disclosure which is applicable 

to both Islamic and 

conventional financial 

institutions (“Employee”, 

“Community”, “Product and 

services” and “Customer”). 

 

 

                                                 
74

The mean words for the seven dimensions is “Employee – 239 words (IFIs), 216 words (CFI)”, “Community – 81 words (IFIs), 109 words (CFI)”, “Philanthropy – 132 words (IFIs), 

28 words (CFI)”, “Product and services – 140 words (IFIs), 138 words (CFI)”, “Customer – 183 words (IFIs), 229 words (CFI)”, “SSB report – 310 words (IFIs), 0 words (CFI)” and 

“Other disclosure – 75 words (IFIs) and 34 words (CFI)”. 
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Table 4.4 

Summary of Important CG reporting studies on Islamic banks 

 Objectives of the study Sample design Methods Major findings 

Hassan and Christopher 

(2005) 

To examine the influence of Islam 

on CG statement in the annual 

reports of 3 large Malaysian 

banks. 

The 2003 annual reports of 3 

publicly listed Malaysian 

banks: one bank that offers 

only Islamic banking schemes; 

and two banks that offer 

Islamic banking schemes 

together with conventional 

banking schemes. 

 CG rankings: 
o Minority Shareholders 

Watchdog Group (MSWG) 

and the Nottingham 

University Business School 

(NUBS); (the MSWG-NUBS 

CG Ranking (1 and 2);  

o the UniversitiTeknologi 

MARA (UiTM), Malaysian 

Institute of Corporate 

Governance (MICG), BizAid 

Technologies Sdn. Bhd. 

(BizAid) and Rating Agency 

of Malaysia Bhd (RAM); - 

the UiTM-MICG CG 

Ranking 

 Level of reporting:  
o MSWG-NUBS CG rank  1- PBB 

(33 points); MBB (28 points); 

BIMB (26 points) 

o MSWG-NUBS CG rank 2 - PBB 

(39 points); MBB (33 points); 

BIMB (27 points) 

o UiTM-MICG-BizAid-RAM CG 

rank - PBB (6th); MBB (51st); 

BIMB (73rd) 

 % of  Malay/Muslim directors - 

PBB (33%); MBB (73%); BIMB 

(100%) 

 Negative correlation between the 

proportions of Malay/Muslim and 

the amount of disclosure 

Pramono (2005), Hameed 

and Pramono (2005) 

To examine the level of voluntary 

disclosure in relation to CG 

practices of full-fledged Islamic 

banks in Malaysia and Indonesia 

Four Islamic banks, two from 

Malaysia and two from 

Indonesia 

 Disclosure index scoring of 

66 items. 

 Malaysia benchmark
75

 

 Indonesia benchmark
76

 

 Comprehensive benchmark
77

 

 Level of reporting:  
o BIMB (Malaysia) – 30% (2000); 

78% (2003); BMMB (Malaysia) – 

31% (2000); 60% (2003); BMI 

(Indonesia) – 27% (2000); 42% 

(2003); BSM (Indonesia) – 30% 

(2000); 45% (2003) 

 

                                                 
75

The Malaysian benchmarks are “Guidelines  on  The  Specimen  Reports  and  Financial  Statements  for  Licensed Islamic Banks/GP8i (2004)”,  “Kuala Lumpur Stock Exchange 

(KLSE) Listing Requirement (2001)”,  “Malaysian Code on Corporate Governance/MCCG (2000)” and  “Malaysia  Accounting  Standard  Board  (MASB)  No  8  on  Disclosure  of  

Related Parties”. 
76

The Indonesian benchmarks are“Pedoman Good Corporate Governance Perbankan Indonesia/  Indonesia  Banking Sector Code (PGCGPI) (2004)”, “Bank  Indonesia  Circular  Letter  

No.5/21/DPNP  on  Standard  Guidance  of    Risk Management in Banks /SGRMB (2003)”,  “PernyataanStandarAkuntansiKeuangan/Accounting Standard   No.   59   on Accounting for 

Shari’ah Banking (PSAK 59) (2002)”, “Bank  Indonesia  Regulation  No.  3/22/PBI/2001  on  Transparency  of  Bank’s Financial Condition/TBFC  (2001)”, “Indonesia Code for Good 

Corporate Governance/ICGCG (2000)” and “PernyataanStandarAkuntansiKeuangan/Accounting Standard No. 7 on Related Party Transaction (PSAK 7) (1995)”. 
77

The Indonesian benchmarks are the “Statement of Financial Accounting Standard for Islamic Financial Institution /SFAIFI  and  the    Governance  Standard  for  Islamic  Financial  

Institution/GSIFI (AAOIFI, 2002)”, “Code   of   Best   Practices   for   Corporate   Governance   in   Islamic   Financial Institutions/CBPCGI (Chapra and Ahmed, 2002)”, “Enhancing 

Corporate Governance for Banking Organizations (Basel Committee on Banking Supervision, 1999), the OECD Principles of Corporate Governance (OECD, 1999), and the 

“International Accounting Standard/IAS No. 24 on Related Party Disclosure”. 
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Table 4.4 

Summary of Important CG reporting studies on Islamic banks (continued) 
 Objectives of the study Sample design Methods Major findings 

Sulaiman, Majid, and 

Ariffin (2011) 

To test the CG disclosure index 

developed by them (Abd Majid et 

al., 2011) in their earlier study 

16 Islamic financial institutions 

in Malaysia. Ten of them are 

locally owned, while six are 

foreign owned banks. 

 Using stewardship theory 

 123 item CG Disclosure 

Index covering 14 broad 

categories 

 CG Disclosure Index
78

 was 

used 

 Level of reporting:  
o Overall average CG disclosure – 

51.42 

 14 broad categories
79

. 

 The mean disclosure of the 

general CG information is 

60.95%, (for example risk 

management committee and audit 

committee) which is higher than 

specific CG information 

(26.37%). 

 Information on risk management 

(score of 54.86) is much lower 

than score of risk management 

committee of 85.16)  

Darmadi (2011) 

To examine the CG disclosure in 

the 2010 annual reports of seven 

Indonesian Islamic banks. 

Seven Indonesian Islamic 

banks 

 72 items disclosure index in 7 

dimensions 

 Based on past literature such 

as Haniffa and Hudaib (2004), 

(2007) and Kusumawati (2007), 

Indonesian banking regulations, 

Indonesia’s Code of Good 

Corporate Governance and 

guidelines of the IFSB. 

 Level of reporting:  

 Overall CG Disclosure 

Index – 0.60  

 Mean CG Disclosure Index
80

 for 

each 7 dimensions: 

 

 

 

                                                 
78

The CG Disclosure Index was developed based on the  “Guidelines  on  Corporate Governance  for  Licensed  Islamic  Banks,  known  as  GP1-i issued by BNM in 2007 (the extended 

version of GP1 in 2005)”, the  “Guiding  Principles  on  Corporate  Governance  for  Institutions  Offering  Only  Islamic Financial  Services  (Excluding  Islamic  Insurance  (Takaful)  

Institutions  and  Islamic  Mutual Funds)” IFSB-3 issued by IFSB in 2006” and the “Governance Standard for Islamic Financial Institutions  or GSIFI nos. 1 to 6 issued by AAOIFI in 

2008”. 
79 The mean CG Disclosure Index for each 14 broad categories is “Board structure and functioning (66.67%)”,“Nominating committee (81.25%)”, “Remuneration committee (69.53%)”, 

“Risk management committee (85.16%)”, “Audit committee/ Audit & governance committee (62.50%)”, “Shariah committee/ SSB (59.38%)”, “Risk management (54.86%)”, “Internal 

audit and control (general-33.33%), (specific-9.38%)”, “Related parties transaction (65.63%)”, “Management report (62.5%)”, “Non-adherence to guidelines (9.38%)”, “Customers/ 

Investment account holders (2.63%)”, “Governance committee (0%)” and “Shariah compliance (28.13%)”. 
80

The mean CG Disclosure Index for each seven dimensions isthe “SSB (0.61)”,the “Board of Commissioners (0.70)”, the “Board of Directors (0.73)”, “board committee (0.53)”, 

“internal control  and external audit (0.38)”, “risk management (0.69)” and “CG implementation reporting (0.54)”. 
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CHAPTER 5 : THEORETICAL FRAMEWORK 

 

5.1 Introduction 

The literature in chapter four highlighted the role of corporate governance (CG), 

supported with relevant empirical studies. Chapter four also explored the relevant 

studies that have been conducted on corporate reporting in the Islamic bank context. 

This chapter discusses two theories namely, agency theory and stakeholder theory. It 

then draws on these theories to develop hypotheses about disclosures in the annual 

reports of Islamic banks. In the first part of the study, both agency theory and 

stakeholder theory are used to predict the effect of Islamic bank characteristics on CG 

disclosures. Meanwhile, in the second part of the study, stakeholder theory is used to 

identify factors that explain the variation in disclosure in the Shari’ah Supervisory 

Board (SSB) Report. 

 

5.2 Agency Theory 

The most widely used theory in the accounting literature to explain the need for strong 

corporate governance is agency theory
81

 (Fama and Jensen, 1983b; Jensen and 

Meckling, 1976). Agency theory attempts to explore the problems and costs that arise 

when the shareholders of a companyhire agents to manage the company on their behalf. 

In the context of a company, the manager is regarded as ‘agent’ and the shareholder is 

considered as ‘principal’ (Watts and Zimmerman, 1986). CG, from the agency theory 

perspective, observes the agency conflict that exists between shareholders and 

management (Lara, Osma, and Penalva, 2009) due to the separation of control in the 

company (Fama and Jensen, 1983b; Jensen and Meckling, 1976). These issues become 

more significant with the trend of dispersion of shareholdersdue to the need for large 

amounts of capital.This type of conflict between agents and principals leads to the 

occurrence of agency costs. 

                                                 

81
A detailed discussion of corporate governance theories is beyond the scope of this thesis. 



Chapter 5: Theoretical Framework 

94 

 

Agency costs comprise costs of monitoring, bonding and a residual loss. The cost of 

monitoring is incurred by the principal in regulating the agent’s conduct for instance 

budget restrictions, remuneration policies and operating regulations. The bonding cost is 

a cost incurred by the agent to guarantee to the principal that the agent will act in the 

best interest of the principal and will compensate the principal should any breaches 

occur. On the other hand, the residual loss is the loss suffered by the principal because 

the agent deviates from the way the principal would have been acting under the same 

capacity as the agent. The loss is equal to the reduction in welfare experienced by the 

principal (Jensen and Meckling, 1976). According to Archer at al., (1998), agency 

theory considers three types of agency problems. The first problem is the probability 

that the managers of the company might acquire more non-pecuniary benefits other than 

those that would be incurred if the principal incurred the cost themselves. Second, the 

selection problem of debt or equity financing occurs in a situation where lenders are put 

at risk when managers invest in high risk projects. Managers might also favour 

shareholders by relinquishing investments which profit lenders. Third, the information 

asymmetry problem might occur when the agent is more informed on the prospects and 

happenings inside the organisations as compared to the principal. For Islamic financial 

institutions, the inability of investors and mudarabahinvestment account holders (IAHs) 

to directly observe how profit is being calculated in order to determine distribution, 

presents another fundamental agency problem (Mustafa, 2003). This problem can lead 

to unfairness and injustice inflicted by Islamic financial institutions on their investors 

and mudarabah IAHs. However, the problem could be eliminated, if not reduced, by 

providing good quality financial reporting (Al-Baluchi, 2006). Agency theory leads to 

the formulation of many hypotheses such as the board composition hypothesis, gearing 

hypothesis and listing status hypothesis (Collett and Hrasky, 2005). 

Good CG mechanisms are also required in order to align the interest of managers with 

that of shareholders and therefore reduce agency costs (Jensen and Meckling, 1976). It 

is argued that the incurrence of agency costs, caused by the rise in legal checks and 

controls, encourages the agent to provide strong corporate reporting practices, for 

instance, voluntary disclosures, to avoid close monitoring or having rules or contracts 

imposed by principals.By disclosing more, the managers attempt to convince the 

principals that they have acted in the best interests of the owners (Al-Baluchi, 2006). 
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Safieddine (2009) argues that Islamic financial institutions face additional agency 

problems above what is normally encountered in traditional banks. The need for good 

CG is even more relevant for Islamic banks due to a number of factors. First, the issue 

of the separation of ownership and control, which underlies agency theory, becomes 

greater for Islamic banks as compared to conventional banks. In addition to their 

responsibility to maximise shareholders’ wealth, managers of Islamic banks must make 

sure they carry out their dealings in compliance with Shari’ah (Archer et al., 1998; 

Safieddine, 2009; Sarker, 2000). Shari’ah non-compliance could impair the reputation 

of an Islamic bank and potentially lead to a loss of customers. Chapra and Ahmed 

(2002) reveal that depositors of Islamic banks in Bahrain and Sudan are willing to 

withdraw their deposits if they find cases of non-compliance by Islamic banks.  

A mudarabah investment account (IA) contract also creates further issues in the 

principal-agent relationship in Islamic banks because it can provide opportunities to 

manipulate returns at the expense of IAHs (Archer and Karim, 2002, 2006b; Errico and 

Farahbaksh, 1998; Karim, 2001). IA imposes a new complex agency problem between 

managers, shareholders and IAHs (investment account holders/mudarabah depositors). 

The fundamental tenet in mudarabah is the segregation between the contribution of 

funds (ownership) and the management of funds. In the agency structure of an Islamic 

financial institution, bank managers act as agents of shareholders as well as IAHs in a 

mudarabah contract. However, the contract of mudarabah does not allow IAHs to 

intervene in the decision making of Islamic banks as an entrepreneur. Thus, IAHs have 

no authority to select or fire the management, the board, the Shari’ah Supervisory 

Board or the external auditors. Although there is a similarity in the agency relationship 

of management-IAHs with the relationship of management-shareholders, IAHs risk 

more of their investment than shareholders.  

The capital of IAHs and their return of income are not fixed and guaranteed although 

they share the risks as the shareholders do. Unsatisfied IAHs will display their 

dissatisfaction by withdrawing their funds (Archer et al., 1998). Thus, this situation 

presents a unique Islamic bank agency theory problem. This situation does not happen 

in conventional banks because deposits in these banks are generally insured and the 

interest rate is pre-determined in advance based on principal
82

(Chapra and Ahmed, 
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In conventional banks, deposits are insured and depositors are guaranteed a positive return on their investment. 

Thus depositors are safeguarded against any possible loss. However, in Islamic banks, guaranteeing the deposit is in 
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2002). Additionally, according to Safieddine (2009), the issue of the separation of 

control rights and cash flows for the IAHs affects the agency relationships in Islamic 

banks. Although the IAH accounts constitute a major part of Islamic banks’ funds, they 

are not given the rights to control the behaviour of managers. There are also arguments 

that the management will favour one stakeholder at the expense of another stakeholder, 

for instance, distributing profits to shareholders at the expense of mudarabah IAHs(Al-

Baluchi, 2006). Shareholders are said tobe able to influence the decisions of the 

management of Islamic banks, although, the same privilege is not given to 

mudarabahIAHs (Archer et al., 1998). 

The inability for stakeholders (particularly IAHs) to observe how profit is being 

calculated in determining distributions presents another fundamental agency problem 

(Mustafa, 2003). These problems could lead to unfairness and injustice inflicted by 

Islamic banks on its stakeholders. Thus, the concern of lack of protection for IAHs 

necessitates Islamic banks to providing more transparent disclosuresbeyond what is 

required from conventional banks (Sundararajan and Errico, 2002). Al-Baluchi (2006) 

also contends that mudarabah contracts, with features of profit sharing, require 

disclosure of information above what is normally mandatory. The riskswith IAs could 

be reduced by disclosing relevant information such as profit-and-loss sharing ratios and 

cost allocations on the IA as well as disclosures on CG mechanisms. 

 

5.3 Stakeholder Theory 

Recently, the CG agenda has been gradually broadened from the narrow perspective of 

agency theory to include the stakeholders’ view. The need to account for stakeholders’ 

interests is important for the survival, competitiveness and success of the company in 

the long term. Companies have to take into consideration that their activities are in line 

with society’s ethical, legal and communal goals (Jamali et al., 2008). Stakeholder 

theory provides the underlying theoretical framework to CG which considers ethical, 

moral and public concerns, instead of relying solely on profit-making which is implicit 

in agency theory (Kooskora, 2008). Therefore, using solely agency theory, that focuses 

                                                                                                                                               
conflict with the basic principles of Islamic finance whereby profit could not be determined beforehand. Investment 

depositors would have to share the profit and loss as the shareholders do. Furthermore, the IA contract disallows it to 
be protected by insurance (Chapra and Ahmed, 2002). 
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on maximising financial returns, to describe the framework of this study, might not be 

sufficient. CG propagates ethics, fairness, transparency and accountability in a 

company’s strategic directions, decisions and dealings.   

Stakeholder theory was first introduced by Freeman in 1984. He classified the 

stakeholders into two categories, primary stakeholders and secondary stakeholders. The 

primary stakeholders are termed as groups of constituents whose continuing 

participation is important for the survival of companies. The stakeholders included in 

this category are owners, management, local community, customers, employees and 

suppliers. The secondary stakeholders are regarded as groups of constituents whose 

actions could have a huge impact on companies, such as the government and the public 

(parties that provide infrastructure and markets) trade unions and environmentalists. 

These stakeholders are said to have legitimate claims on the company due to the fact 

that the stakeholders have the ability to influence or be influenced by the direction of 

the firm (Freeman, 1984; Hasan, 2009; Iqbal and Mirakhor, 2004). From the disclosure 

point of view, Gray, Owen and Maunders, (1987, p. 18) argue that the “stakeholder has 

a right to particular information for a particular decision”. Stakeholder theory similarly 

claims that information asymmetry would put all stakeholders, including shareholders, 

in a vulnerable position
83

 and can eventually lead to moral hazard
84

 and adverse 

selection
85

 problems. The best way to reduce information asymmetry problems is to 

published high quality corporate report disclosures (Watts and Zimmerman, 1986). 

Bhatti and Bhatti (2009, p. 81) propose that the model of Islamic CG must be “ (1) 

based on the principle of property rights
86

 and a contractual framework, 2) governed by 

Islamic law or Shari’ah and 3) all stakeholders are included – the management, 

shareholders, employees, suppliers, depositors and the community”. Among the most 

distinctive characteristics in Islamic banks are the Shari’ah Supervisory Board and 

Shari’ah review unit (Grais and Pellegrini, 2006b). This model places emphasis on the 

concept of equality among all stakeholders whether they provide finance to the 

                                                 
83

This issue is discussed further in the next chapter. 
84 Moral hazard is defined as the case when one of the parties to a contract provides misleading information on its 

asset or liability, thus rendering the transaction to be conducted unfairly. Banks can be engaged in moral hazard 

behaviour. Banks allocate a capital buffer to protect their risky investments without taking in to consideration the 

interest of their stakeholders (Nier and Baumann, 2006). 
85

Adverse selection refers to a situation in debt financing whereby the shareholders take advantage of the information 

asymmetry between shareholders and lenders by engaging in projects that transfer the wealth from the lenders to 

them and relinquish projects that benefit lenders (Archer et al., 1998). 
86 Property rights, in the Islamic perspective, is based on the concept that property rights must be subject to Shari’ah. 

Furthermore, Islamic law must acknowledge the right of its stakeholders. 
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company or not (Chapra and Ahmed, 2002). In determining the appropriate CG 

structure for Islamic financial institutions, Islamic law, Islamic economic and financial 

principles must be considered. Hasan (2008) elaborates that the Islamic perspective on 

the stakeholders’ model of CG is based on the principles of property rights and 

contractual obligations. Therefore, in order to determine who qualifies as a stakeholder, 

care must be taken to ascertain who has the explicit or implicit contracts with the 

organisation and also to identify whose property is at risk during their business dealings 

with the organisation.  

Islam recognises that individuals are accountable to God for the resources entrusted to 

them and they therefore need access to information that enables them to make sound 

economic and business decisions (Abu-Tapanjeh, 2009). Dusuki (2008b) recognises the 

stakeholders of Islamic banks to include customers, depositors, managers, employees, 

Shari’ah advisors, regulators and local communities. 

The principles of Islamic finance, for instance, zakat, prohibition on riba, prohibition on 

speculation, prohibition on hoarding and an economic system based on profit and loss 

sharing, affect the CG structure of Islamic financial institutions. Scholars believe that 

the structure of CG, which is best suited to the Islamic business organisations, is the 

modified stakeholder-oriented model of CG because of the Islamic financial 

institutions’ fiduciary duties towards shareholders and other stakeholders which include 

mudarabah IAHs (Bhatti and Bhatti, 2010; Hasan, 2008; Iqbal and Mirakhor, 2004)
87

. 

The stakeholder-centred model is proposed to be structured in such a way that could 

protect the rights of stakeholders from any risks as a result of the Islamic banks 

operations (Hasan, 2008; Iqbal and Mirakhor, 2004). This model is considered 

consistent with the six the Organisation for Economic Co-operation and Development 

(OECD) Principles
88

 that give emphasis to ethics, decision making and accounting 

(Bhatti and Bhatti, 2009, 2010). 

An Islamic financial institution has an obligation to disclose relevant information to its 

stakeholders, regardless of whether the disclosure could lead to a negative impact on the 

                                                 
87

Other studies that supported the idea of the stakeholder centred model for the CG structure of Islamic financial 

institutions include Archer and Karim (2007), Chapra and Ahmed (2002), Dusuki (2008a), Iqbal and Mirakhor (2004) 

and Van Gruening and Iqbal (2008). 
88

 The six CG principles of the OECD are “Principle I: Ensuring the Basis for an Effective Corporate Governance 

Framework”, “Principle II: The Rights of Shareholders and Key Ownership Functions”, “Principle III: The Equitable 

Treatment of Shareholders”, “Principle IV: The Role of Stakeholders in Corporate Governance”, “Principle V: 

Disclosure and Transparency” and “Principle VI: The Responsibilities of the Board”.  
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Islamic financial institution’s operation (Maali et al., 2006). Moreover, strengthening 

stakeholders’ confidence in relation to Shariah compliance is important to an Islamic 

financial institution.
89

 

Stakeholder theory explains how information is used to win and maintain the support of 

stakeholders by demonstrating accountability and transparency (Deegan, 2002; Islam 

and Deegan, 2008). Following the broader stakeholder model of Islamic CG, this study 

argues that the accountability of financial institutions to a broad group of stakeholders 

requires an ethos of full disclosure and transparency in the SSB Report.In the next sub-

sections, we develop hypotheses to explore the extent to which such an ethos prevails in 

Islamic banks. 

 

5.4 Development of Research Framework and Research Questions 

This study is divided into two main parts. The first part examines the nature and extent 

of aggregate, mandatory and voluntary CG disclosure of Islamic banks. It also identifies 

the determinants of CG disclosures of Islamic banks. The first part attempts to answer 

Research Questions 1 and 2. The second part investigates the nature and extent of the 

SSB Report disclosure and its determinants. It addresses Research Questions 3 and 4. In 

order to achieve the objectives of this study, the framework of this study has been 

developed based on both agency theory and stakeholder theory. 

The credibility of financial statements is directly associated with specific CG attributes 

(Beasley, 1996; Beekes, Pope, and Young, 2004; Cheng and Courtenay, 2006; Goodwin 

and Seow, 2002; Gul and Leung, 2004; Kent and Stewart, 2008; O’Sullivan, Percy, and 

Stewart, 2008)
90

. The second part of the study argues that agency theory could explain 

the CG disclosure practices of Islamic banks. On the other hand, the third part of the 

                                                 
89 Chapra and Ahmed (2002) found that 81.7 percent of the surveyed depositors in Islamic banks in Bahrain will 

punish Islamic banks by moving their funds to another Islamic bank if they find that the bank does not comply with 

Shari’ah, and 76.8 percent will move to another Islamic bank if they find that the Islamic bank is involved with 

interest (riba). Safeguarding depositors’ interest is important, not only for the survival of banks, but also to maintain 

systemic financial stability. Chapra and Ahmed (2002) proposed a few devices for safeguarding depositors’ interests: 

i) regulatory authorities should select a representative on the board to act for depositors; ii) the establishment of a 

depositors’ association to protect their rights; iii) specialised Shari’ah expertise firms to watch over the interest of 

depositors; or iv) appoint external auditors to protect depositors in a similar way to how auditors safeguard the 

interest of shareholders. 
90 Other studies that investigate effective CG practices and disclosure include  Rashid (2000), Zaluki and Wan Hussin 

(2009), Akhigbe and Martin (2006), Anderson et al. (2004), Babio Arcay and Muino Vazquez (2005), Bushman and 

Smith (2003), Karamanou and Vafeas (2005), Laksmana (2008), Lim, Matolcsy and Chow(2007), Nelson (2007), 

Wild (1996) and Wright (1996). 
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study uses stakeholder theory to explain disclosures in the SSB Report. Accordingly, 

thirteenmain hypotheses are identified. In so doing, the impact of independent variables 

on the Islamic banks’ disclosures of CG information and SSB Report are explored. 

 

5.4.1 Corporate Governance Characteristics 

In the next sub-section, the CG characteristics which are relevant to Islamic banks in the 

Southeast Asian (SEA) and in the Gulf Cooperation Council (GCC) region are 

discussed.In this study, a summary measure of CG, which takes into account board size, 

audit committee (AC) size and the separation of the roles of chief executive officer 

(CEO) and board chair is used. Furthermore, due to the unique CG characteristics of 

every country, not all CG mechanisms are included in this study. Safieddine (2009) 

found that the CG practices in the GCC are still in the development phase with many 

CG features, such as audit, nomination and compensation committees, still not 

mandated. Independent and non-executive directors are also not required (Safieddine, 

2009). From the review of the annual reports, it is noted that most Islamic banks have 

voluntarily set-up ACs in their organisations. The definition of ‘independence’ also 

would be different between countries which might introduce ‘noise’ in the CG 

disclosure model. For example, Saudi Arabian businesses are entrenched with issues of 

favouritism, tribalism, personal relationships, political influence, secrecy culture and 

lack of CG practice. Many of the “independent” directors on the boards are not 

appointed based on qualifications and skills but rather from among close friends and 

relatives (Falgi, 2009). Thus, to examine the CG measure in the GCC and SEA Islamic 

banks, only CG measures which are found to be applicable to all countries under the 

study are utilised. 

 

5.4.1.1 Board Size 

Board size is said to be able to influence the monitoring quality of the board of 

directors. The board acts as an important monitoring mechanism in a company’s 

corporate control. Researchers have found that larger boards are associated with better 

performance by companies. Larger boards could incorporate more representatives and 

thereby provide a greater breadth of experience, expertise, specialised skills and could 
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come from different stakeholders groups (Chaganti et al., 1985; Klein, 2002). The 

increased opportunity of interactions among directors is more likely to improve bank 

performance as well as prevent corporate failure. Thus, as suggested by Kent and 

Stewart (2008), disclosure increases as board size increases.  

Board size is also argued to have an association with directors’ monitoring (Beasley, 

1996; Jensen, 1993; Lipton and Lorsch, 1992; Williams, Fadil, and Armstrong, 2005). 

Ntim et al. (2012) found that board size significantly influences CG reporting in South 

African corporations due to the emphasis made by the 2002 King Report on an effective 

board size. Accordingly, the argument is that the larger the board, the more extensive is 

CG disclosure. 

On the other hand, Beasley (1996) found that financial statement fraud in US companies 

increases as the board size increases. Jensen (1993) also suggested that a smaller board 

size provides a better controlling function while companies with a larger board size 

have a tendency to be controlled by CEOs. 

Notwithstanding these arguments, it is argued that the larger the board, the more 

extensive is CG disclosure. Therefore, similar to the arguments relating to larger board 

size (Chaganti et al., 1985; Kent and Stewart, 2008; Klein, 2002; Ntim et al., 2012), it is 

suggested that a large board could provide a greater breadth of experience, expertise, 

specialised skills, increased opportunities for communications and could come from 

different stakeholder groups. 

 

5.4.1.2 Audit Committee Size 

Governing bodies regard AC size as an important characteristic in determining the 

financial reporting process. Companies that have larger ACs are committed to seeing 

that a quality accounting process is in place. The cost of debt is also said to be reduced 

with the increase in size of the AC. ACs have many responsibilities, for instance, 

overseeing the audit process, management and internal audit. Thus, the larger the AC, 

the more responsibility could be delegated to the AC. Thus, larger ACs could lead to a 

higher level of transparency, thus providing strong monitoring (Anderson et al., 2004).  
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On the other hand, Anderson et al. (2003) found that smaller audit committees appear to 

be related positively with earnings response coefficients. Notwithstanding the argument, 

it is argued that the larger the audit committee, the more information is presented on 

CG. 

 

5.4.1.3 Separation of the Roles of Board Chair and Chief Executive Officer 

(CEO) 

According to Koh, Laplante, and Tong (2007), among the fundamental characteristics of 

the board of directors is the separation of the roles of CEO and board chair. Separation 

of the roles of board chair and CEO is also considered as part of the board independence 

characteristics (Brickley, Coles, and Jarrell, 1997). If the CEO and board chair are the 

same person, the power of management lies in the hand of one person. In this case, there 

is an increased risk that the CEO/chair could act in his/her own personal interest 

(Jensen, 1993). Forker (1992) argues that individuals who are dominant will be 

reluctant to establish an AC as well as appointing independent directors. Individuals 

who are dominant will also tend to withhold information sensitive to shareholders’ 

reaction (Ho and Wong, 2001). When this situation occurs, a conflict of interest comes 

into the picture and raises more agency problems (Booth et al., 2002). The duality role 

of the CEO/chair will reduce the effectiveness of top management monitoring 

particularly if that person is a dominant personality (Anderson et al., 2003; Dechow, 

Sloan and Sweeney, 1996; Goyal and Park, 2002; Jensen, 1993). Forker (1992) and Gul 

and Leung (2004) find that, indeed, there is a negative relationship between firms with a 

dominant personality and disclosure quality. 

The separation of responsibilities between the CEO and chair helps in balancing 

independence, authority and power (Chapra, 2007). Ben-Amar and Boujenoui (2007) 

found a negative relationship between CEO duality and CG reporting. The argument in 

this study is that the separation in CEO/chair position could positively influence the 

level of CG disclosure. 
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5.4.1.4 Corporate Governance Strength 

Thus, the present study uses a combination of three factors to investigate the role of CG 

in these countries. By combining the three factors, this study extends studies by Yeoh 

and Jubb (2001), Nelson (2007), Brown and Caylor (2006), Gompers and Metrick, 

(2003) and Coulton and Taylor, (2001). 

Although this study is not all-encompassing, it provides an even field (i.e. investigating 

factors which are available in all the countries), to improve understanding of factors that 

determine CG disclosures in Islamic banks in the SEA and the GCC region. Arcay and 

Vazquez (2005) argue that analysing individual CG mechanisms did not provide a full 

assessment of the CG role in promoting transparency.    

Moreover, there are disadvantages in using individual CG measures as a CG measure 

sometimes complements or substitutes for other CG mechanisms. A CG measure could 

offset or interact with other CG measures (O’Sullivan, 2005). Thus, to mitigate the 

problems, an overall corporate governance score (CG) is calculated for Islamic banks 

(the score will be subsequently referred to as CG strength). As argued, it is hypothesised 

that: 

H1a: A positive association exists between the CG strength and the extent of aggregate 

CG disclosures of Islamic banks. 

H1b: A positive association exists between the CG strength and the extent of voluntary 

CG disclosures of Islamic banks. 

H1c: A positive association exists between the CG strength and the extent of mandatory 

CG disclosures of Islamic banks. 

 

These hypotheses attempt to answer Research Question 2. 

 

5.4.2 Specific Islamic Bank Governance: the Shari’ah Supervisory Board 

Farook and Lanis (2005) argue that the SSB plays a role in influencing corporate social 

responsibility activities and disclosures. Similar to corporate social disclosure, CG 

disclosure is also considered important to Islamic banks’ corporate report users, as 

evidenced by the introduction of the Governance Standard by the Accounting and 

Auditing Organisation for Islamic Financial Institutions (AAOIFI). In fact, AAOIFI 
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issued a standard for corporate social responsibility (CSR) in the Governance Standard 

for Islamic Financial Institutions (GSIFI) No. 7: Corporate Social Responsibility 

Conduct and Disclosure for Islamic Financial Institutions. Accordingly, it is reasonable 

to deduce that the existence of the SSBand the SSB’s characteristics influence the 

disclosure of CG information as well.A number of characteristics of the SSB are 

explained, upon which hypotheses are formulated. 

 

5.4.2.1 Number of Members 

Apart from examining corporate charters, contracts and other reports, the Shari’ah 

review procedure also includes the examination of financial reports (AAOIFI GSIFI 2, 

2010). Thus, the SSB could have some influence on disclosure in the financial reports 

of Islamic banks.  Recently, there have been studies that examine the extent of 

disclosure of Islamic banks worldwide (Farook et al., 2011; Maali et al., 2006).Farook 

et al.(2011), in investigating the determinants of CSR disclosures of these banks, found 

that the characteristics of the SSB (proxied by the existence of the SSB, number of SSB 

members, cross-memberships, doctoral qualifications of SSB members and reputable 

scholars as SSB members) influence the level of social disclosure. Farook et al.(2011) 

use legitimacy theory and agency theory to explain the incentives for CSR disclosure. 

The current studyinvestigates similar determinants (i.e. the SSB characteristics) to 

Farook et al. (2011); however, the present focus is on CG disclosures and disclosures 

within the SSB Report. If the SSB could be said to play a role in assuring Shari’ah 

compliance, it could be expected that the SSB as a Shari’ah governance mechanism, 

would encourage management to be transparent, particularly on CG disclosure and 

Shari’ah governance disclosures. In this study, it is argued that Islamic banks need to 

provide information on CG disclosures (which include Shari’ah governance disclosure) 

to satisfy stakeholders’ needs for assurance that the bank has complied withShari’ah. 

The SSB also should make adequate disclosures in the SSB Report. This argument is 

based on stakeholder theory which proposes that an institution provides certain 

disclosures in order to win and maintain the support of key stakeholders (Deegan, 2002; 

Islam and Deegan, 2008). Further, a lack of transparency in this regard could lead to 
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information asymmetry between the bank and its stakeholders, exposing the bank to the 

risk of gharar
91

. 

We expect the size of the SSB to influence the extent of CG disclosures and disclosures 

in the SSB Report. Similar to a board of directors, a large SSB would enable the 

functions and duties of the SSB to be divided among the members, thereby allowing 

certainmembers to focus on corporate reporting. Large SSBs, with diverse perspectives 

and experience, would be expected to drive better compliance with Shari’ah and 

provide a closer review of corporate reporting, including aspects of CG and Shari’ah-

related disclosures. 

 

5.4.2.2 Cross-memberships 

Cross membership is a situation where a SSB member sits on several SSBs. There are 

some concerns on the issues of confidentiality and conflict of interest due to the fact that 

some scholars sit on multiple SSBs. A SSB would have access to confidential and 

sensitive information which might have an impact on the Islamic bank if it is revealed to 

the Islamic bank’s competitors (Grais and Pellegrini, 2006b). Wilson (2009b) further 

raises concerns that scholars with multiple cross-memberships may have little time to 

devote to issues faced by individual Islamic banks.  

Notwithstanding these arguments, we suggest that having cross-memberships in other 

Islamic banks could provide members of the SSB with more experience, enabling them 

to make comparisons of best practices among Islamic banks. Similar to the arguments 

relating to interlocking directorships (Dahya, Lonie, and Power, 1996), we suggest that 

cross- memberships will lead to better disclosure of information because it allows 

benchmarking between Shari’ah disclosure practices. By having interlocking SSB 

memberships, these members are able to understand the best corporate reporting 

practices, particularly those specific to Shari’ah. Further, imposing restrictions on SSB 

crossmembership could increase existing problems associated with the global shortage 

of Shari’ah scholars (Van Gruening and Iqbal, 2008). 

                                                 

91
Gharar depicts negative elements, such as deceit, dishonesty, fraud, uncertainty, danger, speculation, cheating, risk, 

peril and hazard that might lead to destruction and loss (Algaoud and Lewis, 2007; El-Gamal, 2006; Iqbal and 
Molyneux, 2005; Shariff and Rahman, 2004; Tamer, 2005; Venardos, 2005). 
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5.4.2.3 Expertise in Accounting, Banking, Economics or Finance 

SSB members come from a variety of backgrounds, for instance, Islamic law 

jurisprudence, common law, banking, finance, economics and accounting. While almost 

all members are Islamic scholars, only some have accounting, banking, economic or 

finance expertise. Similar to the arguments on AC expertise (Abbott, Parker, Peters, and 

Raghunandan, 2003; Bédard, Marrakchi, and Courteau, 2004; Kent and Stewart, 2008), 

it is expected that the effectiveness of the SSB with respect to disclosure in the annual 

reports is affected by the expertise of its members in the areas of accounting, financial 

reporting, banking, economic or finance. 

Therefore, the existence of SSB members with this type of expertise could influence the 

extent of disclosure due to their awareness of the importance of transparent reporting. 

SSB members with a strong financial background are more likely to understand the 

importance of disclosure to stakeholders. Therefore, it could also be argued that during 

the process of Shari’ah review, an SSB with accounting, banking, finance and 

economics expertise could influence managers to disclose information on CG and 

Shari’ah related disclosures. 

 

5.4.2.4 Specific Islamic BankGovernance Score 

Following the methodology to test the hypotheses on CG strength, this study adopts a 

similar methodology to thatof Farook and Lanis (2005), by using a specific SSB score 

(which will subsequently be referred to as SSB strength). The score is based on the 

above-discussed characteristics of the SSB. As argued, it is hypothesised that:  

H2a: A positive association exists between the SSB strength and the extent of aggregate 

CG disclosures of Islamic banks. 

H2b: A positive association exists between the SSB strength and the extent of voluntary 

CG disclosures of Islamic banks. 

H2c: A positive association exists between the SSB strength and the extent of mandatory 

CG disclosures of Islamic banks. 

These hypotheses attempt to answer Research Question 2. 
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Shareholders and stakeholders, for instance IAHs, the Muslim population, the 

government and supervising authorities, need to assess Shari’ah compliance of Islamic 

banks. Thus, it is argued that by disclosing more in the SSB Report, the SSB signals that 

they have done their job in reviewing the Shari’ah compliance of Islamic banks. 

Hypotheses will be conducted in aggregate and also by SSB individual characteristics to 

understand whether the combined factors or which individual factors are significantly 

associated to the SSB Report disclosure. 

H3: A positive association exists between the SSB strength and the extent of disclosures 

in the SSB Report of Islamic banks. 

H3a: A positive association exists between the SSB cross-memberships and the extent of 

disclosures in the SSB Report of Islamic banks. 

H3b: A positive association exists between the SSB size and the extent of disclosures in 

the SSB Report of Islamic banks. 

H3c: A positive association exists between the SSB financial expertise and the extent of 

disclosures in the SSB Report of Islamic banks. 

 

These hypotheses attempt to answer Research Question 4. 

 

5.4.3 Level of Financing – Mudarabah Investment Accounts 

Mudarabah IA represents the largest sources of funds for Islamic financial institutions 

(El-Hawary, Grais, and Iqbal, 2007; Karim, 2001; Van Gruening and Iqbal, 2008). This 

large percentage of mudarabah IA serves as the main source of capital to finance the 

investments made by Islamic banks. For mudarabah IA the risk is higher than the 

deposits in conventional banks because management can manage the mudarabah IA in 

accordance with their discretion without giving the mudarabah IAHs the right to 

intervene in the management of the funds, as enjoyed by shareholders. The IA contract 

also disallows the IA to be insured or guaranteed in a manner similar to deposits in 

conventional banks. In short, the mudarabah IAHs’ cash flow rights are separated from 

the monitoring of investment rights (Safieddine, 2009). Profit is unguaranteed which is 

unlike pre-determined guaranteed interest enjoyed by depositors in conventional banks. 

In the case of loss, the contract disallows IAHs to claim full repayment of their 

principal. Mudarabah IAHs also face difficulties in making sure that management 

manage the funds in accordance with Shari’ah. Complex contractual structures of 
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mudarabah IA allows managers to exploit opportunities, put less effort into managing 

the funds, report lower profits, smooth returns, create profit equalisation reserves (a type 

of loss provision) or extract private benefits at the expense of IAHs (Ahmad, 2000; 

Safieddine, 2009; Van Gruening and Iqbal, 2008).   

Risk increases when managers are allowed to commingle mudarabah IAHs’ funds with 

shareholders’ funds for investment in the same portfolio (Archer and Karim, 2006b; 

Hameed, 2007; Karim, 2001; Safieddine, 2009).  This situation further impedes the 

process of transparency and the reliability of financial information, and hampers the 

ability of investors to assess the bank’s actual performance (Archer and Karim, 2002; 

Karim, 2001). Al-Baluchi (2006) finds that there is a positive relationship between the 

proportion of the IAHs funds to total financing and voluntary disclosure. Farook et al. 

(2011) also finds that there is significant positive association (at a 10% level) between 

the level of CSR disclosure with the level of IA funds to paid-up capital in shareholder’s 

equity. This association reflects the effort of the Islamic banks to strengthen their 

relationship with mudarabah IAHs via more extensive disclosure. 

Similar to the arguments by Farook et al. (2011) relating to CSR disclosure, this study 

argues that Islamic banks will increase CG disclosures and disclosures in the SSB 

Report in order to strengthen their relationship with IAHs. Thus, this study hypothesises 

that the extent of CG disclosure will be an increasing function of the ratio of IA to 

equity:  

H4a: A positive association exists between the ratio of mudarabah IA to equity and the 

extent of aggregate CG disclosures of Islamic banks. 

H4b: A positive association exists between the ratio of mudarabah IA to equity and the 

extent of voluntary CG disclosures of Islamic banks. 

H4c: A positive association exists between the ratio of mudarabah IA to equity and the 

extent of mandatory CG disclosures of Islamic banks. 

 

These hypotheses attempt to answer Research Question 2. 

The SSB Report is issued to satisfy the needs of stakeholders (which include the IAHs) 

on the assessment of Shari’ah compliance of Islamic banks. Therefore, it is expected 

that the higher the level of the IA, the higher the disclosure level of the SSB Report.  
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H5: A positive association exists between the ratio of IA to equity and the extent of 

disclosuresin the SSB Report. 

 

The hypothesis attempts to answer Research Question 4. 

 

5.4.4 Size of the Islamic Bank 

There are evidence of positive relationships between disclosure and the size of the firm 

(Ahmed and Courtis, 1999; Buzby, 1975; Chow and Wong-Boren, 1987; Cooke, 1989; 

Hamid, 2004; Hossain, Perera, and Rahman, 1995; Raffournier, 1995). These positive 

relationships are mainly due to the economics of scale enjoyed by larger firms, which 

indicate the resources of larger firms to publish information at a lower cost (Ben-Amar 

and Boujenoui, 2007; Buzby, 1975; Singhvi and Desai, 1971; Watts and Zimmerman, 

1978). Second, it is argued that larger firms are more exposed to political costs and 

regulatory control (Cooke, 1989; Singhvi and Desai, 1971; Watts and Zimmerman, 

1978) thus, larger firms try to reduce such costs by providing more disclosure (Watts 

and Zimmerman, 1978). The relationship between firm size and CG disclosure are 

expected to be positive as evidenced in Andersson and Daoud (2005), Ben-Amar and 

Boujenoui (2007), Bujaki and McConomy (2002), Carson (1996), Hossain (2007), 

Kusumawati (2006) and (2007), Labelle (2002), Ntim et al., (2012), Pahuja and Bhatia 

(2010) and Parsa et al., (2007). 

H6a: A positive association exists between thesize of Islamic banks and the extent of 

aggregate CG disclosures of Islamic banks. 

H6b: A positive association exists between thesize of Islamic banks and the extent of 

voluntary CG disclosures of Islamic banks. 

H6c: A positive association exists between thesize of Islamic banks and the extent of 

mandatory CG disclosures of Islamic banks. 

 

These hypotheses attempt to answer Research Question 2. 
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The SSB Report is issued to satisfy the need of stakeholders (which include the 

shareholders) on the assessment of Shari’ah compliance of Islamic banks. Therefore, it 

is expected that the higher the size of the Islamic banks, the higher the disclosure level 

of the SSB Report.  

H7:A positive association exists between the size of Islamic banks and the extent of 

disclosure in the SSB Report. 

 

The hypothesis attempts to answer Research Question 4. 

 

5.4.5 Political and Civil Repression 

According to Iqbal (2002) accounting is mainly influenced by environmental factors 

such as the economic system, the political system, the legal system, the education 

system and religion. The economic, political and civil systems are closely related and 

could be influenced by the educational system. On the other hand, in some Muslim 

countries, religion is regarded as one of the strongest environmental influences on 

accounting. 

Political and economic stability support each other. Instability in the political condition 

of a country normally occurs as a result of instability in the economic conditions of the 

country. The Ernst & Young survey of the Global 1000 companies, reports that political 

instability is regarded as the major barrier to foreign investment in a country. This 

situation is further exacerbated by complex bureaucratic hurdles and political 

corruption. Political corruption will further impede fairness in the allocation of 

economically scarce resources. This problem will hinder the development of an 

effective and responsive accounting system (Iqbal, 2002). Williams (1999) and Farook 

and Lanis (2005) found that the political system explains variations in corporate social 

and environmental disclosures between countries. Both studies find the existence of 

significant relationships between political rights
92

and civil liberties
93

 variables (proxied 

                                                 
92 Political rights are defined as “the rights of people to take a guaranteed role in deciding the political future of their 

own society. In large states, this means voting directly on legislation or, more generally, electing representatives to 

legislate for the people, and executives to administer the laws decided by such representatives (Gastil, 1981, p. 3).”  
93 Civil liberties are defined as “the guaranteed immunities of citizens from government interference with the 

expression of opinion, or with political, religious, business, or labour organisation, and immunity from arbitrary 
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by political rights and civil liberties index scores from Freedom House) and the extent 

of disclosure. The findings imply that less is expected from organisations run in a 

repressed society, compared to more open communities. The authors argue that 

organisations living in an open community feel that they need to legitimise their actions 

by providing more disclosures. Some scholars argue that the local socio-political 

environment affects CG practices (Aguilera and Jackson, 2003; Aguilera, Williams, 

Conley, and Rupp, 2006; Jamali et al., 2008; Zattoni and Cuomo, 2008). Stakeholders 

are bound to expect more disclosure from countries with more political freedom and 

open communities. Thus, it is expected that the countries with more freedom and less 

repression are associated with a higher level of CG disclosuresby Islamic banks. 

H8a: A negative association exists between thelevel of political and civil repression and 

the extent of aggregate CG disclosures of Islamic banks. 

H8b: A negative association exists between the level of political and civil repression and 

the extent of voluntary CG disclosures of Islamic banks. 

H8c: A negative association exists between the level of political and civil repression and 

the extent of mandatory CG disclosures of Islamic banks. 

 

These hypotheses attempt to answer Research Question 2. 

 

5.4.6 Legal System 

The legal system could influence accounting and disclosure practices in a country. In 

fact, in many countries, law (tax law, in particular) is the sole reason accounting 

practices are established. Some countries mainly use code of law to regulate accounting. 

Accounting practices and rules are prescribed in detail and are basically dictated by 

legislature, for instance company law or commercial codes. Countries that use this 

approach include Argentina, France and Germany(Mueller, Gernon, and Meek, 1994; 

Saudagaran, 2004). The reason why accounting is legislated in these countries is 

because the professional bodies are not strong enough or government leads the 

economic sectors in their countries (AlHashim and Arpan, 1992).  

                                                                                                                                               
imprisonment, torture, or execution. Civil liberties imply the rule of law and the right to defend oneself before a court 

both from government and other citizens (Gastil, 1981, p. 3).” 
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According to Alrazi, de Villiers and Van Staden (2011) and Van der Laan Smith, 

Adhikari and Tondkar (2005), stakeholder relations are reflected in the CG structure of 

companies in code law countries. Ball, Kothari and Robin (2000) also argue that 

companies in code law countries have objectives beyond wealth maximisation (Alrazi et 

al., 2011; Kolk and Perego, 2010) and implement “a stakeholder  governance model” in 

their CG structures (Ball et al., 2000, p.3). This is to meet demands for representation 

by stakeholder groups such as labour unions, banks and business partners (Ball et al., 

2000). Therefore, the CG structure of Islamic banks in code law countries should reflect 

the importance of other stakeholder groups in addition to shareholders and this, in turn, 

should impact the level of CG disclosure. 

On the other hand, countries with a “non-legalistic” orientation or common law 

countries are countries such as Australia, Canada, Hong Kong, India, Malaysia, 

Pakistan and the United States. The accounting system has been imported from Britain 

and is called “Anglo-Saxon”, “British-American” or “micro-based” (Choi and Meek, 

2005, p. 56). In this type of legal system, accounting practices and rules are given 

considerable flexibility and judgement. In fact, accounting practices are determined by 

accountants themselves through private sector standard-setting professional bodies 

(Mueller et al., 1994). It has been found that financial reporting in common law 

countries tends to be more transparent than those in code law countries (Ball, Kothari, 

and Robin, 1999; Jaggi and Low, 2000). Notwithstanding this greater transparency, 

Alrazi et al., (2011) and Kolk and Perego (2010) suggest that companies in common 

law countries emphasise shareholder wealth maximisation which is translated into a 

“shareholder governance model” (Ball et al., 2000, p.3). This narrower perspective is 

likely to lead to a lower level of CG disclosure compared to code law countries. 

Salter and Doupnik (1992) classify Malaysia as a common law country and the GCC 

Islamic states as code law countries. With the influence of the Dutch on the Indonesian 

legal system, in this study, Indonesia is classified as a code law country. Similarly, with 

the British influence, Brunei is classified as a common law country. Given the 

arguments discussed above, it is expected that Islamic banks in the code law countries 

will disclose more CG information compared to Islamic banks in the common law 

countries.  
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H9a: A positive association exists between Islamic banks located in code law countries 

and the extent of aggregate CG disclosures of Islamic banks. 

H9b: A positive association exists between Islamic banks located in code law countries 

and the extent of voluntary CG disclosures of Islamic banks. 

H9c: A positive association exists between Islamic banks located in code law countries 

and the extent of mandatory CG disclosure of Islamic banks. 

 

These hypotheses attempt to answer Research Question 2. 

 

5.4.7 Region 

Based on geographical distribution, Shaikh (1997) classifies the location of Islamic 

banks into six major regions of the world, namely: i) Africa; ii) Europe, North & South 

America; iii) the GCC countries; iv) the Middle East; v) the South Asia; and vi) the 

SEA region.  The South East Asia region and the GCC region are amongst the first 

regions to establish Islamic financial institutions, thus making them among the most 

progressive regions in Islamic finance. Organisations such as the Islamic Development 

Bank, the Islamic Financial Services Board (IFSB), the AAOIFI standards, the 

Liquidity Management Centre, the International Islamic Financial Market, the Islamic 

International Rating Agency and the Hawkamah, the Institute for Corporate 

Governance, are established within these two regions in order to support the 

development of Islamic finance(Matoussi and Grassa, 2012). 

However, there are also differences in Shari’ah opinions on the approval of Islamic 

financial products which might influence the structure of CG and the transparency level 

of Islamic financial institutions (Khan and Feddad, 2005) between these two regions. 

For instance, according to Ariffin (2005), in Malaysia the particular product, the sale of 

debt, is allowed to be offered by Islamic banks, however the same product is disallowed 

by Shari’ah scholars of Islamic banks in the GCC region.  

The Financial Standards Foundation based in New York, has launched 

eStandardsForum (2010a) to examine and report on each country’s economic, financial 

and political conditions. eStandardsForum (2010a) has assessed the degree for 93 
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countries compliance with “The 12 Key Standards for Sound Financial System”
94

. 

Based on the ranking and the scoring, the SEA countries are ranked between 31
st
  to 55

th 

place (with a score between 37.50 to 51.67) which is higher than the GCC countries 

which are ranked between 49
th

 to 92
nd

 place (with the score between 5.83 to 40). Based 

on these arguments, it is therefore hypothesised that: 

H10a: Islamic banks in the SEA region have higher levels of aggregate CG disclosures 

than Islamic banks in the GCC countries. 

H10b: Islamic banks in the SEA Asian region have higher levels of voluntary CG 

disclosures than Islamic banks in the GCC countries. 

H10c: Islamic banks in the SEA region have higher levels of mandatory CG disclosures 

than Islamic banks in the GCC countries. 

 

These hypotheses attempt to answer Research Question 1. 

 

5.4.8 Relevant Public 

In disclosing accounting information, Islamic banks must take into account the needs of  

users of their corporate reports. This situation applies not only to financial disclosure 

information but also to other types of disclosure such as CG disclosure. This argument 

is supported by Newson and Deegan (2002), who argue that by considering the rights of 

the public, companies will not be subject to social contract sanctions by society, for 

instance, restrictions on operations or punishment by the public in the form of reduced 

demand. They further maintain that multinational corporations are more responsive to 

global concern and will not narrow their scope of concern by only fulfilling the needs of 

the public in their country ofresidence. This situation has been highlighted by a few 

high-profile casesthat concern multinationals falling short in fulfilling global 

                                                 
94

“The 12 Key Standards for Sound Financial System” are categorised into three sections namely: i) macroeconomic 

policy and data transparency; ii) institutional and market infrastructure; and iii) financial regulation and supervision. 

Macroeconomic policy and data transparency are examined using Special Data Dissemination Standards and the 

Code of Good Practices on Transparency in Monetary and Financial Policies (issued by the International Monetary 

Fund).  Institutional and market infrastructure are assessed using the Principles and Guidelines for Effective 

Insolvency and Creditor Rights Systems (issued by the World Bank), IFRS (issued by the International Accounting 

Standards Board), the OECD Principles of Corporate Governance (issued by the OECD), the International Standards 

on Auditing (issued by the International Federation of Accountants), the Anti-Money Laundering/Combating 

Terrorist Standards (based on recommendations by the Financial Action Task Force), the Core Principles for 

Systemically Important Payment Systems (issued by the Committee on Payment and Settlement Systems), the Basel 

Core Principles for Effective Banking Supervision (issued by the Basel Committee on Banking Supervision), the 

Objectives and Principles of Securities Regulation (issued by the International Organization of Securities 

Commissions) and finally, the Insurance Core Principles (issued by the The International Association of Insurance 

Supervisors). 
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expectations, for example, Nike using cheap labour in Indonesia, Disney paying low 

wages in Haiti and the BHP environmental incident in Papua New Guinea. Although 

these companies have complied with local regulations, as a multi-national company 

they have breached global expectations and have eventually been forced to make 

corrective actions. For multinationals, their ‘relevant public’ to them is not restricted to 

the people in the country within which they operate but more towards global public 

expectations (Newson and Deegan, 2002). 

Accordingly, Islamic banks must disclose certain information that is relevant to the 

Muslim society as their stakeholders, regardless of where they operate to fulfil global 

public expectations. In this case, it is argued that the ‘relevant public’ and main 

stakeholders of Islamic financial institutions is the Muslim society. In some Muslim 

countries, religion is regarded as one of the strongest environmental influences on 

accounting.It is further hypothesised that the larger the proportion of Muslim society to 

the overall population, the higher the inclination of Islamic banks to disclose 

information relevant to them. The SSB Report is issued to satisfy the need of 

stakeholders (the Muslim public) on the assessment of Shari’ah compliance of Islamic 

banks. Therefore, it is expected that the higher the proportion of Muslims in the country, 

the higher the disclosure level in the SSB Report:  

H11: A positive association exists between the proportion of Muslims in the country and 

the extent of disclosure in the SSB Report. 

 

The hypothesis attempts to answer Research Question 4. 

 

5.4.9 Zakat 

Shareholders, mudarabah IAHs and other stakeholders (potential and existing investors, 

employees, customers, zakat collectors, state and federal governments, zakat 

beneficiaries and Muslim society) need to assess the compliance of Islamic financial 

institutions with Shari’ah (Bakar, 2007).  These stakeholders expect the SSB to perform 

a review ofthe zakat calculation, zakat distribution (Maali et al., 2006) and issue rulings 

concerning zakat (Bakar, 2007). The SSB’s opinion on these activities should be 

disclosed in the SSB Report. Maali et al., (2006) found that banks obligated to pay zakat 



Chapter 5: Theoretical Framework 

116 

 

provide more CSR disclosures than banks not obligated to pay zakat. Thus, it is 

hypothesised that: 

H12: Islamic banks that pay zakat have more extensive disclosures in the SSB Report 

than Islamic banks that do not pay zakat. 

 

The hypothesis attempts to answer Research Question 3. 

 

5.5 Conclusion 

This chapter has provided a discussion of the development of hypotheses related to CG 

and the SSB Report disclosure to be examined and tested in order to accomplish the 

study’s objectives. These are summarised in Table 5.1. 
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Table 5.1 

Summary of Hypotheses 
Variable Hypothesis Description 

Corporate governance disclosure transparency 

Corporate governance characteristics 

CG strength H1a A positive association exists between the CG strength and the extent of 

aggregate CG disclosures of Islamic banks 

H1b A positive association exists between the CG strength and the extent of 

voluntary CG disclosures of Islamic banks. 

H1c A positive association exists between the CG strength and the extent of 

mandatory CG disclosures of Islamic banks. 

Islamic bank specific characteristic 

SSB strength H2a A positive association exists between the SSB strength and the extent of 

aggregate CG disclosures of Islamic banks 

H2b A positive association exists between the SSB strength and the extent of 

voluntary CG disclosures of Islamic banks 

H2c A positive association exists between the SSB strength and the extent of 

mandatory CG disclosures of Islamic banks 

Mudarabah IAs H4a A positive association exists between the ratio of mudarabah IA to 

equity and the extent of aggregate CG disclosures of Islamic banks. 

H4b A positive association exists between the ratio of mudarabah IA to 

equity and the extent of voluntary CG disclosures of Islamic banks. 

H4c A positive association exists between the ratio of mudarabah IA to 

equity and the extent of mandatory CG disclosures of Islamic banks. 

 

Islamic bank characteristic 

Size of the Islamic 

bank 

H6a A positive association exists between the size of Islamic banks and the 

extent of aggregate CG disclosures of Islamic banks 

H6b A positive association exists between the size of Islamic banks and the 

extent of voluntary CG disclosures of Islamic banks 

H6c A positive association exists between the size of Islamic banks and the 

extent of mandatory CG disclosures of Islamic banks 

Country specific characteristic 

Political and civil 

repression 

H8a A negative association exists between thelevel of political and civil 

repression and the extent of aggregate CG disclosures of Islamic banks. 

H8b A negative association exists between the level of political and civil 

repression and the extent of voluntary CG disclosures of Islamic banks. 

H8c A negative association exists between thelevel of political and civil 

repression and the extent of mandatory CG disclosures of Islamic banks. 

Legal system H9a A positive association exists between Islamic banks located in code law 

countries and the extent of aggregate CG disclosures of Islamic banks. 

H9b A positive association exists between Islamic banks located in code law 

countries and the extent of voluntary CG disclosures of Islamic banks. 

H9c A positive association exists between Islamic banks located in code law 

countries and the extent of mandatory CG disclosure of Islamic banks. 

Region H10a Islamic banks in the SEA region have higher levels of aggregate CG 

disclosures than Islamic banks in the GCC countries. 

H10b Islamic banks in the SEA region have higher levels of voluntary CG 

disclosures than Islamic banks in the GCC countries 

H10c Islamic banks in the SEA region have higher levels of mandatory CG 

disclosures than Islamic banks in the GCC countries 
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Shari’ah Supervisory Board Report 

Specific characteristics of Islamic financial institutions  

SSB strength H3 A positive association exists between the SSB strength and the extent of 

disclosures in the SSB Report of Islamic banks. 

H3a A positive association exists between the SSB cross-memberships and 

the extent of disclosures in the SSB Report of Islamic banks. 

H3b A positive association exists between the SSB size and the extent of 

disclosures in the SSB Report of Islamic banks. 

H3c A positive association exists between the SSB financial expertise and 

the extent of disclosures in the SSB Report of Islamic banks. 

Mudarabah IAHs H5 A positive association exists between the ratio of IA to equity and the 

extent of disclosuresin the SSB Report 

Size of the Islamic 

bank 

H7 A positive association exists between the size of Islamic banks and the 

extent of disclosure in the SSB Report 

Relevant public – 

Muslim population 

H11 A positive association exists between the proportion of Muslims in the 

country and the extent of disclosure in the SSB Report. 

Zakat H12 Islamic banks that pay zakat have more extensive disclosures in the SSB 

Report than Islamic banks that do not pay zakat 
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CHAPTER 6 : RESEARCH DESIGN  

 

6.1 Introduction 

Chapter four provides a review of the literature on corporate governance (CG) reporting 

and corporate reporting for Islamic banks. Among other things, the chapter highlights 

the present lack of empirical studies on corporate reporting of Islamic banks and 

suggests that there is a need to conduct studies that examine the association between 

Islamic bank characteristics and CG-related information. One of the objectives of this 

study is to develop measures for CG reporting for Islamic banks, which will be termed 

the Corporate Governance Disclosure Index (CGDINDEX) and the Shari’ah 

Supervisory Board Report Index (SSBRINDEX).  

The next section describes the sample selection process for Islamic banks and the 

justifications for the sample of Islamic banks, regions and periods. Section 6.3 specifies 

the research model. Sections 6.4 and 6.5 discuss the models on CG disclosure and SSB 

Report disclosure, respectively. Section 6.6 provides explanations on the statistical tests 

used in the data analysis as well as the methodology used for additional testing. 

 

6.2 Sample Selection and Test Period 

The following sub-sections discuss the sample selection process, particularly in relation 

to the selection of Islamic banks, regions and the sample period for this study. 

 

6.2.1 Selection of Islamic Banks 

According to Lee and Menon (2010), as at 2009, there were 628 Islamic financial 

institutions globally. In this study, the sample of Islamic banks is selected from 

BANKSCOPE, which provides a database of banks worldwide. This list is then 

compared to a list extracted from the Islamic Financial Information Services (IFIS) 

database, which provides data for Islamic banks. However, the combined 

BANKSCOPE and IFIS databases only generated a total of 157 Islamic banks in the 
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listing.
95

 Of the 157 Islamic banks worldwide, there are 25 Islamic banks in the 

Southeast Asian (SEA) region and 52 Islamic banks in the Gulf Council Cooperation 

(GCC) region. Similar to Farook et al., (2011), in this study, Islamic banks refer to 

commercial banks, service banks, investment banks, mortgage companies, and 

mudarabah
96

 companies. These banks operate either as publicly listed companies, 

private companies or government-linked companies. In the current study, no distinction 

is drawn between the types of banks because all Islamic banks claim to comply with 

Shari’ah, therefore the structure of the banks and types of services offered are not 

relevant in determining their CG disclosures. As an Islamic organisation, Islamic banks 

are expected to uphold Islamic values. Therefore, Islamic banks are expected to provide 

a high level of CG disclosure.  

Emails were sent to Islamic banks in the SEA and GCC regions to request their annual 

reports. Due to the time and cost constraints of this study, only annual reports that are 

published in English are selected for the sample. The annual reports have been searched 

manually for information on CG.The extent of CG disclosureis measured based on the 

information in the annual reports. Although  the annual report  is  only  one of  the 

media for  corporate  reporting,  it  is reasonable to consider it as  representative  of  the  

level  of disclosure  across all  disclosure  avenues. Lang and Lundholm (1993) found 

that there is a positive significant rank order correlation between disclosure categories in 

the annual reports and disclosure categories via other publications (with a coefficient of 

0.62). A large part of the information on CG is included in the unaudited narrative 

section in the annual reports. However, the auditor needs to read all the contents of the 

annual reports to ensure consistency of the unaudited part with the audited financial 

statements. The auditor should advise management to make adjustments on any material 

misstatement or inconsistency with the audited financial statements (Neu, Warsame, 

and Pedwell, 1998).  

  

                                                 
95

Islamic financial institutions comprise Islamic banks and takaful (Islamic insurance) companies. Thus, the total of 

Islamic banks stated by Lee and Menon (2010), might comprise the entire Islamic financial services industry, which 

includes Islamic banks, takaful (insurance) companies and investment funds. However, the focus of the current study 

is only Islamic banks. 
96

Mudarabah is basically a contract between two parties: capital owners or financiers (known rabb al-mal) and an 

investment manager (known mudarib). 
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Table 6.1 

Sample Selection from BANKSCOPE/IFIS Database List (N=67) 

Panel A: Islamic banks in the Southeast Asian region 

 

Islamic banks as at 31 December 2009
97

 

 

25 

minus:  

Islamic banks, whose annual reports are unavailable  0 

Sample banks for the year 2009 25 

  

Panel B: Islamic banks in the Gulf Cooperation Council region 

 

Islamic banks as at 31 December 2009 

 

52 

minus:  

Islamic banks, whose annual reports are unavailable  10 

Sample banks for the year 2009 42 

 

Total Islamic banks in the SEA and in the GCC region 

 

67 

 

6.2.2 Selection of Regions  

Islamic banks worldwide are located in six major regions: i) Africa; ii) Europe, North 

and South America; iii) the GCC countries; iv) the Middle East; v) South Asia; and vi) 

South East Asia (Shaikh, 1997).This study concentrates specifically on CG disclosures 

of Islamic banks in the SEA and the GCC regions. The SEA Islamic banks are located 

in Malaysia, Indonesia, Singapore, the Philippines, Thailand and Brunei Darussalam, 

while the Islamic banks in the GCC region are located in the Kingdom of Saudi Arabia, 

the United Arab Emirates, Qatar, Kuwait and Bahrain. The selection of Islamic banks in 

the SEA and GCC regions is justified on a number of grounds.  These regions are 

among the most progressive in Islamic finance being among the first to establish Islamic 

banks. In these two regions, organisations, such as the Accounting and Auditing 

Organisation for Islamic Financial Institutions (AAOIFI), the Islamic Financial Services 

Board (IFSB) and the Hawkamah, the Institute of Corporate Governance, were 

established to support the development of Islamic finance. The Dubai International 

Financial Centre, the United Arab Emirates, Bahrain and Malaysia are all targeted to 

become international Islamic financial hubs.  

The growth of Islamic finance in these two regions has been outstanding compared to 

other parts of the world. Due to the rapid development in Islamic finance in these two 

regions, it is expected that Islamic banks in these regions will react by improving their 

                                                 
97 Extracted from the combined listings of Bankscope database, OSIRIS database and Islamic Financial Information 

(IFIS) database. 
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disclosures. The AAOIFI standards have been either adopted, adapted or recommended 

in some of the countries in the SEA and GCC regions, for instance, Malaysia, 

Indonesia, the United Arab Emirates (UAE), Saudi Arabia, Bahrain and Qatar (Grais 

and Pellegrini, 2006b). Bahrain and Qatar enforced AAOIFI standards on their Islamic 

banks in 1998 and 2002, respectively (Al-Baluchi, 2006).  

Each country included in the study is a member of its respective cooperation group 

region, for instance, Malaysia, Indonesia, Brunei and Thailand are members of the 

Association of Southeast Asian Nations (ASEAN), whereas Qatar, the UAE, Saudi 

Arabia, Kuwait and Bahrain are members of the GCC. These groups encourage their 

member countries to cooperate as well as compete with each other on a fair basis. In 

addition, since the countries are all developing countries, their selection could also yield 

insights into the extent of CG disclosure in developing countries. 

Despite the similarities in the backgrounds of these two regions, there are also 

differences that might influence the corporate report disclosures of Islamic banks. For 

instance, the eStandardsForum (2010a) ranked the South East Asian region as being 

more financially sound than the GCC region. The present study also exploresthe 

empirical differences in CG and Shari’ahdisclosure between the two regions. 

 

6.2.3 Selection of Sample Period 

The year 2009 has been selected based on a few significant events in recent years that 

have been argued to influence the CG disclosure practices of Islamic banks. First, the 

recent events involving the issuance of the AAOIFI’s Governance Standards for Islamic 

Financial Institutions,
98

 the Basel Committee on Banking Supervision (BCBS) (2006) 

Paper, the Organisation for Economic Co-operation and Development (OECD) 

Principles of CG (2004), the Islamic Financial Services Board’s (IFSB) Corporate 

                                                 
98 An Islamic bank’s principal point of reference for CG disclosure is the Governance Standards issued by the 

AAOIFI. The governance standards on “Shari’ah Supervisory Board: Appointment, Composition and Report 

(Governance Standard for Islamic Financial Institutions (GSIFI) No. 1” and the governance standard on “Shari’ah 

Review (GSIFI No. 2)”became effective 1 January 1999; the governance standard on “Internal Shari’ahReview 

(GSIFI No. 3)” became effective 1 January 2000; the governance standard on “Audit and Governance Committee for 

Islamic Financial Institutions (GSIFI No. 4)”has been applied from 1 January 2002; the governance standard on the 

“Independence of the Shari’ah Supervisory Board for Islamic Financial Institutions (GSIFI No. 5)” has been applied 

from 1 January 2008; the Statement on Governance Principles for Islamic financial institutions (GSIFI No. 6) was 

applied with effect from 21 November 2005 and the governance standard on “Corporate Social Responsibility 

Conduct and Disclosure for Islamic Financial Institutions (GSIFI No. 7)” became effective from 1 January 2010. 
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Governance Guidelines and working papers by the OECD on CG in the Middle East 

and North Africa. In fact, in the early 2000s, the United Nations Development 

Programme and the Regional Bureau of Arab States launched a Programme on 

Governance in the Arab Region. Second, is the process of convergence with 

International Financial Reporting Standards (IFRS). Many countries are currently 

involved in the convergence process. This process is expected to bring about changes as 

well as to increase the transparency level in the reporting practices of companies as well 

as banks. Third, the recent global financial crisis is expected to have raised awareness 

concerning disclosure and transparency. For instance, the UAE, which was heavily 

affected by the global financial crisis, is now focusing its attention on strengthening the 

CG standards with the establishment of Hawkamah, the Institute of Corporate 

Governance. 

 

6.3 Specification of the Research Model 

As discussed in the previous chapter, this study examines the association between the 

extent of CG disclosure and Islamic bank-specific characteristics, CG characteristics, 

firm characteristics and country-specific characteristics. Additionally, this study also 

investigates the extent of disclosure made in the Report of the Shari’ah Supervisory 

Board (SSB) and the Islamic banks specific characteristics, firm characteristics and 

country-specific characteristics. Agency theory and stakeholder theory serve as the 

foundation for linking the disclosure behaviour with these characteristics of Islamic 

banks. Accordingly, Hypotheses 1, 2, 4 and 6 propose that Islamic bank characteristics, 

firm characteristics and country variables will influence the extent of CG disclosure. 

Lastly, Islamic bank characteristics, firm characteristics and country variables are also 

expected to have an association with SSB Report disclosure (Hypotheses 3, 5, 7). 

Country-specific variables, i.e. the legal system, the level of political and civil 

repression and the ratio of the Muslim population to the total populationare introduced 

into the empirical model specifications to reduce the country bias effect. 

In the first model (the Corporate Governance Disclosure Model), the combined 

characteristics of board size, audit committee size and independent chair, as forms of 

internal governance characteristics, are predicted to be associated with the extent of CG 

disclosure. Islamic bank specific characteristics, such as the SSB characteristics and the 
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level of the ratio of investment account to equity, are also predicted to have an 

association with the extent of CG disclosure
99

. Lastly, firm characteristics (size of the 

firm) and country-specific variables (political and civil repression and legal system) are 

also expected to have an association with the extent of CG disclosure and are included 

in the model. 

For the second model (the SSB Report Disclosure Model), Islamic bank specific 

characteristics, i.e. the SSB characteristics and the ratio of investment account to equity 

are also predicted to have an impact on the extent of disclosure made in the Report of 

the SSB, which is considered to be one of the most important reports in the annual 

reports of Islamic banks. Islamic bank-specific characteristics, firm-specific and 

country-specific characteristics are also hypothesised to influence the extent of 

disclosures in the SSB Report. 

Extent of corporate governance disclosures: 

= f[Internal governance characteristics + Islamic bank-specific characteristics + 

firm-specific characteristics + country-specific variables] 

 

Extent of disclosure in the SSB Report: 

= f[Internal governance characteristics + Islamic bank-specific characteristics + 

firm-specific characteristics + country-specific variables] 

The full models in their testable forms are specified in the next two sub-sections. 

 

6.3.1 Description of Dependent Variable-Corporate GovernanceDisclosure 

The measure of aggregate CG disclosures in this study is further classified into two 

levels of disclosure, i.e. mandatory and voluntary. Three models are used to analyse the 

association between CG disclosures and Islamic bank characteristics. The first model 

will measure the association of aggregate CG disclosures with Islamic bank-specific, 

CG characteristics, firm-specific and country-specific characteristics. The second and 

                                                 

99
 CG and SSB are different CG mechanisms. The CG characteristics tested are internal CG mechanisms 

while the SSB characteristics are external CG mechanisms which features are more akin to external 

auditors. 
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third models are constructed to examine the association between the above-mentioned 

characteristics and mandatory as well as voluntary disclosures, respectively.  

Self-constructed disclosure indices are among the most popular methods used in 

measuring disclosure transparency in annual reports. However, self-constructed indices 

are not without their limitations. A self-constructed disclosure index is built to suit the 

purpose of the researcher. However, the level of judgement used in developing the 

index might render the results hard to replicate in other disclosure studies (Healy and 

Palepu, 2001).  Nevertheless, the results of the current study could be replicated by 

examining the disclosures of Islamic banks in other regions (in addition to the GCC and 

the SEA regions). Accordingly, caution is exercised in developing, testing and 

interpreting the results of the self-constructed disclosure indices for Islamic banks in 

this study.  

A CG disclosure score sheet is completed for each annual report to determine the extent 

of CG disclosure. The disclosure index used in this study adopts an item-based 

approach, where a score of one is given if the item is disclosed, or a score of zero is 

given when the item is not disclosed. If the item is not applicable to a particular Islamic 

bank, the Islamic bank will not be penalised. However, the non-applicable item will be 

excluded from the calculation of the final index score.
100

 For instance, if a bank 

discloses seven items out of a possible ten items, the score given would be 7/10, which 

means that the firm’s extent of disclosure would be 0.70 (70 percent). Examples of 

methods of coding and arriving at the CG disclosure index are provided in Appendix C.  

Many studies (Glaum and Street, 2003; Nelson and Percy, 2005, 2008; Street and 

Bryant, 2000; Tower, Hancock, and Taplin, 1999) undertaking research using a 

disclosure index have adopted an unweighted index, which provides equal importance 

to each item in the disclosure index. By using an unweighted index, the perception bias 

of a certain class of user could be mitigated (Cooke, 1989, 1992, 1993; Wallace and 

Naser, 1995). Instead, the disclosure index focuses on general user groups of annual 

reports. A weighted disclosure index to examine the preferences of all the users of 

disclosure would be unmanageable and costly. Furthermore, the weight attached by 

users is expected to average out. In the end, it is argued that the unweighted index 

scores are consistent with the other types of disclosure weighting system (Chow and 

                                                 
100 Not all items are applicable to all Islamic banks. For instance, not all Islamic banks create specific reserves (profit 

equalisation reserve or investment risk reserve). 
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Wong-Boren, 1987; Prencipe, 2004; Robbins and Austin, 1986; Zarzeski, 1996). Firms 

with high disclosure have consistently strong disclosure policies and thus they provide 

transparent disclosures across all types of information.  

Using an equally weighted index, this study assumes that users place equal importance 

on each item in the disclosure index. This assumption is made without considering the 

cost and benefits of disclosing the information to managers. If the information is 

considered costly or might affect the reputation of the Islamic bank negatively, 

managers might have a tendency to limit the disclosure in order to restrict the possible 

impact of such sensitive disclosures. For instance, Nelson and Percy (2005) found that 

managers do limit the extent of disclosure on sensitive executive stock option 

disclosures. 

To measure the level of CG disclosure, items to be incorporated into the checklist must 

be identified. There are various standards and guidelines issued on CG. However, the 

selection of appropriate standards for this study was based on the following criteria: 

i. Relevance and applicability of the standards and guidelines to Islamic banks in 

the SEA and GCC regions. A pilot study was conducted on zakat and SSB-

related disclosures. The pilot study on Islamic banks in Malaysia and Indonesia 

revealed that these disclosure items, which were extracted from the AAOIFI 

Standards and the IFSB Guidelines, were indeed disclosed in the annual reports 

of Islamic banks in Malaysia and Indonesia;  

ii. A review of internationally accepted CG standards, codes and prudential 

guidelines, such as the AAOIFI’s Governance Standards for Islamic Financial 

Institutions, the BCBS (2006) Paper, the OECD Principles of CG (2004), the 

IFSB’s CG Guidelines and previous literature on disclosure indices and the SSB 

disclosure literature; 

iii. Availability of CG information to determine the extent of CG disclosure; 

iv. Sufficient variation between financial statements in respect of CG disclosures; 

v. Applicability of the standards/guidelines for 2009; 

vi. The applicability to the majority of Islamic banks. The applicability of the 

disclosure items depends on the extent of CG disclosure in the Islamic banks’ 

annual reports.  
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The initial step in constructing the index was to develop a checklist. One of the 

challenges in developing a checklist is to choose the items of CG disclosures that are 

expected to be disclosed in the annual reports of Islamic banks. In the case of this study, 

the scope covers the whole of the annual report, and is not limited to the financial 

statements. The disclosure index is not prepared to test the usefulness for any specific 

group of user. The number of items finally selected totalled 81 and these formed the 

basis of an aggregate CG disclosure index. Based on the above procedures, the 

disclosure items have been categorised under thirteen headings by referring to the 

AAOIFI’s Governance Standard for Islamic Financial Institutions (GSIFI) No. 6, 

Statement on Governance Principles for Islamic financial institutions:  

Table 6.2 

Summary of Disclosure Checklist 

  Number of 

variables 

1 General 2 

2 Effective Shari’ah compliance structures 10 

3 Fair treatment of equity-holders 6 

4 Equitable treatment of fund providers and other significant 

stakeholders  

 

9 

5 Fit and proper conditions for board and management 3 

6 Effective oversight 16 

7 Audit and governance committee 3 

8 Risk management 10 

9 Avoidance of conflicts of interest 1 

10 Appropriate compensation policy oversight 6 

11 Public disclosure 13 

12 Code of conduct and ethics 1 

13 Appropriate enforcement of governance principles and standards 1 

  81 

   

 

The items in the disclosure index are selected based on the AAOIFI standards, the IFSB 

CG Guidelines, the OECD’s Principles of CG (2004) and the BCBS (2006) Paper. 

These disclosure items cover most aspects of CG disclosure, which are relevant to 

Islamic banks. The opinions of four academics with expertise in the area of CG and 

Islamic accounting were also sought in developing the index. 

The Companies Acts, World Bank Reports, Codes of Corporate Governance, the 

relevant IAS standards, the local accounting standards, Guidelines and Circular Letters 

from the Central Banks and various others sources were scrutinised to determine the 

mandatory disclosures for all the nine countries in the scope of the study (See Appendix 
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D). Emails were sent to all the Central Banks of the countries in the study to obtain 

information on mandatory CG disclosure for Islamic banks. Subsequently, disclosure 

items are broken down into mandatory or voluntary disclosures for each country. For 

the purpose of this study, a narrow definition of mandatory disclosure is selected. 

Mandatory disclosure is defined as disclosure that is stipulated by the standards, rules 

and guidelines. Based on this definition, the disclosure items required are categorised as 

mandatory and the remaining are classified as voluntary. The purpose of this approach 

is to test whether the independent variables that explain the variability in the aggregate 

disclosure index are the same factors that could influence the voluntary disclosure index 

as well as the mandatory disclosure index (See Appendix C for a detailed breakdown of 

mandatory and voluntary items for each country under the study).  

Normally, the annual reports of Islamic banks include the SSB Report. This report is 

important for the users of the Islamic bank’s financial statements because they want to 

observe the Shari’ah compliance status of the Islamic bank. The next section 

elaborateson the development of the measurement instrument to examine the extent of 

disclosure in the SSB Report. 

 

6.3.2 Description of Dependent Variable: Disclosures in the SSB Report 

Three standards have been established by the AAOIFI to strengthen the role and 

function of the SSB (AAOIFI, 2009). These are (i) the Governance Standard for Islamic 

Financial Institutions (GSIFI) 1: SSB Appointment, Composition and Report; (ii) GSIFI 

2: Shari’ah Review; and (iii) GSIFI 5: Independence of SSB. In fact, AAOIFI has 

provided a sample of the SSB Report of the Islamic financial institutions via 

GSIFINo.1. This sample is used as the basis of the disclosure index in examining the 

extent of the SSB Report disclosure (see Appendix E). The structure of the SSB Report 

is somewhat similar to the auditor’s report format proposed by the International 

Auditing and Assurance Standards Board.  

Similar to CG disclosure, the Report of the SSB is scored based on a binary coding 

system in which the disclosure of an item is given a score of ‘1’ and non-disclosure is 

given a score of ‘0’. The index is also unweighted. The SSB Report disclosure sheet is 

compiled for each annual report. The total score is calculated by adding the individual 

scores for each item and dividing the sum by the maximum possible score for each 
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bank.  The next two sub-sections will specify the multiple regression model used in the 

test of the hypotheses for the CG disclosure model and the SSB Report Disclosure 

Model.  

6.3.3 Specification of the Multiple Regression Model Used in the Tests of the 

Hypotheses – the Corporate Governance Disclosure Model 

The model used to investigate the extent of aggregate CG disclosure, including 

mandatory and voluntary CG disclosure, and the relationship of such disclosure with 

Islamic bank specific characteristics, CG characteristics, firm-specific characteristics 

and country-specific characteristics,is presented below. The model is constructed to 

jointly test hypotheses 1, 2, 4, 6, 8and9. In addition, preliminary testing of the 

hypotheses is conducted using univariate tests (parametric and non-parametric statistics) 

(See Table 8.2). The following regressions are estimated in each panel of the table: 

Table 6.3  

Summary of Variables Used in the Corporate Governance Disclosure Model 

PANEL A: Dependent Variable 

Variable Attribute Measure 

Either 

CGDINDEX CG index 

 

Total number of aggregate CG disclosures made divided by the total 

possiblenumber of aggregate CG disclosures 

VCGDINDEX Voluntary CG 

index 

 

Total number of voluntary CG disclosures made divided by total 

possiblenumber of voluntary CG disclosures 

Or 

MCGDINDEX 

Mandatory CG 

index 

 

Total number of voluntary CG disclosures made divided by total 

possiblenumber of voluntary CG disclosures 

PANEL B: Independent Variables - CGCharacteristics 

Variable Attribute Measure Reference Expected 

Relationship  

CG_STRENGTH CG strength Board size + Audit 

committee size + 

Independent chair 

 + 

Board size 1 for number of directors on 

the board above the median 

of  9 members, 0 otherwise 

 

Cheng and 

Courtenay (2006), 

Kent and Stewart 

(2008) and Lim, et 

al., (2007)  

+ 

Audit committee 

size 

1 for number of directors in 

the audit committee (AC) 

above the median of 3 

members, 0 otherwise 

Anderson et al. 

(2004), Krishnan 

and Eun (2009) 

+ 

Independent chair 0 for CEO is also chair, 1 

otherwise 

Cheng and 

Courtenay (2006), 

Forker (1992), Gul 

and Leung (2004), 

Ho and Wong 

(2001), Kent and 

Stewart (2008) and 

Young (2000) 

+ 
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Table 6.3  

Summary of Variables Used in the Corporate Governance Disclosure Model 

(continued) 

PANEL C: Independent Variables - Islamic Bank-Specific Characteristics 

Variable Attribute Measure Reference Expected 

Relationship  

SSB_STRENGTH SSB strength SSB cross-memberships 

+Number of SSB members + 

Expertise of the SSB 

 + 

SSB cross-

memberships 

1 for the average number of 

cross-memberships of the 

SSB members in institutions 

offering Islamic financial 

services above the median of 

5.5, 0 otherwise 

Farook et al., (2011 + 

SSB size 1 for the number of SSB 

members above the median 

of 3, 0 otherwise 

Farook et al., 

(2011) 
+ 

Expertise of the 

SSB 

1 for the number of SSB 

members formally trained in 

accounting, banking, 

economic or finance above 

the median of 0.286, 0 

otherwise 

This study + 

IAHEQUITY IAHs The ratio of IA to equity Al-Baluchi (2006) 

and Farook et al., 

(2011) 

 

 

+ 

PANEL D: Independent Variables – Firm-Specific Characteristics 

Variable Attribute Measure Reference Expected 

Relationship  

SIZE Islamic bank size Total assets of Islamic bank 

(log) 

Andersson and 

Daoud (2005), Ben-

Amar and 

Boujenoui (2007), 

Bujaki and 

McConomy (2002), 

and others
101

 

+ 

PANEL E: Independent  Variables – Country-Specific Characteristics 

Variable Attribute Measure Reference Expected 

Relationship  

POLICIV Political rights and 

civil liberties 

Overall combined index 

scores of political rights and 

civil liberties based on the 

work of Gastil (1981) and 

Freedom House (2009) for 

the given nation: 1 (freedom) 

to 14 (repression) 

Williams (1998, 

1999) and Farook et 

al., (2011) 

- 

LEGAL Legal system 1 if common law, 0 

otherwise
102

 

Archambault and 

Archambault 

(1999) and (2003) 

and Jaggi and Low 

(2000) 

- 

                                                 
101

Carson (1996), Hossain (2007), Kusumawati (2007), Labelle (2002), Ntim et al. (2012), Pahuja and Bhatia (2010) 

and Parsa et al. (2007). 
102 ‘Otherwise’ include code law and Shari’ah law 
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Table 6.3  

Summary of Variables Used in the Corporate Governance Disclosure Model 

(continued) 

CGDINDEX = α+ 1CG_STRENGTH + 2 SSB_STRENGTH + 3IAHEQUITY + 4SIZE 

+5POLICIV  +  6LEGAL +   
Where:   

Dependent Variables: 

CGDINDEX = Total number of aggregate CG disclosures made divided by total possible number 

of aggregate CG disclosures 

VCGDINDEX = Total number of voluntary CG disclosures made divided by total possible number 

of voluntary CG disclosures 

MCGDINDEX = Total number of mandatory CG disclosures made divided by total possible 

number of mandatory CG disclosures 

Independent Variables: 

CG_STRENGTH = BODSIZE + ACSIZE + INDCHAIR 

BODSIZE=1 for number of directors on the board above the median of  9 

members, 0 otherwise 

ACSIZE = 1 for number of directors in the audit committee (AC) above the 

median of  3 members, 0 otherwise 

INDCHAIR = 0 for CEO is also chair, 1 otherwise 

SSB_STRENGTH = SSBCRMEMB + SSBSIZE + SSBEXP  

SSBCRMEMB= 1 for the average number of cross-memberships of the SSB 

member in institutions offering Islamic financial services above the median of 

5.5, 0 otherwise 

SSBSIZE = 1 for the number of SSB members above the median of 3, 0 otherwise 

SSBEXP=1 for the number of SSB members formally trained in accounting, 

banking, economics and finance above the median of 0.286, 0 otherwise 

IAHEQUITY = The ratio of IA to equity 

SIZE = Total assets of Islamic bank (log) 

POLICIV = Overall combined index scores of political rights and civil liberties based on the 

work of Gastil (1981) and Freedom House (2009) for the given nation: 1 

(freedom) to 14 (repression) 

LEGAL = 1 if common law, 0 otherwise (Salter and Doupnik, 1992) 

 

6.3.4 Corporate Governance Strength 

Due to the small sample size, to allow analysis of various CG characteristics, these CG 

characteristics are combined into a CG score called CG strength. Likewise, the SSB 

score representingSSB strength is also constructed from the SSB characteristics. 

Individual analysis on CG mechanisms could not provide a comprehensive picture of 

the effectiveness of the CG mechanisms (Arcay and Vazquez, 2005). Thus, board size, 

audit committee size and independent chair as CG mechanisms are combined. The CG 

role, as complementary or substitute, could influence CG disclosure. A CG mechanism 

might be strengthened by the existence of other CG mechanisms. They might support 

(complement) or replace (substitute) for each other (Ho and Wong, 2001). Using the 

combined factors could provide a more complete picture of the CG mechanisms as a 

package and their effect on disclosure transparency (Arcay and Vazquez, 2005). For 
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instance, the effectiveness of the audit committee depends on both the board 

composition and background of directors (Peasnell, Pope, and Young, 2000; Vicknair, 

Hickman, and Carnes, 1993).  

The CG strength score in this study is built using limited factors due to 

certaincharacteristics of Islamic banks, particularly in the GCC. For instance, Falgi 

(2009) argued that Saudi Arabian businesses are embeddedwith issues of favouritism, 

tribalism, personal relationships, political influence, secrecy culture and a lack of CG 

practices. Accordingly, many of the “independent” directors on the boards are not 

appointed based on merit (qualifications and skills) but rather from among friends and 

relatives. The term “independent director” seems not to be clearly defined. There 

appears to be noticeable weaknesses in the CG structures in terms of a poor legal 

system, an inefficient regulator and supervisory authorities, an ineffective CG code, lack 

of accounting compliance and lack of a professional accounting environment,  which, in 

turn, leads to a weak CG system (Falgi, 2009).  

Moreover, due to the unique CG characteristics of every country, not all CG 

mechanisms are included in this study. For instance, Indonesia has a dual board system 

in which the board of commissioners supervises and advises the board of directors on 

how to manage the operations of the company. However, both the board of 

commissioners and the board of directors will be held responsible for the financial 

statements of the company (World Bank, 2004). According to Safieddine (2009), 

independent directors, non-executive directors, the audit committee, the remuneration 

committee and the nomination committee are not required in the GCC region, but 

mandatory in some countries in the SEA region, for instance, Malaysia.  

Table 6.4 provides an explanation concerning how the CG strength factor is created for 

this study and the coding of each factor that makes up the score. Each individual factor 

has been coded either as “0” or “1”. It is coded in such a way to reflect that the higher 

the score, the stronger the CG mechanism. Subsequently, the multipleregression model 

is run using the combined CG strength score of board size, AC size and independent 

chair to observe whether the combined effect of CG mechanisms does influence the 

extent of CG disclosure. Sensitivity analysis is subsequently run to examine the effect 

of each sub-variable in the CG strength scoreandlend credibility to the results of the test. 

Bebchuk, Chen and Ferrell (2008), Brown and Caylor (2006), Gompers, Ishii and 



Chapter 6:  Research Design 

133 

 

Metrick (2003), and Yeoh and Jubb (2001) used CG scores in measuring CG 

mechanisms.  However, Healy and Palepu (2001) argued that, similar to a self-

constructed disclosure index, a self-constructed CG score also bears similar problems, 

making it difficult to replicate studies using the self-constructed disclosure score. Equal 

weight is given to the CG mechanisms.                                                                                                                                     

Table 6.4  

Self-Created Corporate Governance Strength Score 

Variables 0/1 coding Split 0/1 coding 

Board size 1 for above median Median is 9 

AC size 1 for above median Median is 3 

Independent chair 1 for separate roles  

Total Possible Score for Index = 3   

 

6.3.5 Specification of the Multiple Regression Model Used in Hypotheses Tests –

The Shari’ah Supervisory Board Report Disclosure Model 

Similar to the above model of the CG disclosure index, the SSB Report Disclosure 

Model is constructed to examine the relationship between the extent of disclosure in the 

SSB Report and their explanatory variables. This model, which is used to investigate the 

association between the extent of disclosures in the SSB Report and the Islamic bank-

specific, firm-specific and country-specific characteristics, is presented below
103

. The 

model is constructed to jointly test hypotheses 3, 5, 7and 11. In addition, preliminary 

testing of the hypotheses is conducted using univariate tests (parametric and non-

parametric tests) (See Table 8.3).  

  

                                                 

103
 CG mechanisms are not expected to exert influence over the SSB opinion issued in the SSB Report. 

SSBs are expected to provide an independent opinion on the Islamic bank compliance with the Shari’ah. 
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Table 6.5  

Summary of Variables Used in the Shari’ah Supervisory Board Report Disclosure 

Model 
PANEL A: Dependent Variable 

Variable Attribute Measure Reference 

SSBRINDEX SSB Report Index Total number of disclosures made by the SSB 

in its report divided by total possible number 

of disclosures in the SSB Report 

 

PANEL B: Independent Variables - Islamic Bank Specific Characteristics 

Variable Attribute Measure Reference Expected 

Relationship 

SSB_STRENGTH SSB strength Number of the SSB 

members + Cross-

memberships + Expertise of 

the SSB 

Farook et al. (2011) + 

SSB cross-

memberships 

1 for the average number of 

cross-memberships of the 

SSB members in institutions 

offering Islamic financial 

services above the median of 

5.5, 0 otherwise 

Farook et al. (2011)  + 

SSB size 1 for the number of SSB 

members above the median 

of 3, 0 otherwise 

Farook et al. (2011)  + 

Expertise of the 

SSB 

1 for the number of SSB 

members formally trained in 

accounting, banking, 

economic and finance above 

the median of 0.2857, 0 

otherwise 

This study + 

IAHEQUITY Investment 

account holders 

The ratio of IA to equity Al-Baluchi (2006) + 

PANEL C: Independent Variables – Firm-Specific Characteristics 

Variable Attribute Measure Reference Expected 

Relationship 

SIZE Islamic bank size Total assets of Islamic bank 

(log) 

Cooke (1989), 

Hamid (2004) and  

Hossain, et al. 

(1995) 

+ 

PANEL D: Independent Variables – Country-Specific Characteristic 

Variable Attribute Measure Reference Expected 

Relationship 

MUSPOP Muslim population Ratio of Muslim population 

to total population 

Farook et al. (2011) + 

SSBRINDEX = α + 1 SSB_STRENGTH + 2IAH + 3SIZE +4MUSPOP +  ; Where: 

Dependent Variables: 

SSBRINDEX = Total number of SSB Report disclosures made divided by total possible number 

of disclosures in the SSB Report  

Independent Variables: 

SSB_STRENGTH = SSBCRMEMB + SSBSIZE + SSBEXP 

SSBCRMEMB= 1 for the average number of cross-memberships of the SSB 

member in institutions offering Islamic financial services above the median of 

5.5, 0 otherwise 

SSBSIZE = 1 for the number of SSB members above the median of 3, 0 

otherwise 

SSBEXP=1 for the number of SSB members formally trained in accounting, 

banking, economic or finance above the median of 0.286, 0 otherwise 

IAHEQUITY = The ratio of IA to equity 

SIZE = Total assets of Islamic bank (log) 

MUSPOP = Ratio of Muslim population to total population 
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6.3.6 SSB Strength Score 

Similar to the method used in developing the CG strength score, the SSB strength score 

is developed by combining the effect of SSB characteristics into one factor. Hence, the 

scores also face similar problems of subjectivity in the construction of the score. 

Subsequently, the multipleregression model is run using the combined SSB strength of 

SSB size, SSB cross- memberships, SSB expertise in accounting, banking, finance, 

economics and finance and SSB reputation, to observe whether the combined effect of 

SSB strength influences the extent of disclosure in the Report of the SSB. Sensitivity 

analysis is subsequently run to examine the effect of each of the sub-variables in the 

SSB strength score.  

Table 6.6  

Self-Created SSB Strength Score  

Variables 0/1 coding Split 0/1 coding 

SSB cross-memberships 1 for above median Median is 5.5 

SSB size 1 for above median Median is 3 

Expertise 1 for above median Median is 0.286 

Total possible score for index = 3 

 

6.4 Statistical Tests Used in Data Analysis 

The following sub-sections describe the statistical analysis conducted on the data in 

order to test the hypotheses. 

 

6.4.1 Descriptive Analysis 

The CG disclosure items and the disclosure items in the SSB Report are analysed by 

looking at the number of disclosing banks, percentage of disclosure, standard deviation, 

mean, minimum and maximum disclosure for each region as well as country. The 

components are examined under their respective categories. The mean, minimum, 

maximum, standard deviation and median are also examined for each dependent, 

independent and dichotomous variable. 
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6.4.2 Univariate Analysis 

As preliminary tests of the twelve main hypotheses and sub-hypotheses in this study, 

univariate tests (both parametric and non-parametric tests) are conducted and presented 

in chapter eight. Steps are taken to provide more support for the results, therefore 

reducing the chances of inappropriately rejecting the null hypotheses. 

 

6.4.3 Preliminary Test on Regression Assumption 

To run the regression analysis, several assumptions must be achieved, such as no 

existence of multicollinearity, homoscedasticity, linearity of relationships between 

dependent and independent variables, normality of distribution and the absence of error 

in relation to measurement and specification. According to Gujarati (2003), 

multicollinearity could be a serious problem when the pair-wise or zero-order 

correlation coefficient between two regressors is more than 0.80. A multicollinearity 

problem could also be identified using variance inflation factors (VIF). VIFs should not 

exceed 10 to assure that multicollinearity does not influence the least squares estimates 

(Gujarati, 2003; Neter, Wasserman, and Kutner, 1985). If the tolerance of the 

independent variable is less than 0.1, a multicollinearity problem could exist (Norusis, 

2008). 

To assume homoscedasticity (constant variance), the residual is analysed by plotting of 

the studentised residuals against the predicted values. If the residuals are found to be 

randomly scattered without any pattern around a horizontal line through zero, then the 

hypothesis of equal variance is valid (Norusis, 2008). In other words, the variance of the 

residuals at each level of predictors should be constant. However, if the residual 

variance at each predictor level is unequal, then a heteroscedasticity problem could exist 

(Field, 2009). To solve the heteroscedasticity problem, data should be transformed. 

Heteroscedasticity (unequal variance) could render the OLS estimators to be inefficient, 

and, furthermore, the standard errors could be biased. Therefore, hypotheses tests and 

confidence levels are most likely to be invalid (Doran and Guise, 1984). 

If the plots were located around a straight line when plotting the dependent variable 

against an independent variable, then the linearity assumption is observed. A curve in 

the plot might indicate that the linearity assumption is not met (Norusis, 2008). The 
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mean value of the dependent variable for each predictor must be linear. However, the 

non-linearity relationship could be rectified by transforming the data (Field, 2009; 

Norusis, 2008). Lastly, normality could be determined by checking skewness, kurtosis, 

K-S Lillefour and Shapiro-Wilk. 

 

6.4.4 Multivariate Analysis 

Multiple regression techniques are used to examine the relationships between both CG 

and SSB Report disclosures and the three groups of characteristics (Islamic bank-

specific, firm-specific and country-specific variables). Among the issues found with the 

analysis on total CG disclosures is that the aggregate disclosure could conceal important 

features of CG disclosures in the annual reports. Therefore, the total (aggregate) 

disclosure is further classified into mandatory and voluntary disclosures. In an attempt 

to highlight the significant features of CG disclosures, a disaggregated approach is 

undertaken. Sub-hypotheses are formed and tested on voluntary and mandatory CG 

disclosures. 

Although many past studies only utilise the classical ordinary least square (OLS) 

regression model, following Cooke (1998), Owusu-Ansah (1998), Haniffa (1999), and 

Haniffa and Cooke (2002), different forms of transformation are conducted in this study 

to test the robustness of the results. The regression analysis uses six models (OLS, 

untransformed OLS, rank regression, dependent variable transformed to normal scores 

and both dependent variable and continuous independent variables transformed to 

normal scores) in analysing aggregate, mandatory and voluntary CG disclosures as well 

as the extent of disclosure in the SSB Report. The higher the adjusted R
2
 signals the 

better the explanatory power of the variable. The different types of regression model 

(due to different forms of transformation) in order to test the robustness of the results 

are further explained in the following sub-sections. 
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6.4.4.1 Data Transformation 

Data transformation is used as a solution to problems in relation to the violation of 

homoscedasticity, linearity and normality assumptions. Data could be transformed using 

several methods, such as winsorising, removal of outliers, trimming, logging, ranking 

and normalising. In this study, a few types of transformationare used (viz. coding, 

ranking, normalising only the dependent variable and normalising both dependent and 

independent variables) when the normality, homoscedasticity and linearity assumptions 

are infringed. By running OLS and other robust procedures at the same time, robustness 

or differences in the results could be observed (Draper, 1988). 

 

6.4.4.2 Rank Regression 

Several scholars have utilised this method (Rashid, 2000; Haniffa, 1999; Lang and 

Lundholm, 1993; Ghazali, 2004; Wallace and Naser, 1995; Wallace, Naser, and Mora, 

1994). Rank regression is beneficial when the association between variables is unknown 

theoretically and the relation between the dependent and independent variable is not 

precisely linear (Cooke, 1998; Lang and Lundholm, 1993; Wallace et al., 1994). Rank 

regression is a non-parametric statistic, freeing it from the assumption of normality in 

its distribution. The rank regression is particularly beneficial when the data is non-linear 

with a monotonic association between dependent and independent variables (Iman and 

Conover, 1979). 

 

6.4.4.3 Normal Scores 

Cooke (1998) attempts to overcome the limitation of ranks
104

 by alternatively replacing 

the ranks with scores on the normal distribution. In this case, the actual observation is 

transformed into a normal distribution by dividing the distribution into the number of 

observations plus one region with the assumption that each region has an equal 

probability. Therefore, the regression will use the normal scores as the dependent 

variable. Normal scores could be used on continuous independent variables. This 

normalising of data method is called Van der Waerden (Al-Baluchi, 2006; Haniffa, 

                                                 
104βi for ranked OLS is harder to decipher than the normal scores (Cooke, 1998; Haniffa and Cooke, 2002). 
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1999; Haniffa and Cooke, 2002). Transforming data to normal scores will be able to 

produce the required normalisation for F tests and t-tests. Due to the normalising 

procedure, F and t-tests, regression coefficients are more powerful and informative. The 

level of significance could also be determined. Similar to ranks, normal scores are able 

to maintain monotonicity in the model. Accordingly, higher normal score values of 

independent variables will be related to the value of a higher normal score value of the 

dependent variable. A normal score will be able to resolve non-linearity in data 

concentration by dispersing the concentration (Cooke, 1998; Haniffa and Cooke, 2002). 

 

6.5 Concluding Remarks 

This chapter has provided an explanation of the planned research design and 

methodology for testing the hypotheses in order to achieve this study’s objectives.  The 

sample selection process and data collection methods are explained. Two main models 

to jointly test the research hypotheses are developed. The dependent and explanatory 

variables used in the models are specified. For each of the two models (CG disclosure 

index and the SSB Report Index), different models of transformation are run to ensure 

robustness of the analysis, similar to Cooke (1998), Owusu-Ansah (1998) and Haniffa 

(1999). CG disclosuresare further disaggregated into mandatory and voluntary 

disclosures. The next chapter reports the descriptive statistics of the aggregate, 

voluntary and mandatory CG disclosures as well as disclosures in the SSB Report. 
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CHAPTER 7 : DESCRIPTIVE STATISTICS 

 

7.1 Introduction 

This chapter discusses the descriptive statistics in relation to the nature and extent of 

corporate governance (CG) disclosures and Shari’ah Supervisory Board (SSB) Report 

disclosures. First, the overall nature and extent of CG disclosure and SSB Report 

disclosure are discussed in sections 7.2 and 7.3 respectively. Second, the descriptive 

analysis conducted on the aggregate CG disclosure index, and the key categories and 

components, is presented in Section 7.4. Section 7.5 concludes the analysis on this 

chapter. More detailed descriptive statistics and discussion relating to the individual 

countries in the study, the breakdown between voluntary and mandatory disclosures and 

the more minor categories of disclosure are provided in Appendix F. 

 

7.2 The Nature and Extent of Corporate Governance Disclosures in Islamic 

banks 

Table 7.1 shows the descriptive statistics relating to aggregate CG disclosures, with 

Panel A reporting statistics for all countries in the sample and Panel B separately 

reporting the statistics for the two regions. The mean aggregate CG disclosure for all the 

countries in the study is 48.82 percent (voluntary: 37.01 percent; mandatory: 69.76 

percent (see Tables F1 and F2 in Appendix F)).  While the minimum disclosure levels 

are the same across the two regions, the maximum levels are higher for the Southeast 

Asian (SEA) region than for the Gulf Cooperation Council (GCC) region. Accordingly, 

this is reflected in the higher mean of 57.22 for the SEA region compared to a mean of 

43.93 for the GCC region.  

The percentage on mandatory CG disclosure (reported in Appendix F) supports the 

contention by Nelson and Percy (2005) that some firms treat mandatory items as 

voluntary. However, when compliance with International Accounting 

Standards/International Financial Reporting Standards (IAS/IFRS) was examined by 

Al-Shammari, Brown and Tarca (2008) and Askary and Jackling (2004), these authors 
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report much higher levels of compliance as compared with the results for CG 

disclosures. In this study, the difference in the results might be due to the fact that the 

CG disclosure index used in this study mainly comprises non-financial information. 

Table 7.1 

The Nature and Extent of CG Disclosure 

 

Panel A: All countries 

 Minimum (%) Maximum (%) Mean (%) Standard 

deviation (%) 

All countries 

(N=67) 

 

14.00 

 

84.00 

 

48.82 

 

16.50 

     

Panel B: Region 

Extent of 

disclosure 

SEA (N=25) - % GCC (N=42) - % 

Minimum 14.00 14.00 

Maximum 84.00 76.00 

Mean disclosure 57.22 43.93 

Standard deviation 14.32 15.88 

 

Table 7.2 provides additional analysis by reporting the number of banks that fall into 

different percentage bands of disclosure. Only two Islamic banks disclose more than 80 

percent of the maximum possible CG disclosures. Most of the Islamic banks disclose 

within the range of 40 to 59 percent (32 Islamic banks).  

Islamic banks are expected to provide a higher level of CG disclosure than conventional 

banks as greater transparency is expected of an ethical institution with socio-economic 

objectives. Although CG guidelines or standards have been imposed on Islamic banks in 

some countries, these results suggest that there are still problems in the implementation 

of such guidelines and standards, such as lack of enforcement, monitoring weakness and 

a secretive culture.  
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Table 7.2 

Summary of Extent of CG Disclosure Reported in Bands from Lower to Higher 

Levels 

 

Panel A: All countries 

 Less than 

20% 

20% - 39% 40% - 59% 60% - 79% 80% - 100% 

All countries 

(N=67) 

 

4 

 

14 

 

32 

 

15 

 

2 

Panel B: Region 

Extent of 

disclosure 

SEA (N=25) GCC (N=42) 

Less than 20% 1 3 

20% - 39% 1 13 

40% - 59% 11 21 

60% - 79% 10 5 

80% - 100% 2 0 

 

7.3 The Nature and Extent of Disclosures in the Shari’ah Supervisory Board 

(SSB) Report 

Table 7.3 reports the average extent of SSB Report disclosure as well as the minimum 

and maximum extent of disclosure. Table 7.4 reports the number of banks falling into 

different percentage bands of disclosure. The average level of disclosure in the SSB 

Report is 39.1 percent, with similar results across the two regions.  Most of the Islamic 

banks (70 percent: 47 banks) disclose less than 60 percent of the disclosure index(Table 

7.4) while some 32 banks (48 percent) disclose less than 40 percent of the index. These 

low levels of disclosure may reflect the fact that, out of the nine countries investigated 

in this study, only two countries (Bahrain and Qatar) have adopted the Accounting and 

Auditing Organisation for Islamic Financial Institutions (AAOIFI) standards which 

provide a model SSB Report in the Governance Standard for Islamic Financial 

Institutions (GSIFI) 1. 

 

  



Chapter 7: Descriptive Statistics 

143 

 

Table 7.3 

The Nature and Extent of Disclosure in the SSB Report 

 

Panel A: All countries 

 Minimum (%) Maximum (%) Mean (%) Standard 

deviation (%) 

All countries 

(N=67) 

 

0 

 

87 

 

39.10 

 

28.99 

Panel B: Region 

Extent of 

disclosure 

SEA (N=25) - % GCC (N=42) - % 

Minimum 0.00 0.00 

Maximum 87.00 87.00 

Mean disclosure 38.93 39.21 

Standard deviation 22.58 32.47 

 

 

Table 7.4 

Summary of Extent of SSB Report Disclosure Reported in Bands from Lower to 

Higher Levels 

 

Panel A: All countries 

 Less than 20% 20% - 39% 40% - 59% 60% - 79% 80% - 100% 

All countries 16 16 15 10 10 

Panel B: Region 

Extent of 

disclosure 

SEA (N=25) GCC (N=42) 

Less than 20% 2 14 

20% - 39% 10 6 

40% - 59% 7 8 

60% - 79% 5 5 

80% - 100% 1 9 

 

 

7.4 CG Disclosure Index 

The CG disclosure index was mainly constructed based on the importance of specific 

CG disclosures referred to by guidelines and standards issued by the Organisation for 

Economic Co-operation and Development (OECD) Principles of Corporate Governance 

(2004), the Basel Committee on Banking Supervision (BCBS) (2006) Paper, the 

AAOIFI’s GSIFI and the Islamic Financial Services Board’s (IFSB) “Guiding 

Principles on Corporate Governance for Institutions Offering Only Islamic Financial 

Services”. The disclosure is subsequently disaggregated into mandatory and voluntary 

CG disclosures (analyses are tabulated in Appendix F). The components of the indices 
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are analysed within their categories. By investigating the components of these indices, 

the tendencies of Islamic banks to disclose and limit their disclosures can be 

investigated. 

Table 7.5 reports the average extent of CG disclosures for each category. The “General” 

and “Risk Management” information have the highest mean disclosure among all the 

categories (75.37 percent and 71.64 percent respectively), while the disclosure on 

“Avoidance of Conflict of Interest” has the lowest mean of all the categories (11.94 

percent). The paucity of information on “Avoidance of Conflict of Interest” might be 

due to the limited guidance on how to present such disclosure in annual reports
105

. 

The high disclosure in the “General” component is expected due to the fact that the 

component is regarded as financial information normally presented to highlight 

achievements to shareholders. The higher level of disclosure in the “Risk Management” 

categories by Islamic banks of most countries (except Brunei and Thailand) might be 

driven by the enforcement of IFRS/IAS on these particular items of disclosure 

especially in the finance industry. Most of the countries have to comply with the 

requirements by the IFRS/IAS to disclose risk-related information.  

  

                                                 

105
Although reference has been made by the OECD (2004), Annotation, Part VA(5) and the United Nations 

Conference on Trade and Development (UNCTAD)(2006), Paragraph E, 5, examples have not been provided on how 
to disclose this type of information. 
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Table 7.5 

Extent of CG disclosure 

 

Panel A: All countries 

 General Effective 

Shari’ah 

compliance 

structures 

Fair treatment 

of equity-

holders 

Equitable 

treatment 

of fund 

providers  

Fit and 

proper 

conditions 

for board 

and 

management 

Effective 

oversight 

Audit and 

governance 

committee 

 Mean (%) Mean (%) Mean (%) Mean (%) Mean (%) Mean (%) Mean (%) 

All 

countries 

 

75.37 

 

51.05 

 

40.70 

 

41.38 

 

35.82 

 

50.72 

 

54.73 

 Risk 

management 

Avoidance 

of conflicts 

of interest 

Appropriate 

compensation 

policy 

oversight 

Public 

disclosures 

Code of 

conduct and 

ethics 

Appropriate 

enforcement 

of 

governance 

principles 

and 

standards 

Total 

 Mean (%) Mean (%) Mean (%) Mean (%) Mean (%) Mean (%) Mean (%) 

All 

countries  

 

71.64 

 

11.94 

 

46.52 

 

36.14 

 

38.81 

 

49.25 

 

48.82 

Panel B: Region 

Categories of disclosure SEA (Mean - %) GCC (Mean - %) 

General 80.00 72.62 

Effective Shari’ah compliance structures 60.10 45.67 

Fair treatment of equity-holders 46.80 37.06 

Equitable treatment of fund providers 51.27 35.49 

Fit and proper conditions for board and management 66.67 17.46 

Effective oversight 56.44 47.32 

Audit committee 73.33 43.65 

Risk management 80.80 66.19 

Avoidance of conflicts of interest 24.00 4.76 

Appropriate compensation policy oversight 66.67 34.52 

Public disclosures 38.25 34.88 

Code of conduct and ethics 44.00 35.71 

Appropriate enforcement of governance principles and 

standards 

 

80.00 

 

30.95 

 

Low disclosure is made by Islamic banks in most of the countries in the study on 

components such as “Fit and proper conditions for board and management”, 

“Avoidance of conflicts of interest”, “Public disclosures” and “Code of conduct and 

ethics”. The lack of transparency in these important categories is a concern given the 

high expectations of Islamic banks. 

More detailed discussion of the key disclosure categories is provided in the following 

sub-sections while the less important categories are discussed in Appendix F. 
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7.4.1 Effective Shari’ah Compliance Structures 

The mean disclosure for all Islamic banks is 51.05 percent with Islamic banks in the 

SEA scored at 60.10 percent and the GCC Islamic banks scored lower at 45.67 percent 

(See Table 7.5). Panel A of Table 7.6 reports the number and percentage of disclosing 

banks for each of the components of this category. The table shows that 77.61 percent 

of Islamic banks disclose the SSB Report, suggesting that most of the banks are aware 

of the importance of this Report. “Information on SSB membership" is disclosed by 

74.63 percent of the Islamic banks while 71.64 percent disclose information on the SSB 

responsibilities. Although information on “Effective Shari’ah compliance structure” is 

regarded as important for Islamic banks, not all components in this category are 

disclosed by most of the banks. Only 11.94 percent of Islamic banks disclose 

information on “Shari’ah audit” and 25.37 percent disclose information on “Statement 

of the duties and responsibilities of internal Shari’ah review division. The result might 

suggest a lack of practice in the aspects of Shari’ah audit and internal Shari’ah 

review
106

. Disclosure on “Shari’ah audit” was only made mandatory in Malaysian 

Islamic banks by GP8i. Further investigation reveals that disclosure on internal Shari’ah 

review is voluntary in the Islamic banks of all countries included in the study (See Table 

F9, Appendix F). In Brunei, Thailand, Saudi Arabia and the United Arab Emirates 

(UAE) disclosure of the items in these categories are all considered voluntary.  Most of 

the items were also considered voluntary in Indonesia and Kuwait. However, Malaysia, 

Bahrain and Qatar regulate most types of disclosures in this category. Notwithstanding 

these country-specific differences in regulation, Panel B of Table 7.6 shows that 

generally there is a higher percentage of disclosing banks in the SEA region than in the 

GCC region. 

                                                 
106

 The “Shari’ah  audit” and “internal  Shari’ah review” practices have been proposed by the AAOIFI’s 

GSIFI 3: Internal Shari’ah review. 
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Table 7.6  

Extent of CG Disclosure Under the Category of “Effective Shari’ah Compliance 

Structures” 

Panel A: All countries 

Components of disclosure No of 

disclosers 

% N 

1. Report of the Shari’ah Supervisory Board on the 

conformity of the Islamic bank’s operation with the 

Shari’ah principles. 

 

 

52 

 

 

77.61 

 

 

67 

2. Shari’ah Supervisory Board membership 50 74.63 67 

3. Shari’ah Supervisory Board qualification 29 43.28 67 

4. Shari’ah Supervisory Board charters 20 29.85 67 

5. Shari’ah Supervisory Board responsibilities 48 71.64 67 

6. Shari’ah audit 8 11.94 67 

7. Shari’ah compliance procedure 37 55.22 67 

8. Disclosure of earnings or expenditures prohibited by the 

Shari’ah 

 

26 

 

59.09 

 

44 

9. Disclosure on how the bank intends to dispose of the 

assets generated by the prohibited earnings or acquired 

through prohibited expenditures 

 

 

28 

 

 

65.12 

 

 

43 

10. Statement of the duties and responsibility of Internal 

Shari’ahreview division 

 

17 

 

25.37 

 

67 

Panel B: Region 

 

 

Components of disclosure 

SEA (N=25) GCC (N=42) 

No of 

disclosers 

% N No of 

disclosers 

% N 

3. Report of the Shari’ah Supervisory Board on 

the conformity of the Islamic bank’s 

operation with the Shari’ah principles. 

 

 

24 

 

 

96.00 

 

 

25 

 

 

28 

 

 

66.67 

 

 

42 

4. Shari’ah Supervisory Board membership 22 88.00 25 28 66.67 42 

5. Shari’ah Supervisory Board qualification 16 64.00 25 13 30.95 42 

6. Shari’ah Supervisory Board charters 13 52.00 25 7 16.67 42 

7. Shari’ah Supervisory Board responsibilities 25 100.00 25 23 54.76 42 

8. Shari’ah audit 2 8.00 25 6 14.29 42 

9. Shari’ah compliance procedure 12 48.00 25 25 59.52 42 

10. Disclosure of earnings or expenditures 

prohibited by the Shari’ah 

 

4 

 

57.14 

 

7 

 

22 

 

59.46 

 

37 

11. Disclosure on how the bank intends to dispose 

of the assets generated by the prohibited 

earnings or acquired through prohibited 

expenditures 

 

 

 

4 

 

 

 

57.14 

 

 

 

7 

 

 

 

24 

 

 

 

66.67 

 

 

 

36 

12. Statement of the duties and responsibility of 

Internal Shari’ahreview division 

 

6 

 

24.00 

 

25 

 

11 

 

26.19 

 

42 

 

7.4.2 Fair Treatment of Equity-Holders  

The mean disclosure for this category, “Fair Treatment of Equity-Holders” for all 

Islamic banks is only at 40.70 percent (SEA: 46.80 percent and GCC: 37.06 percent) 

(See Table 7.5). Panel A of Table 7.7 tabulates the number of disclosing banks for each 

of the components in the “Fair treatment of equity-holders” category. The components 
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with the most disclosers are “Nature of the bank” (94.03 percent disclosers), “Structure 

of a group of companies and intra-group relation”(54.39 percent disclosers) and 

“Objectives of the bank” (50.75 percent disclosers). On the other hand, fewer Islamic 

banks disclose information relating to “Beneficial owners” (29.85 percent disclosers), 

“Major shareholder participation on the board or senior management position” (13.43 

percent disclosers) and “Shareholders’ meeting” (5.97 percent disclosers). All three 

disclosures are voluntary in the Islamic banks of the countries in the study, which 

provides a rationale for the low level of disclosure. The results provide a preliminary 

indication that Islamic banks are still reluctant to disclose shareholder-related 

information. It seems that, although most of the countries have basic shareholder 

protection in their legal framework, there is still a gap between the regulation and 

practices with regards to shareholder protection. The “Nature of the bank (94.03 percent 

disclosers)” is mandatory in all countries, thus justifying the high level of disclosure by 

all the Islamic banks. 

Panel B of Table 7.7 shows that, for four out of the six components in this category, the 

SEA region has a higher percentage of disclosing banks than the GCC region. However, 

the GCC region has a higher percentage of disclosers with respect to both the “Nature of 

the bank” and the “Objectives of the bank”. 
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Table 7.7 

Extent of CG Disclosure under the Category of “Fair Treatment of Equity-

holders” 

 

Panel A: All countries 

Components of disclosure No of 

disclosers 

% N 

13. Structure of a group of companies and intra-group 

relation 

 

31 

 

54.39 

 

57 

14. Objectives of the bank 34 50.75 67 

15. Nature of the bank 63 94.03 67 

16. Beneficial owners 19 29.85 67 

17. Major shareholder participation on the board or senior 

management position 

 

9 

 

13.43 

 

67 

18. Shareholders’ meeting 4 5.97 67 

Panel B: Region 

 

 

Components of disclosure 

SEA (N=25) GCC (N=42) 

No of 

disclosers 

% N No of 

disclosers 

% N 

13. Structure of a group of companies and intra-

group relation 

 

19 

 

95.00 

 

20 

 

12 

 

32.43 

 

37 

14. Objectives of the bank 12 48.00 25 22 52.38 42 

15. Nature of the bank 21 84.00 25 42 100 42 

16. Beneficial owners 8 32.00 25 11 26.19 42 

17. Major shareholder participation on the board 

or senior management position 

 

5 

 

20.00 

 

25 

 

4 

 

9.52 

 

42 

18. Shareholders’ meeting 3 12.00 25 1 2.38 42 

 

7.4.3 Equitable Treatment of Fund Providers  

The CG framework does not only concentrate on shareholders, but tries to address the 

rights of other stakeholders as well. The investment account holders (IAHs) are 

considered as one of the most important stakeholders in Islamic banks. Therefore, this 

category, “Equitable Treatment of Fund Providers” focuses mainly on disclosure in 

relation to the investment account (IA). The mean disclosure in this category for all 

Islamic banks is 41.38 percent (SEA: 51.27 percent and GCC: 35.49 percent) (See 

Table 7.5). Table 7.8 reports the number of disclosers in each of the components of this 

category, with Panel A showing results for all of the countries and Panel B separating 

the results by region.  

The highest number of disclosers is found for the component “The changes occurred 

during the financial period in the profit equalisation risk (PER) and the investment risk 

reserve (IRR)” (78.57 percent disclosers). However, this particular accounting treatment 

is only allowable in Malaysia, Bahrain and Qatar but is not used in other countries 
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under the scope of the study. Lower disclosure is made on the “Statement on the 

Restricted Investment Fund” (20 percent disclosers), “Disclosure on restricted 

investment fund policies and practices” (31.67 percent disclosers), “Distribution of 

unrestricted investment accounts and their equivalent by type in accordance with their 

respective periods to maturity” (29.41 percent disclosers), “Disclosure of bases for 

profit allocation between the owner’s equity and investment account holders (IAH)” 

(15.25 percent disclosers), which might be due to the complexity of the accounting 

treatment of the investment account.  Furthermore, only three countries (Indonesia, 

Bahrain and Qatar) require the disclosure of a “Statement of changes in restricted 

investment fund” (AAOIFI FAS 1, 1996; Ikatan Akuntan Indonesia PSAK 101, 2007). 

The profit allocation accounting treatment is subject to controversy particularly in terms 

of return on deposits, investment maturity periods, pooling of multiple funds and in 

ensuring fairness among different type of depositors (Abdelgader, 1990). Moreover, the 

management of Islamic banks have been found to exercise discretion in dealing with 

IAHs by managing earnings payable to IAHs at the expense of shareholders. This 

situation is further exacerbated by the flexibility of rules surrounding the accounting 

treatment of IA and disclosure about the IA (Archer  et al., 1998). 

Panel B of Table 7.8 shows mixed results between the two regions, presumably 

reflecting differences in accounting and regulatory requirements with respect to the IA. 
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Table 7.8 

Extent of CG Disclosure under the Category of “Equitable Treatment of Fund 

Providers” 

 

Panel A: All countries 

Components of disclosure No of 

disclosers 

% N 

19. Statement of changes in restricted investment fund 12 20.00 60 

20. Disclosure on restricted investment fund policies and 

practices 

 

19 

 

31.67 

 

60 

21. Policies in respect of the IAH 30 57.69 52 

22. Magnitude of balances of all unrestricted investment 

accounts and their equivalent and other accounts by type 

 

34 

 

66.67 

 

51 

23. Distribution of unrestricted investment accounts and 

their equivalent by type in accordance with their 

respective periods to maturity 

 

 

15 

 

 

29.41 

 

 

51 

24. Disclosure of bases for profit allocation between 

owners’ equity and IAH 

 

9 

 

15.25 

 

51 

25. Bases applied to determine Profit Equalisation Reserve 

(PER) and Investment Risk Reserve (IRR) 

 

20 

 

68.97 

 

29 

26. Changes occurred during the financial period in the PER 

and the IRR (Disclosure shall include the balance of 

each type of reserve at the beginning of financial period, 

additions, uses and recoveries during the financial 

period, and the balance at the end of the financial 

period) 

 

 

22 

 

 

78.57 

 

 

28 

27. Returns of each type of investment account 35 68.63 51 

Panel B: Region 

 

 

Components of disclosure 

SEA (N=25) GCC (N=42) 

No of 

disclosers 

% N No of 

disclosers 

% N 

19. Statement of changes in restricted investment 

fund. 

 

3 

 

12.00 

 

25 

 

9 

 

25.71 

 

35 

20. Disclosure on restricted investment fund 

policies and practices 

 

4 

 

16.00 

 

25 

 

15 

 

20.00 

 

35 

21. Policies in respect of the IAH 13 52.00 25 17 62.96 27 

22. Magnitude of balances of all unrestricted 

investment accounts and their equivalent and 

other accounts by type 

 

 

23 

 

 

92.00 

 

 

25 

 

 

11 

 

 

42.31 

 

 

26 

23. Distribution of unrestricted investment 

accounts and their equivalent by type in 

accordance with their respective periods to 

maturity 

 

 

 

12 

 

 

 

48.00 

 

 

 

25 

 

 

 

3 

 

 

 

11.54 

 

 

 

26 

24. Disclosure of bases for profit allocation 

between owners’ equity and IAH 

 

3 

 

12.00 

 

25 

 

6 

 

23.08 

 

26 

25. The bases applied to determine Profit 

Equalisation Reserve (PER) and Investment 

Risk Reserve (IRR) 

 

 

13 

 

 

86.67 

 

 

15 

 

 

7 

 

 

50.00 

 

 

14 

26. The changes occurred during the financial 

period in the PER and the IRR (Disclosure 

shall include the balance of each type of 

reserve at the beginning of financial period, 

additions, uses and recoveries during the 

financial period, and the balance at the end of 

the financial period) 

 

 

 

 

 

 

14 

 

 

 

 

 

 

100.00 

 

 

 

 

 

 

14 

 

 

 

 

 

 

8 

 

 

 

 

 

 

57.14 

 

 

 

 

 

 

14 

27. Returns of each type of investment account 21 84.00 25 14 53.85 26 
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7.4.4 Audit Committee 

The mean disclosure in this category, “Audit Committee” for all Islamic banks is 54.73 

percent (SEA: 73.33 percent and GCC: 43.65 percent) (See Table 7.5). Panel A of Table 

7.9 shows that, of the three components in this category, “Audit committee 

responsibilities” has the highest number of disclosers (76.12 percent), followed by 

“Audit committee membership” with 61.19 percent of disclosures. The third 

component, “Audit committee charters” has fewer disclosers (26.87 percent). Panel B of 

the table shows that the percentage of disclosers in all three components is higher in the 

SEA region than in the GCC region. 

Table 7.9  

Extent of CG Disclosure under the Category of “Audit Committee” 

 

Panel A: All countries 

Components of disclosure No of disclosers % N 

47. Audit committee membership 41 61.19 67 

48. Audit committee charters 18 26.87 67 

49. Audit committee responsibilities 51 76.12 67 

Panel B: Region 

 

Components of disclosure 

SEA (N=25) GCC (N=42) 

No of 

disclosers 

% N No of 

disclosers 

% N 

47. Audit committee membership 20 80.00 25 21 50.00 42 

48. Audit committee charters 14 56.00 25 4 9.52 42 

49. Audit committee responsibilities 21 84.00 25 30 71.43 42 

 

7.4.5 Risk Management 

The mean disclosure in this category “Risk Management” for all Islamic banks is 71.64 

percent (SEA: 80.80 percent; GCC: 66.19 percent) (See Table 7.5). Again, Panel A of 

Table 7.10 reports the number of disclosers for each of the components of the category 

for all countries, while Panel B classifies the information by region. The table shows 

that all of the banks make disclosures with respect to the component “Disclosure on the 

bank’s risk management strategy, policy and system to identify, measure, analyse and 

mitigate the risks” (100 percent). Further, more than 90 percent of banks disclose the 

components “Nature and amount of related party transaction” (94.03 percent) and 

“Balances due from or due to the related party as of the statement of financial position 
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date” (92.54 percent). The lowest number of disclosers is found for the component 

“Risk management charters” (22.39 percent). Panel B shows mixed results between the 

two regions, but generally the percentage of disclosers is higher for the SEA region than 

for the GCC region. 

Overall, risk management disclosure is high and this is likely to be due to the fact that 

many of the items are enforced or influenced by IFRS/IAS, which are followed by most 

of the Islamic banks in the SEA and GCC region.  
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Table 7.10 

Extent of CG Disclosure under the Category of “Risk Management” 

 

Panel A: All countries 

Components of disclosure No of 

disclosers 

% N 

50. Disclosure on the bank’s risk management strategy, 

policy and system to identify, measure, analyse and 

mitigate the risks 

 

 

67 

 

 

100 

 

 

67 

51. Treatment of material events 30 44.78 67 

52. Bank matters for which members of the board or 

senior management have material interests either 

directly, indirectly, or on behalf of third parties 

 

 

53 

 

 

79.10 

 

 

67 

53. Contingent liabilities 54 80.60 67 

54. Risk management committee membership 32 47.76 67 

55. Risk management committee charters 15 22.39 67 

56. Risk management committee responsibilities 45 67.16 67 

57. Related party transactions - Nature of the relationship 

where control exists 

 

59 

 

88.06 

 

67 

58. Nature and amount of related party transaction 63 94.03 67 

59. Balances due from or due to the related party as of the 

statement of financial position date 

 

62 

 

92.54 

 

67 

Panel B: Region 

 

 

Components of disclosure 

SEA (N=25) GCC (N=42) 

No of 

disclosers 

% N No of 

disclosers 

% N 

50. Disclosure on the bank’s risk management 

strategy, policy and system to identify, 

measure, analyse and mitigate the risks 

 

 

25 

 

 

100 

 

 

25 

 

 

42 

 

 

100 

 

 

42 

51. Treatment of material events 21 84.00 25 9 21.43 42 

52. Bank matters for which members of the 

board or senior management have material 

interests either directly, indirectly, or on 

behalf of third parties 

 

 

 

20 

 

 

 

80.00 

 

 

 

25 

 

 

 

33 

 

 

 

78.57 

 

 

 

42 

53. Contingent liabilities 24 96.00 25 30 71.43 42 

54. Risk management committee membership 17 68.00 25 15 35.71 42 

55. Risk management committee charters 8 32.00 25 7 16.67 42 

56. Risk management committee 

responsibilities 

 

19 

 

76.00 

 

25 

 

26 

 

61.90 

 

42 

57. Related party transactions - Nature of the 

relationship where control exists 

 

20 

 

80.00 

 

25 

 

39 

 

92.86 

 

42 

58. Nature and amount of related party 

transaction 

 

25 

 

100 

 

25 

 

38 

 

90.48 

 

42 

59. Balance due from or due to the related party 

as of the statement of financial position date 

 

23 

 

92.00 

 

25 

 

39 

 

92.86 

 

42 
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7.4.6 Public Disclosures 

The mean CG disclosure in this category “Public disclosure” is 36.14 percent (SEA: 

38.25 percent and GCC: 34.88 percent) (See Table 7.5). Most of the disclosures in this 

category are voluntary for most of the countries in the study, except for Islamic banks in 

Bahrain and Qatar, where disclosures were made mandatory by the AAOIFI standards 

(See Appendix C and Appendix F, Table F27). Table 7.11 shows the number of 

disclosing banks for each of the components of this category, with Panel A reporting 

details for all countries and Panel B distinguishing between the two regions. “Disclosure 

of the bank’s responsibility zakat” and “Relations with depositors, investors, creditors 

and suppliers” have the highest number of disclosers (68.66 percent. There is a lack of 

disclosure on “Statement of sources and uses of qardhul hassan fund” (6.15 percent 

disclosers) and “Disclosure on qardhul hassan policies  

Table 7.11 

Extent of CG Disclosure under the Category of “Public Disclosures” 

 

Panel A: All countries 

Components of disclosure No of 

disclosers 

% N 

67. Disclosure on the bank’s responsibility on zakat
107

 46 68.66 67 

68. Method used for determining the zakat base 28 42.42 66 

69. Disclosure on the amount of zakat due from each share 

(In the case that Islamic banks do not pay zakat) 

 

10 

 

23.81 

 

42 

70. Disclosure on whether or not the Islamic banks collect 

and pay zakat on behalf of holders of investment 

accounts 

 

31 

 

46.27 

 

67 

71. Zakat distribution and beneficiaries 9 22.50 40 

72. Shari’ah Supervisory Board attestation regarding zakat 33 49.25 67 

73. Statement of sources and uses of zakat fund 12 19.05 63 

74. Statement of sources and uses of qardhul hassan fund 4 6.15 65 

75. Disclosure on qardhul hassan policies and practices 4 6.06 66 

76. Disclosure on the bank’s discharge of their social and 

environmental responsibilities for the stakeholders 

(communities) 

 

 

34 

 

 

50.75 

 

 

67 

77. Management/employee relations 8 11.94 67 

78. Relations with depositors, investors, creditors and 

suppliers 

 

46 

 

68.66 

 

67 

79. Human resource practices 26 38.81 67 

                                                 
107

Zakat should be treated as a non-operating expense and included in the determination of net income of the year. 

Unpaid zakat will be accounted for as a liability in the balance sheet. A Statement of Zakat and Charity Fund must be 

presented by the Islamic financial institutions in its corporate reports to show zakat due from the banks together with 
zakat received from other sources (Ahmed, 2002)107. 
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Table 7.11 

Extent of CG Disclosure under the Category of “Public Disclosures” (continued) 

Panel B: Region 

 

 

Components of disclosure 

SEA (N=25) GCC (N=42) 

No of 

disclosers 

% N No of 

disclosers 

% N 

67. Disclosure on the bank’s responsibility on 

zakat 

 

19 

 

76.00 

 

25 

 

27 

 

64.29 

 

42 

68. Method used for determining the zakat base 12 50.00 24 16 38.10 42 

69. Disclosure on the amount of zakat due from 

each share (In the case that the Islamic 

banks do not pay zakat) 

 

 

1 

 

 

9.09 

 

 

11 

 

 

9 

 

 

29.03 

 

 

31 

70. Disclosure on whether or not the Islamic 

banks collect and pay zakat on behalf of 

holders of investment accounts 

 

 

13 

 

 

52.00 

 

 

25 

 

 

18 

 

 

42.86 

 

 

42 

71. Zakat distribution and beneficiaries 4 21.05 19 5 23.81 21 

72. Shari’ah Supervisory Board attestation 

regarding zakat 

 

10 

 

40.00 

 

25 

 

23 

 

54.76 

 

42 

73. Statement of sources and uses of zakat fund 2 8.70 23 10 25.00 40 

74. Statement of sources and uses of qardhul 

hasan fund 

 

3 

 

13.04 

 

23 

 

1 

 

2.38 

 

42 

75. Disclosure on qardhulhasan policies and 

practices 

 

2 

 

8.33 

 

24 

 

2 

 

4.76 

 

42 

76. Disclosure on the bank’s discharge of their 

social and environmental responsibilities for 

the stakeholders (communities) 

 

 

12 

 

 

48.00 

 

 

25 

 

 

22 

 

 

52.38 

 

 

42 

77. Management/employee relations 8 32.00 25 0 0 42 

78. Relations with depositors, investors, 

creditors and suppliers 

 

17 

 

68.00 

 

25 

 

29 

 

69.05 

 

42 

79. Human resource practices 10 40.00 25 16 38.10 42 

and practices” (6.06 percent disclosers) which might be due to the fact that this type of 

disclosure is voluntary in all the countries under the scope of the study (See Appendix C 

and Appendix F, Table F27). More than half of Islamic banks disclose information on 

“Disclosure of the bank’s discharge of their social and environmental responsibilities 

for the stakeholders (communities)” (50.75 percent disclosers).  

There seems to be lack of a disclosure on zakat and qard related information. However, 

there seems to be higher disclosure on bank’s relationship with depositors, investors, 

creditors and suppliers. Furthermore, Panel B shows mixed results with respect to the 

two regions. Of the 13 components of this category, seven have a higher percentage of 

disclosers in the SEA region and six have a higher percentage in the GCC region. 
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7.4.7 Appropriate Enforcement of Governance Principles and Standards 

There is only one component in this category. The mean disclosure level of this 

category is 49.25 percent (SEA: 80 percent; GCC: 30.95 percent) (See Table 7.5 and 

Panel A of Table 7.12). Except for Thailand, this type of disclosure is considered 

voluntary (See Appendix C and Appendix F, Table F31). Although suggested by the 

OECD (2004), Part VA(2), the IFSB 3 (2006), para 65 (v), and the BCBS (2006), para 

50 (See Appendix B), no guidance or example is given on how to provide this type of 

disclosure. The lack of guidance probably has led to the relatively low number of 

disclosers. 

Table 7.12 

Extent of CG Disclosure under the Category of “Appropriate Enforcement of 

Governance Principles and Standards” 

 

Panel A: All countries 

Components of disclosure No of 

disclosers 

% N 

80. A narrative statement as a compliance statement of the 

Islamic banks to the Principles and the Best Practices 

and the Best Practices as set out by either the AAOIFI, 

IFSB, OECD, BCBS, local laws and regulations or any 

other global prudential standards applicable to the 

Islamic banks 

 

 

33 

 

 

49.25 

 

 

67 

Panel B: Region 

 

 

Components of disclosure 

SEA (N=25) GCC (N=42) 

No of 

disclosers 

% N No of 

disclosers 

% N 

81. A narrative statement as a compliance 

statement of the Islamic banks to the 

Principles and the Best Practices and the 

Best Practices as set out by either the 

AAOIFI, IFSB, OECD, BCBS, local laws 

and regulations or any other global 

prudential standards applicable to the 

Islamic banks 

 

 

 

20 

 

 

 

80.00 

 

 

 

25 

 

 

 

13 

 

 

 

30.95 

 

 

 

42 

 

 

7.5 Concluding Remarks 

This section has summarised the descriptive statistics in relation to the extent of CG 

disclosures and SSB Report disclosures. Firstly, the nature and extent of CG and SSB 

Report disclosures are examined generally, then subsequently the details of the 

individual components in the respective categories were analysed. Based on the 
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analysis, it is revealed that the mean score for CG disclosures for the Islamic banks is 

below 50 per cent i.e. at 48.82 percent (See Table 7.1). It is also interesting to note that 

although some of the disclosures are mandatory, Islamic banks have not been fully 

compliant with these disclosure requirements (mean mandatory CG disclosure for all 

Islamic banks: 69.76 percent). The mean voluntary CG disclosures for all Islamic banks 

is at 37.01 percent (See Table F1, Appendix F).  Only a few categories “General (75.37 

percent)”, “Effective Shari’ah compliance structures (51.05 percent)”, “Effective 

oversight (50.72 percent)”, ”Audit committee (54.73 percent)” and  “Risk management 

(71.64 percent)” are disclosed at more than 50 percent (See Table 7.5).On the other 

hand, the categories with the least disclosure are “Avoidance of conflicts of interest 

(11.94 percent), “Fit and proper conditions for board and management (35.82 percent)” 

and “Public disclosures (36.14 percent)”. Although the “Avoidance of conflict of 

interest” category is proposed by OECD (2004), Annotation Part VA(5) and United 

Nations Conference on Trade and Development (UNCTAD) (2006), paragraph E5, 

guidance is not given on how the disclosure is supposed to be presented in the corporate 

reports by any CG guidelines. Islamic banks in the GCC are not mandated to establish 

the nomination committee thus providing a rationale for mean CG disclosures of “Fit 

and proper conditions for board and management” categories at 35.82 percent. In the 

“Public disclosures (36.14 percent)” category, it is revealed that not many Islamic banks 

disclose information on zakat and qard related information, although higher disclosures 

on banks discharging their corporate social responsibilities is needed.The average level 

of disclosure in the SSB Report is 39.1 percent.  

The next chapter provides evidence on the factors that are associated with CG 

disclosures and SSB Report disclosures in the corporate annual reports of Islamic banks. 
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CHAPTER 8 : EMPIRICAL RESULTS 

 

8.1 Introduction 

Chapter eight reports and discusses the results of the study. Section 8.2 provides descriptive 

statistics for all the variables being studied. The results of the univariate tests are reported in 

section 8.3. Section 8.4 discusses the results of the multivariate analysis designed to test the 

hypotheses relating to corporate governance (CG) disclosures. In section 8.5, the results of 

the multivariate analysis to test the hypotheses on the Shari’ah Supervisory Board (SSB) 

Report disclosures are discussed.  Section 8.6 discusses the results relating to tests of 

Hypotheses 10a to 10c comparing disclosures between the two regions while section 8.7 

discusses the testing of Hypothesis 12 concerning zakat payers. The final two sections 

summarise the findings and draw some conclusions. 

8.2 Descriptive Statistics for Variables used in the Model 

Table 8.1 reports the descriptive statistics on all the variables used in the sample. The 

descriptive statistics are explained on the basis of the raw data. Panel A of Table 8.1 depicts 

the descriptive statistics of the dependent variables
108

 and the continuous independent 

variables while Panel B provides the distribution of the dichotomous independent variables. 

The mean aggregrate CG disclosure score is 48.82 percent (37.01 percent for voluntary CG 

disclosure and 69.76 percent for mandatory CG disclosure). The breakdown of the results has 

been explained in detail in chapter seven, while this chapter reports the investigation of the 

determinants of such disclosure.   

The average total asset (size) is US$ 4,725m
109

. The mean ratio of investment account (IA) to 

equity is 285 times. In terms of the CG structure of Islamic banks, the average board size is 

eight members while the average audit committee (AC) size is two members. Most of the 

Islamic banks separated the chief executive officer (CEO) and the board chair position (96 

percent). To oversee the Shari’ah compliance of the Islamic banks, they are supported by a  

                                                 
108 Descriptive statistics for VCGDINDEX and MCGDINDEX for respective regions and countries are presented in Table 

F1, F2, F3 and F4, Appendix F. 
109

All the figures in this section are rounded up. 
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Table 8.1 

Descriptive Statistics for all the Variables in the Study 
Panel A: Descriptive Statistics for Independent Continuous Variables 

Variable Minimum Maximum Mean  Standard 

deviation 

Median 

Dependent Variables: 

CGDINDEX 14.000% 84.000% 48.820% 0.165 0.506 

VCGDINDEX 6.000% 80.000% 37.010% 0.184 0.353 

MCGDINDEX 25.000% 96.000% 69.760% 0.143 0.724 

SSBRINDEX 0 86.670% 39.105% 0.290 0.400 

Independent Variables: 

CG_STRENGTH 0 3 1.5600 0.705 1.000 

BoardSize 3 13 8.150 2.455 9.000 

ACSize 0 6 2.130 1.766 3.000 

SSB_STRENGTH 0 3 1.430 0.850 2.000 

SSBSize 3 7 3.850 1.157 3.000 

SSBCrossMember 0 34.670 9.308 10.131 5.333 

SSBExperience 0 100 27.026% 24.857% 28.571% 

IAHEQUITY 0.01 9251.800 285.360 1567.989 3.783 

SIZE (USD million) 12.09 45,527.922 4,724.553 7,929.131 2,384.921 

POLICIV 5 13 9.420 1.813 10.000 

MUSPOP 46.000% 100.000% 77.022% 15.808% 81.200% 

Panel B: Frequencies for Dichotomous Variables 

Variable Coding No. of Firms in Sample Percentage of Sample 

INDChair 0 2 4 

 1 48 96 

LEGAL 0 47 70.100 

 1 20 29.900 
CGDINDEX = Total number of aggregate CG disclosures made divided by total possible number of aggregate CG 

disclosures 

VCGDINDEX = Total number of voluntary CG disclosures made divided by total possible number of voluntary CG 

disclosures 

MCGDINDEX = Total number of mandatory CG disclosures made divided by total possible number of mandatory CG 

disclosures 

SSBRINDEX  Total number of disclosures made by the SSB in its report divided by total possible number of 

disclosures in the SSB Report 

CG_STRENGTH = BODSIZE + ACSIZE + INDCHAIR  

BODSIZE = 1 for number of directors on the board of directors (board) above the median of  9 

members, 0 otherwise 

ACSIZE = 1 for number of directors in the audit committee (AC) above the median of  3 members, 0 

otherwise 

INDCHAIR = 1 when the CEO and the Chairman of the Board are separate people and 0 otherwise 

BoardSize = The number of board members 

ACSize = The number of AC members 

SSB_STRENGTH = SSBSIZE + SSBCRMEMB + SSBEXP 

SSBSIZE = 1 for the number of SSB members above the median of 3, 0 otherwise 

SSBCRMEMB= 1 for the average number of cross-memberships of the SSB member in institutions 

offering Islamic financial services above the median of 5.333, 0 otherwise 

SSBEXP=1 for the number of SSB members formally trained in accounting, banking, economics or 

finance above the median of 0.286, 0 otherwise 

SSBSize = The number of SSB members 

SSBCrossMember = The average number of cross-memberships of the SSB member in Islamic financial services firms 

SSBExperience = The percentage of SSB members formally trained in accounting, banking, economics or finance 

IAHEQUITY = The ratio of IA to equity 

SIZE = Islamic bank total assets in US$ 

POLICIV = Overall combined index scores of political rights and civil liberties based on the work of Gastil 

(1981) and Freedom House (2009) for the given nation: 1 (freedom) to 14 (repression)  

MUSPOP = Ratio of Muslim population to the total population 

INDChair = 1 when the CEO and the Chairman of the Board are separate people and 0 otherwise 

LEGAL = 1 if common law, 0 others 
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Shari’ah Supervisory Board (SSB) with an average size of four members. Every SSB 

member holds an average of nine SSB positions. About 27 percent of the SSB members have 

experience in accounting, banking, economics or finance. 

Most of the Islamic banks in this study are located in countries with a high Muslim 

population (average of 77 percent population to the total population), in countries with a high 

level of political and civil repression (average score of nine). Further, most of the Islamic 

banks in the study are located in code law countries (70 percent). 

 

8.3 Univariate Testing 

As mentioned in the research design chapter, to measure the association between the 

dependent variable and continuous independent variables, both parametric (Pearson product-

moment correlation) and non-parametric (Spearman Pairwise Correlation) coefficients (r) are 

computed. The same tests are run on the disclosure in the SSB report. As for the association 

between dependent variables and nominal independent variables, both parametric 

(independent samples t test) statistics and non-parametric (Mann-Whitney test) statistics are 

conducted on the sample. 

 

8.3.1 CG Disclosures 

Table 8.2 shows the results of both parametric (independent samples t tests) and non-

parametric (Mann-Whitney tests) on CG disclosures and the nominal independent 

variables
110

. An independent samples t test is used to compare the aggregate CG disclosures 

reported by Islamic banks located in common law countries (n = 20) to the aggregate CG 

disclosures reported by Islamic banks located in code law countries (n = 47)
111

. The t test was 

statistically significant with Islamic banks located in common law countries (Mean = 0.565, 

SD = 0.143)reporting mean aggregate CG disclosures some 0.108 higher at, 95% confidence 

intervals (CI) [-0.193, -0.024], than Islamic banks located in code law countries 

(Mean=0.457, SD=0.165), t(65) = -2.558, p< 0.05, two-tailed.  Similarly, the test on 

mandatory CG  

                                                 
110

Both the independent sample t test and the Mann-Whitney U test give similar results, hence there is less probability of a 

spurious association. 
111 Neither Shapiro-Wilk statistic is significant, indicating the assumption of normality is not violated. Levene’s test is also 

non-significant, thus equal variances can be assumed. 
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Table 8.2 

Results of Univariate Testing - Independent Samples t test/Mann-Whitney test Analysis between CG Disclosure and Nominal 

Independent Variables 

Independent Samples t test/Mann-Whitney test Analysis between CG Disclosure and Nominal Independent Variables 

 Aggregate Disclosure (CGDINDEX) Voluntary Disclosure (VCGDINDEX) Mandatory Disclosure (MCGDINDEX) 

Independent t test 

Variable Mean  

(Mean rank) 

Independent 

Samples t test 

(Mann-Whitney 

test) 

Mean  

(Mean rank) 

Independent 

Sample t tests 

(Mann-Whitney 

test) 

Mean  

(Mean rank) 

Independent 

Samples t test 

(Mann-Whitney 

test) 

 0 1 t-stat  

(z-stat) 

0 1 t-stat  

(z-stat) 

0 1 t-stat  

(z-stat) 

INDCHAIR 0.491 

(15.750) 

0.556 

(25.910) 

-0.716 

(-0.966) 

0.437 

(27.250) 

0.421 

(25.430) 

0.128 

(-0.173) 

0.590 

(8.500) 

0.727 

(26.210) 

-1.440 

(-1.684*) 

LEGAL 0.457 

(29.700) 

0.565 

(44.100) 

-2.558*** 

 (-2.768**) 

0.390 

(36.130) 

0.324 

(29.000) 

1.334 

(-1.371) 

0.670 

(30.090) 

0.764 

(43.200) 

-2.578** 

 (-2.522**) 

REGION 0.572 

(44.120) 

0.440 

(27.980) 

3.433*** 

(-3.280)*** 

0.360 

(32.580) 

0.376 

(34.850) 

-0.340 

(-0.136) 

0.777 

(45.040) 

0.651 

(27.430) 

3.813*** 

(-2.873)*** 

 Mean Standard 

deviation 

t-stat  

 

Confidence interval Mean Difference Mean Rank z stat 

Lower Upper 

CGDINDEX – 

code law vs. 

common law 

 

0.457 

(0.565) 

 

0.165 

(0.143) 

 

 

-2.558** 

 

 

-0.193 

 

 

-0.024 

 

 

-0.108 

  

MCGDINDEX – 

common law vs. 

code law 

 

0.655 

(0.764) 

 

0.137 

(0.125) 

 

 

-2.58** 

 

 

-0.168 

 

 

-0.021 

 

 

-0.109 

  

MCGDINDEX – 

CEO duality vs. 

separate position 

       

8.50 

(26.21) 

 

 

-1.684* 

Note: 

For the detailed description of the variables, refer to Table 8.1. 

 

*** significant at the 1 percent level (two-tailed)**; significant at the 5 percent level (two-tailed)*; significant at the 10 percent level (two-tailed) 
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disclosure levels of Islamic banks in code law countries (Mean = 0.669, n = 47) are 

significantly lower than those in the common law countries (Mean = 0.764, n = 20), by 

some 0.095 lower, 95% confidence intervals (CI) [-0.168, -0.021], t(65) = -2.58, p< 

0.05, two-tailed
112

. Nevertheless, there is no significant difference between the two 

groups in disclosing voluntary CG disclosures. 

 

 From the findings, it is observed that Islamic banks with a separate CEO and chair 

position (Mean Rank = 26.21, n = 48) disclose significantly more mandatory CG 

disclosures than Islamic banks with CEO duality (marginally significant at 10 percent 

level), (Mean Rank = 8.50, n = 2), U = 14, z = -1.684, p = 0.092, two-tailed
113

.  

However, there are no statistically significant differences between this variable and the 

level of either aggregate or voluntary CG disclosures. As there are specific hypotheses 

relating to differences across the two regions examined in this study, discussion of the 

univariate tests relating to the region variable are discussed in section 8.6. 

Table 8.3 provides the univariate analysis for the dependent and continuous variables 

based on the actual data. While both Pearson and Spearman correlation coefficients are 

reported, the following discussion is based on the non-parametric Spearman 

correlations. This is because of the small sample size and the violation of normality 

assumptions by many variables. . The results reveal that there is a significant and 

positive correlation between aggregate CG disclosures and CG strength. Furthermore, 

the results on aggregate CG disclosures are supported by the highly significant and 

positive correlation between board size, AC size and voluntary CG disclosures (both at 

1 percent significance level). There is also a significant and positive correlation between 

AC size and mandatory CG disclosures. When the three CG mechanisms are combined, 

the Spearman rho provides evidence that the combination is found to have a positive 

and significant correlation with aggregate CG disclosures (at the 5 percent level) and 

highly positive and significant correlation with voluntary CG disclosures (at the 

1percent level). The results provide preliminary evidence that the stronger the CG 

mechanisms, the higher the level of aggregate CG disclosures and voluntary CG 

disclosures. 

                                                 
112 Neither Shapiro-Wilk statistic is significant, indicating the assumption of normality was not violated. Levene’s test 

is also non-significant, thus equal variances can be assumed. 
113

The distribution of CG disclosure in examining the group in INDCHAIR  shows non-normality , thus the Mann-

Whitney test is used to analyse and interpret the results. 
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Table 8.3 

Results of Univariate Testing - Pearson/Spearman Pairwise Correlation Analysis 

Pearson 

(Spearman) 
CGD   

INDEX 

 

VCGDIND

EX 

MCGD 

INDEX 

CG 

STRENGTH 

BODSIZE ACSIZE  SSB 

STRENGTH 

SSBSIZE SSBCRMEMB SSBEXP IAHEQUITY SIZE 

CGDINDEX 1.000 

(1.000) 
0.814*** 

(0.775***) 
0.467*** 

(0.465***) 
0.316** 

(0.358**) 
0.096 

(0.113) 
0.669*** 

(0.613***) 
-0.134 

(-0.091) 
0.010 

(0.042) 
-0.158 

(-0.186) 
0.024 

(0.082) 
0.213* 

(0.118) 
-0.068 

(-0.108) 

VCGDINDEX 0.814*** 

(0.775***) 
1.000 

(1.000) 
0.115 

(0.074) 
0.443*** 

(0.517***) 
0.429*** 

(0.433***) 
0.452*** 

(0.451***) 
0.184 

(0.191) 
0.093 

(0.147) 
0.164 

(0.188) 
0.075 

(0.107) 
-0.043 

(-0.126) 
0.035 

(-0.005) 

MCGDINDEX 0.467*** 

(0.465***) 

0.115 

(0.074) 

1.000 

(1.000) 

-0.018 

(0.052) 

-0.170 

(-0.141) 

0.309** 

(0.276**) 

-0.232* 

(-0.244*) 

0.063 

(0.103) 

-0.362*** 

(-0.409***) 

-0.015 

(-0.010) 

0.352*** 

(0.367***) 

-0.071 

(0.059)  

CG 

STRENGTH 

0.316** 

(0.358**) 
0.443*** 

(0.517***) 
-0.018 

(0.052) 
1.000 

(1.000) 
0.618*** 

(0.636***) 
0.510*** 

(0.627***) 
0.015 

(0.003) 
-0.076 

(-0.045) 
0.053 

(0.047) 
-0.056 

(-0.054) 
-0.135 

(-0.119) 
0.307** 

(0.317**) 

BODSIZE 0.096 

(0.113) 
0.429*** 

(0.433***) 
-0.170 

(-0.141) 
0.618*** 

(0.636***) 
1.000 

(1.000) 
-0.017 

(-0.001) 
0.248* 

(0.236*) 
0.080 

(0.071) 
0.157 

(0.173) 
-0.060 

(-0.061) 
-0.318** 

(-0.356***) 
0.082 

(0.143) 

ACSIZE  0.669*** 

(0.613***) 
0.452*** 

(0.451***) 
0.309** 

(0.276**) 
0.510*** 

(0.627***) 
-0.017 

(-0.001) 
1.000 

(1.000) 
-0.299** 

(0.275**) 
-0.021 

(-0.034) 
-0.126 

(-0.185) 
-0.067 

(-0.110) 
0.165 

(0.138) 
0.061 

(0.080) 

SSB 

STRENGTH 

-0.134 

(-0.091) 
0.184 

(0.191) 
-0.232* 

(-0.244*) 
0.015 

(0.003) 
0.248* 

(0.236*) 
-0.299** 

(-0.275**) 
1.000 

(1.000) 
0.248* 

(0.251*) 
0.571*** 

(0.676***) 
0.622*** 

(0.653***) 
-0.264* 

(-0.322**) 
0.034 

(-0.068) 

SSBSIZE 0.010 

(0.042) 
0.093 

(0.147) 
0.063 

(0.103) 
-0.076 

(-0.045) 
0.080 

(0.071) 
-0.021 

(-0.034) 
0.248* 

(0.251*) 
1.000 

(1.000) 
-0.039 

(0.035) 
-0.230* 

(-0.263**) 
0.194 

(0.242*) 
0.379*** 

(0.458***) 

SSBCRMEMB -0.158 

(-0.186) 
0.164 

(0.188) 
-0.362*** 

(-0.409***) 
0.053 

(0.047) 
0.157 

(0.173) 
-0.126 

(-0.185) 
0.571*** 

(0.676***) 
-0.039 

(0.035) 
1.000 

(1.000) 
0.202 

(0.202) 
-0.389*** 

(-0.435***) 
-0.111 

(-0.198) 

SSBEXP 0.024 

(0.082) 
0.075 

(0.107) 
-0.015 

(-0.010) 
-0.056 

(-0.054) 
-0.060 

(-0.061) 
-0.067 

(-0.110) 
0.622*** 

(0.653***) 
-0.230* 

(-0.263**) 
0.202 

(0.202) 
1.000 

(1.000) 
-0.142 

(-0.142) 
-0.226* 

(-0.330**) 

IAHEQUITY 0.213* 

(0.118) 
-0.043 

(-0.126) 
0.352*** 

(0.367***) 
-0.135 

(-0.119) 
-0.318** 

(-0.356***) 
0.165 

(0.138) 
-0.264* 

(-0.322**) 
0.194 

(0.242*) 
-0.389*** 

(-0.435***) 
-0.142 

(-0.142) 
1.000 

(1.000) 
0.086 

(0.225*) 

SIZE -0.068 

(-0.108) 
0.035 

(-0.005) 
-0.071 

(0.059) 
0.307** 

(0.317**) 
0.082 

(0.143) 
0.061 

(0.080) 
0.034 

(-0.068) 
0.379*** 

(0.458***) 
-0.111 

(-0.198) 
-0.226* 

(-0.330**) 
0.086 

(0.225*) 
1.000 

(1.000) 

POLICIV -0.437*** 

(-0.503***) 
-0.158* 

(-0.156*) 
-0.394*** 

(-0.401***) 
0.124 

(0.118) 
0.247* 

(0.266**) 
-0.198 

(-0.274**) 
0.573*** 

(0.679***) 
0.122 

(0.042) 
0.482*** 

(0.636***) 
0.220 

(0.248*) 
-0.592*** 

(-0.526***) 
0.223* 

(0.186) 

Note: 

a. Figures in bold are Pearson correlation coefficients. 

b. Figures in parentheses are Spearman’s rho correlation coefficients. 

c. For the detailed description of the variables, refer to Table 8.1. 

d. *** significant at the 1 percent level (two-tailed);**  significant at the 5 percent level (two-tailed); *  significant at the 10 percent level (two-tailed) 
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Political and civil repression level is found to have highly significant and negative 

correlations (at the 1 percent significance level) with both aggregate and mandatory CG 

disclosures. The ratio of IA to equity is found to have a highly significant association 

with mandatory CG disclosure (at the 1 percent significance level). SSB strength is 

found to be negatively associated with mandatory CG disclosures (marginally 

significant at the 10 percent level), indicating that the higher the measure of SSB 

strength, the lower the level of mandatory CG disclosures. The result is supported by 

the highly negative and significant correlation (at the 1 percent level) between the SSB 

cross-membership and mandatory CG disclosures. However, the results contradict the 

expectation of a positive relationship with CG disclosures. The mixed results of the 

individual components of the SSB strength provide a preliminary indication of the lack 

ofcorrelation between SSB strength and CG disclosures. In addition, no correlation is 

found between Islamic bank size and CG disclosures. Further discussion on the 

significance of the variables is explored in section 8.4. 

8.3.2 Disclosures in the SSB Report 

Spearman’s rho in Table 8.4 indicates that SSB cross-memberships, which is one of the 

components of SSB strength, is highly and positively correlated (at the 1percent level) 

with disclosures in the SSB Report. Islamic bank size and the ratio of Muslim 

population to the total population in the country are negatively correlated (significant at 

the 5percent level) with SSB Report disclosures. These results suggest that, contrary to 

expectations, the higher the Islamic bank size and the ratio of Muslim population to the 

total population, the lower the level of disclosures in the SSB Report. 
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Table 8.4 

Results of Univariate Testing – Disclosures in the SSB Report 

Pearson/Spearman Pairwise Correlation Analysis 

Pearson 

(Spearman) 
SSBRINDE

X 

 

SSB 

STRENGT

H  

SSBSIZE SSBCRME

MB 

SSBEXP IAHEQUIT

Y 

SIZE MUSPOP 

SSBRINDEX 1.000 

(1.000) 
0.116 

(0.206) 
-0.048 

(-0.115) 
0.362*** 

(0.461***) 
0.069 

(0.130) 
-0.029 

(-0.045) 
-0.180 

(-0.266**) 
-0.220* 

(-0.243**) 

SSB 

STRENGTH  
0.116 

(0.206) 
1.000 

(1.000) 
0.248* 

(0.251*) 
0.571*** 

(0.676***) 
0.622*** 

(0.653***) 
-0.264* 

(-0.322**) 
0.034 

(-0.068) 
0.471*** 

(0.384***) 

SSBSIZE -0.048 

(-0.115) 
0.248* 

(0.251*) 
1.000 

(1.000) 
-0.039 

(0.035) 
-0.230* 

(-0.263**) 
0.194 

(0.242*) 
0.379*** 

(0.458***) 
0.017 

(-0.019) 

SSBCRMEMB 0.362*** 

(0.461***) 
0.571*** 

(0.676***) 
-0.039 

(0.035) 
1.000 

(1.000) 
0.202 

(0.202) 
-0.389*** 

(-0.435***) 
-0.111 

(-0.198) 
0.345*** 

(0.318**) 

SSBEXP 0.069 

(0.130) 
0.622*** 

(0.653***) 
-0.230* 

(-0.263**) 
0.202 

(0.202) 
1.000 

(1.000) 
-0.142 

(-0.142) 
-0.226* 

(-0.330**) 
0.203 

(0.180) 

IAHEQUITY -0.029 

(-0.045) 
-0.264* 

(-0.322**) 
0.194 

(0.242*) 
-0.389*** 

(-0.435***) 
-0.142 

(-0.142) 
1.000 

(1.000) 
0.086 

(0.225*) 
-0.437*** 

(-0.348***) 

SIZE -0.180 

(-0.266**) 
0.034 

(-0.068) 
0.379*** 

(0.458***) 
-0.111 

(-0.198) 
-0.226* 

(-0.330**) 
0.086 

(0.225*) 
1.000 

(1.000) 
0.138 

(0.106) 

MUSPOP 

 
-0.220* 

(-0.243**) 
0.471*** 

(0.384***) 
0.017 

(-0.019) 
0.345*** 

(0.318**) 
0.203 

(0.180) 
-0.437*** 

(-0.348***) 
0.138 

(0.106) 
1.000 

(1.000) 

Note: 

a. Figures in bold are Pearson correlation coefficients. 

b. Figures in parentheses are Spearman’s rho correlation coefficients. 

c. For the detailed description of the variables, refer to Table 8.1. 

 

*** significant at the 1% level (two-tailed) 

** significant at the 5% level (two-tailed) 

* significant at the 10% level (two-tailed) 
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8.4 Multiple Regression Analysis – CG Disclosures 

To estimate the extent of CG disclosures among Islamic banks that can be accounted for 

by the variables identified, a multiple regression analysis was performed using IBM 

SPSS Statistics 20. However, prior to the multiple regression analysis, several 

assumptions were evaluated, including the existence of significant multicollinearity 

between explanatory variables, homoscedasticity, the existence of measurement and 

specification errors and also the data distribution. There is no correlation which is above 

0.80 giving an indication of the absence of multicollinearity in the model (Field, 2009). 

In relation to the above problems, analysis of the residuals was undertaken. Further 

examination of the data indicated that the variables are free from univariate outliers 

except for the ratio of IA to equity which has been corrected from outliers by using the 

winsorising method
114

. Second, inspection of the normal probability plot of standardised 

residuals against standardised predicted values, indicated that the assumption of 

normality, linearity and homoscedasticity of residuals is met. Third, Mahalanobis 

distance did not exceed the critical chi-square value for any case in the data for all the 

models, indicating that multivariate outliers were not of concern. Mahalanobis distance 

exceeding the critical chi-square indicates the existence of one or more multivariate 

outliers.
 

Prior to estimating the multiple regression model, the data was checked for any 

deviation from normality and outliers. Normality was detected in several variables 

(CGDINDEX, VCGDINDEX,MCGDINDEX and LOGASSET). Some of the variables, 

(CG_STRENGTH, SSB_STRENGTH, IAHEQUITY, POLICIV and MUSPOP)  which 

did not achieve normality after various types of transformation (log, square root, inverse 

transformation) were undertaken, are recoded as dichotomous variables to correct their 

distribution (Model A, Table 8.4 and Model F, Table 8.5).  

Five separate regressions are conducted based on different transformations of the 

variables. These are ordinary least square (OLS) (Model A), untransformed OLS (model 

B), rank (Model C), normal scores on dependent variables (Model D) and normal scores 

on dependent and independent continuous variables (Model E). The CG disclosure 

models are tested using ‘the enter all variables’ procedure because the variables which 

                                                 
114

Winsorising has been used on IAHEQUITY and MUSPOP with a cut-off of 5 percent. 
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have been predicted to have an association with CG disclosures are hypothesised based 

on theory (Field, 2009). The findings, tabulated in Table 8.5 to Table 8.11, reveal that 

different transformation models yield slightly different results in the significance of 

variables and in the adjusted R
2
. 

 

8.4.1 Aggregate CG Disclosures 

The following regressions attempt to provide analyses of Hypotheses H1a, H2a, H4a, H6a, 

H8a and H9a. Table 8.5 shows that in the case of the standard OLS (Model A), the 

adjusted R
2
 is 0.157. CG strength has a significant and positive relationship (at the 5 

percent significant level) with the level of aggregate CG disclosures of Islamic banks. 

Using the untransformed (Model B), the adjusted R
2
 of 0.181 is higher than in the first 

model. Similar to the results in Model A, CG strength in Model B is found to have a 

positive and a significant relationship with aggregate CG disclosures at the 5 percent 

level. SSB strength in Model B is also found to have a significant and positive 

relationship with aggregate CG disclosures at the 5 percent level. On the other hand, the 

relationship between the level of political and civil repression and aggregate CG 

disclosures is found to be negative and significant at the 5 percent level.  
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Table 8.5 

Regression Analysis of Determinants of CG Disclosure– Aggregate CG Disclosures 

 

CGDINDEX = α + 1CG_STRENGTH +2SSB_ STRENGTH + 3IAHEQUITY + 4SIZE + 5 POLICIV + 

6LEGAL +  

Independent variable Model A 

OLS 

(N=45) 

Model B 

Untransformed 

(N=45) 

Model C 

Ranked 

(N=45) 

Model D 

Normal 

Scores
115

(N=45) 

Model E 

Both Normal 

Score (N=45) 

Constant 0.325 

(1.130) 
0.472* 

(1.951) 
28.075*** 

(2.967) 
0.001 

(0.001) 
0.166 

(1.177) 

CG_STRENGTH 0.089** 

(2.565) 
0.067** 

(2.651) 
0.570*** 

(3.385) 
0.458*** 

(2.825) 
0.405*** 

(2.808) 

SSB_STRENGTH -0.011 

(-0.135) 
0.062** 

(2.531) 
0.546*** 

(2.913) 
0.420** 

(2.656) 
0.422** 

(2.667) 

IAHEQUITY 0.008 

(0.202) 
-0.003 

(-0.607) 
-0.118 

(-0.902) 
-0.021 

(-0.640) 
-0.123 

(-1.059) 

SIZE 0.021 

(0.638) 
0.021 

(0.751) 
0.019 

(0.138) 
0.108 

(0.608) 
0.104 

(0.783) 

POLICIV -0.114 

(-1.661) 
-0.033** 

(-2.524) 
-0.540** 

(-2.536) 
-0.217** 

(-2.576) 
-0.531*** 

(-2.856) 

LEGAL 0.022 

(0.513) 
0.051 

(1.302) 
8.000 

(1.428) 
0.380 

(1.515) 
0.329 

(1.291) 

Std. error 0.104 0.102 13.074 0.655 0.645 

F-value 2.364 2.617 3.649 2.860 3.153 

Sig. F 0.049** 0.032** 0.006*** 0.021** 0.013** 

R square 0.272 0.292 0.366 0.311 0.332 

Adj. R Square 0.157 0.181 0.265 0.202 0.227 

Minimum mean square 

error 

 

0.011 

 

0.010 

 

170.916 

 

0.429 

 

0.416 

Note: 

a. Model A is based on simple OLS. 

b. Model B is based on the OLS of untransformed variables. 

c. Model C is based on ranked regression whereby all continuous variables are transformed into rank before 

running the OLS. 

d. In Model D, dependent variable is transformed into normal score before running the OLS. 

e. In Model E, both dependent and independent continuous variable is transformed into normal score before 

running the OLS.   

f. Figures in bold are regression coefficients. 

g. Figures in parentheses are t-statistics. 

h. ***significant at 1 percent level (two-tailed);**  significant at 5 percent level (two-tailed);*significant at 10 

percent level (two-tailed) 

 

  

                                                 
115For Model D, an alternative test is run to confirm the robustness of the results (See Table H1, Appendix H).      
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Table 8.5 

Regression Analysis of Determinants of CG Disclosure– Aggregate CG Disclosures 

(continued) 

   

CGDINDEX = Total number of aggregate CG disclosures made divided by total possible number of 

aggregate CG disclosures 

CGSTRENGTH = BODSIZE + ACSIZE + INDCHAIRwhere 

BODSIZE=1 for number of directors on the board above the median of  9 members, 0 

otherwise 

ACSIZE = 1 for number of directors in the committee above the median of  3 

members, 0 otherwise 

INDCHAIR = 0 for CEO is also chair, 1 otherwise 

SSB STRENGTH = SSBSIZE + SSBCRMEMB + SSBEXP where 

SSBSIZE = 1 for the number of SSB members above the median of 3, 0 otherwise 

SSBCRMEMB= 1 for the average number of cross-membership of the SSB member 

in institutions offering Islamic financial services above the median of 5.5, 0 

otherwise 

SSBEXP=1 for the number of SSB members formally trained in accounting, banking, 

economic or finance above the median of 0.286, 0 otherwise 

IAHEQUITY = The ratio of IA to equity 

SIZE = Islamic bank total assets (log) 

LEGAL = 1 if common law, 0 code law 

POLICIV = Overall combined index scores of political rights and civil liberties based on the work 

of Gastil (1981)and Freedom House (2009)for the given nation: 1 (freedom) to 14 

(repression).  

 

Model C (the ranked regression) produced the best results among all the models, with 

an adjusted R
2
 of 0.265. CG strength is found to have a highly significant and positive 

relationship at the 1 percent level with aggregate CG disclosures. Similar to Model B, 

there is a significant and positive relationship between SSB strength and aggregate CG 

disclosures at the 5 percent level. There is also a significant and negative relationship (at 

the 5 percent level) between the level of political and civil repression and aggregate CG 

disclosures.  

Model D results in an adjusted R
2
 of 0.202. Similar to Models B and C, CG strength and 

SSB strength are significant and positively related to aggregate CG disclosures (at the 1 

and 5 percent levels respectively) while the level of political and civil repression is 

negatively related to aggregate CG disclosures (at the 5 percent level). Similar to Model 

B, C and D, Model E (with an adjusted R
2
 of 0.227), reveals that CG and SSB strength 

have a significant and positive impact on CG disclosures (at the 1 percent and 5percent 

levels respectively). The level of political and civil repression is found to have a highly 

significant and negative impact on CG disclosures (at the 1 percent level).  
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The analysis of variance (ANOVA) of all the models on aggregate CG disclosures is 

significant at least at the 5 percent level, indicating the R
2
 departs significantly from 

zero. CG strength is also found to be positively related to aggregate CG disclosuresin all 

the models. This result is consistent with prior studies on board size (Adawi and 

Rwegasira, 2011; Anderson et al., 2004; Holder-Webb et al., 2010), AC size (Zaluki 

and Wan Hussin, 2009; Anderson et al., 2004) and CEO duality(Beasley, Carcello and 

Hermanson, 1999; Ben-Amar and Boujenoui, 2007; Carcello and Nagy, 2004a). For 

instance, Anderson et al. (2004) found that both the board size and the AC size have 

negative relationships with the cost of debt due to the reliance of creditors on the annual 

corporate reports issued by companies with a larger board and AC size. Adawi and 

Rwegasira (2011) found that board size in the UAE has a positive significant 

relationship with voluntary disclosures. Holder-Webb et al. (2010), in their 

investigations of 50 US firms, found that board size is associated with most of the 

governance variables investigated. They investigated board structure and processes, 

ethics, independence, investors’ rights and oversights of management. Only disclosures 

in relation to executive compensation disclosure had no association with CG disclosure. 

Zaluki and Wan Hussin (2009)found that the greater the number of AC members, the 

more accurate is the initial public offering (IPO) earnings forecast.  

In respect of the CEO duality relationship with CG reporting, Ben-Amar and Boujenoui 

(2007) found a negative relationship between CEO duality and CG reporting. Their 

results suggest that CEO duality affects board independence, limits effectiveness in 

managing firms and accordingly constrains CG disclosure. Moreover, Beasley et al. 

(1999), Dechow et al. (1996) and Carcello and Nagy (2004b) found that most of the 

financial fraud cases are committed by firms with CEO duality. Abbott, Park and Parker 

(2000) also found that the companies with the CEO duality are more likely to be 

exposed to sanctions. The results of the current study could provide future research 

opportunities to explore the associations of various CG dimensions with CG 

characteristics in the context of Islamic banks as well as conventional banks. 

From this study, it is found that board size, AC size and independent chair appear to be 

strengthened by each other. This result suggests that board size, AC size and 

independent chair may play a ‘complementary’ instead of a ‘substitutive’ role to provide 

effective monitoring. Leftwich et al. (1981) and Ho and Wong (2001) argue that the 

adoption of more than one CG mechanism could strengthen companies and provide an 
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“intensive monitoring package” while at the same time reduce managerial opportunism 

and information asymmetry. Therefore, using the combined factors (board size, AC size 

and independent chair) could provide an effective package of CG mechanisms with a 

positive effect on disclosures, as argued by Arcay and Vazquez (2005). Further 

discussion on which CG mechanisms contribute more to the extent of CG disclosure is 

undertaken in section 8.4.4. 

SSB strength is found to be significant in four of the five models examined on aggregate 

CG disclosure. The results are expected due to the Shari’ah review procedure 

undertaken by the SSB which also includes the examination of financial reports 

(AAOIFI GSIFI 2, 2010e). If the SSB can be said to play a role in assuring Shari’ah 

compliance, it can also be expected that the board will encourage management to 

disclose CG information useful to Islamic bank stakeholders (including Shari’ah 

governance information and other important Islamic bank-specific disclosures). Hence, 

during the process of Shari’ah review, the SSB could influence CG disclosure provided 

by management in the corporate annual reports of Islamic banks.  

Similar to the CG strength argument, the individual SSB characteristics may play a 

complementary or substitutive role in affecting CG disclosure. A Shari’ah governance 

mechanism might be strengthened by the existence of other SSB characteristics. The 

characteristics might support (complement) or replace (substitute) each other as argued 

by Farook et al. (2011). Using the combined SSB factors may provide a more complete 

picture of the Shari’ah governance mechanisms as a package and their effect on 

disclosure transparency (Farook et al., 2011).  

By having a larger SSB size, the functions and duties of the SSB could be divided 

among the members, thereby allowing certainmembers to focus on corporate reporting 

during their Shari’ah review procedure. Similar to the arguments relating to 

interlocking directorships (Dahya et al.  1996), having cross-memberships in other 

Islamic banks could provide members of the SSB with more experience, enabling them 

to make comparisons of CG best practices among Islamic banks. Also, similar to the 

arguments on audit committee expertise (Abbott et al.,  2003; Bedard et al., 2004; Kent 

and Stewart,  2008), the effectiveness of the SSB in influencing disclosure in the annual 

reports is likely to be affected by the expertise of its members in the areas of 

accounting, financial reporting, banking, economics or finance. Members with this 
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expertise are also more likely to understand the importance of disclosure to 

stakeholders.  

Islamic banks located in countries with more freedom in their political and civil systems 

tend to provide more CG disclosures. Political and economic stability is closely related. 

Both could provide a strong background in developing a good accounting and reporting 

system. Foreign investors depend on political stability in order to execute their 

investment decisions. Political instability can be caused by an inefficient economy, lack 

of awareness on the notions of accountability and obstacles such as bureaucracy hurdles 

and political corruption (Iqbal, 2002). The level of political rights and civil repression is 

identified as negatively significant in its association with aggregate CG disclosures in 

four of the five models (although the degree of significance varies), that is, the higher 

the measure of the level of political rights and civil repression, the lower the level of 

aggregated CG disclosure. This results is consistent with Farook et al. (2011) and 

Williams (1999). Farook et al. (2011) and Williams (1999) found that companies 

located in countries with more freedom and many social interest bodies provide more 

corporate social disclosures. Williams (1999) found that political and civil repression in 

the Asia Pacific countries (Malaysia, Hong Kong, Singapore, Australia, the Phillipines, 

Thailand and Indonesia) is negatively related to the quantity of voluntary environmental 

and social accounting disclosure practices. Farook et al., (2011), using a similar 

measure to the current study, found that the level of political rights and civil repression 

explains part of the variation in corporate social responsibility disclosures in their 

investigation of 47 Islamic banks in 14 countries (Bahrain, Bangladesh, Egypt, Iran, 

Jordan, Kuwait, Malaysia, Pakistan, Qatar, Saudi Arabia, Sudan, Turkey, United Arab 

Emirates and Yemen). 

Based on the above discussion, Hypothesis H1a (CG strength), H2a (SSB strength) and 

H8a (the level of political and civil repression) are supported in terms of their 

relationship with aggregate CG disclosures. Hypotheses H4a, H6a and H9a on association 

between the ratio of IA to equity, size of the Islamic bank, legal system and aggregate 

CG disclosures are not supported. 

The aggregate CG disclosure model comprises both the voluntary and mandatory CG 

disclosures. Thus, in order to enhance the understanding of CG disclosure practices by 
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Islamic banks, CG disclosures are disaggregated into voluntary and mandatory CG 

disclosures. 

 

8.4.2 Voluntary CG Disclosures 

The following regressions attempt to provide analyses of Hypotheses H1b, H2b, H4b, H6b, 

H8b and H9b. Referring to Table 8.6, it is found that in the case of the standard OLS 

(Model A), the adjusted R
2
 is 0.423. CG strength is found to have a highly significant 

and positive association with voluntary CG disclosures (at the 1 percent significance 

level). Islamic bank size is also marginally associated with voluntary CG disclosures at 

a 10 percent significance level. The variable measuring legal system is found to be 

highly significant and negatively associated (at the 1 percent level) with voluntary CG 

disclosures, indicating that Islamic banks in code law countries have a higher level of 

disclosure than those in common law countries.  

The untransformed OLS model (Model B), with an adjusted R
2
 of 0.457, is slightly 

stronger than Model A. CG strength and SSB strength have significant and positive 

relationships with voluntary CG disclosures (at a 1 percent level). The variables 

measuring the level of political and civil repression and is found to be negative and 

significant in their association with voluntary CG disclosures (at the 5 percent level). 

The results also indicate that Islamic banks in code law countries are associated with 

higher levels of voluntary CG disclosure than those in common law countries while 

those more repressed countries have lower levels of CG disclosure. 

Model C, with the highest adjusted R
2
 of 0.527, (the rank regression) has five 

significant variables in its regression. These are CG strength, SSB strength, size of 

Islamic banks, the level of political and civil repression and the legal system. Model D 

(dependent variable transformed into normal scores) produces similar results to Model 

B with an adjusted R
2
 of 0.467. Model E (transformation of both the dependent and 

independent variables) produces similar results to Model C with an adjusted R
2
 of 

0.490. 

From the results, two variables are found to be significant across all of the five models 

(although the degree of significance varies). These are CG strength and legal system. 

CG strength is found to be positive and significantly associated with CG disclosures 
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which is consistent with many studies on board size (Adawi and Rwegasira, 2011; 

Anderson et al., 2004), AC size (Zaluki and Wan Hussin, 2009; Anderson et al., 2004) 

and CEO duality (Beasley et al., 1999; Ben-Amar and Boujenoui, 2007; Carcello and 

Nagy, 2004a). Hypothesis H1b, which investigates the association of CG strength with 

voluntary CG disclosures, is therefore supported. 

The result with respect to the legal system provides evidence that stakeholder-oriented, 

code law countries have a significant and positive association with the extent of 

voluntary CG disclosure instead of the common law countries. Ball et al. (2000) 

contended that companies in code law countries implement the “stakeholder governance 

model” while companies in common law countries apply the “shareholder governance 

model”. In code law countries, the demand for representation, such as labour unions, 

banks and business partners, is reflected in the CG structure of companies in the code 

law countries (Ball et al., 2000). Therefore, stakeholder importance is reflected in the 

CG structure of Islamic banks in code law countries and accordingly this situation is 

reflected in their CSR disclosures (Alrazi et al., 2011; and Van der Laan Smith et al., 

2005). Alrazi et al., (2011), Kolk and Perego, 2010 and Van der Laan Smith et al. 

(2005) argue that code law countries with stakeholder-orientation have corporate 

responsibility which extends beyond wealth maximisation and efficiency unlike the 

common-law countries with a shareholder-orientation. Accordingly, CG disclosures are 

found to be positively associated with code law countries rather than common law 

countries.Hence, Hypothesis, H9b on the positive association between code law 

countries and voluntary CG disclosures is supported. 

Consistent with the results for aggregate CG disclosures, both SSB strength and 

political and civil repression are significant in four of the five models for voluntary CG 

disclosures. The former is positively associated while the latter is negatively associated 

with voluntary CG disclosures. Thus, Hypotheses H2b and H8b are both supported
116

. 

There is some support for a positive relationship between disclosure and size of Islamic 

banks (Hypothesis H6b). This is consistent with studies by Ahmed and Courtis (1999), 

Buzby (1975), Chow and Wong-Boren (1987), Cooke (1989), Hamid (2004), Hossain, 

Perera, and Rahman (1995), and Raffournier (1995). This positive relationship is mainly 

                                                 

116 The arguments presented in section 8.4.1 pertaining to aggregate disclosures also apply to voluntary disclosures 

but are not repeated to avoid unnecessary duplication. 



Chapter 8:  Empirical Results 

176 

 

due to the economies of scale enjoyed by larger firms, which provide sufficient 

resources to publish information such as voluntary disclosure at a lower cost (Ben-Amar 

and Boujenoui, 2007; Buzby, 1975; Singhvi and Desai, 1971; Watts and Zimmerman, 

1978). The results also might partially be due to the fact that larger firms are more 

exposed to political costs and regulatory control,  as suggested by Cooke (1989), 

Singhvi and Desai (1971) and Watts and Zimmerman (1978). Larger firms attempt to 

reduce political costs and regulatory control by producing more disclosure, in this 

context voluntary CG disclosure (Watts and Zimmerman, 1978). In some of the CG 

disclosure studies, such as Andersson and Daoud (2005), Ben-Amar and Boujenoui 

(2007), Bujaki and McConomy (2002), Carson (1996), Hossain (2007), Kusumawati 

(2006), Kusumawati (2007), Labelle (2002), Ntim et al., (2012), Pahuja and Bhatia 

(2010) and Parsa et al., (2007), the association between firm size and CG disclosure is 

also found to be positive. 

No significant association is found between voluntary CG disclosures and the ratio of 

IA to equity in any of the models. Hence, there is no support for Hypothesis H4b.  This 

result is inconsistent with Al-Baluchi (2006) and Farook et al. (2011). Al-Baluchi 

(2006) found a positive significant association between the level of IA and voluntary 

CG disclosure. Similarly, Farook et al. (2011) revealed that the ratio of IA to paid-up 

capital is positively associated with corporate social responsibility disclosure. The 

current result seems to reflect a lack of demand on CG disclosure by investment account 

holders (IAHs). Al-Sadah (2007) argues that IAHs are passive in dealing with Islamic 

banks. He found that IAHs do not use the financial statements to evaluate the 

performance of Islamic banks. In fact, IAHs are less equipped with basic knowledge on 

the nature of their own contracts and transactions with Islamic banks. Therefore, IAHs 

are mostly passive in demanding information relevant to them. Moreover, most of the 

Islamic banks are located in weak information environments with a lack of financial 

intermediaries for instance, financial analysts and rating agencies. 
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Table 8.6 

Regression Analysis of Determinants of CG DisclosureModel - Voluntary CG 

Disclosures 

 

VCGDINDEX = α + 1CG_STRENGTH +2SSB_ STRENGTH + 3IAHEQUITY + 4SIZE + 5 POLICIV + 

6LEGAL +  

Independent variable Model A 

OLS 

(N=45) 

Model B 

Untransformed 

(N=45) 

Model C 

Ranked 

(N=45) 

Model D 

Normal Scores 

(N=45) 

Model E 

Both Normal 

Score (N=45) 

Constant -0.108 

(-0.307) 
0.010 

(0.035) 
24.782*** 

(2.905) 
-1.357 

(-0.978) 
0.523*** 

(4.170) 

CG_STRENGTH 0.133*** 

(3.135) 
0.110*** 

(3.612) 
0.638*** 

(4.201) 
0.543*** 

(3.746) 
0.479*** 

(3.740) 

SSB_STRENGTH 0.011 

(0.111) 
0.084*** 

(2.832) 
0.527*** 

(3.119) 
0.390*** 

(2.759) 
0.401*** 

(2.849) 

IAHEQUITY -0.022 

(-0.485) 
-0.005 

(-0.871) 
-0.127 

(-1.078) 
-0.023 

(-0.783) 
-0.127 

(-1.237) 

SIZE 0.061* 

(1.500) 
0.055 

(1.659) 
0.236* 

(1.926) 
0.235 

(1.477) 
0.218* 

(1.839) 

POLICIV -0.117 

(-1.399) 
-0.034** 

(-2.129) 
-0.433** 

(-2.256) 
-0.169** 

(-2.240) 
-0.433** 

(-2.621) 

LEGAL -0.164*** 

(-3.200) 
-0.126** 

(-2.686) 
-15.358*** 

(-3.040) 
-0.642*** 

(-2.864) 
-0.694*** 

(-3.068) 

Std. error 0.126 0.123 11.787 0.586 0.573 

F-value 6.378 7.175  9.157 7.413 8.040 

Sig. F 0.000*** 0.000*** 0.000*** 0.000*** 0.000*** 

R square 0.502 0.531 0.591 0.539 0.559 

Adj. R Square 0.423 0.457 0.527 0.467 0.490 

Minimum mean square 

error 

 

0.016 

 

0.015 

 

138.942 

 

0.343 

 

0.328 

   
Note: 

 

a. Figures in bold are regression coefficients. 

b. Figures in parentheses are t-statistics. 

c. For reference on the types of models and descriptions of independent variables, refer to Table 8.5 

d. The results on the LEGAL variables shows negative associations because of the way the data is coded, 1 for 

common law countries and 0 for code law countries. 

 

***significant at 1 percent level (two-tailed) 

**significant at 5 percent level (two-tailed) 

*significant at 10 percent level (two-tailed) 

   

VCGDINDEX = Total number of voluntary CG disclosures made divided by total possible number of 

voluntaryCG disclosures 
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8.4.3 Mandatory CG Disclosures 

The following regressions attempt to provide analyses of Hypotheses H1c, H2c, H4c, H6c, 

H8c and H9c. The mandatory CG disclosure models are reported in Table 8.7. Adjusted 

R
2
s are relatively low, ranging from 0.141 for Model E to 0.207 for Model A.In the 

standard OLS regression model (Model A), the ratio of IA to equity is identified as 

significant (at the 5 percent level) and has a positive association with mandatory CG 

disclosures, providing some support for hypothesis H4c. Political and civil repression is 

found to be marginally significant at the 10 percent level in Models B and C, while 

significant at the 5 percent level in Models D and E.  In all models, the relationship is 

negative, supporting hypothesis H8c. It is observed that CG strength, SSB strength and 

Islamic bank size are not significantly associated with mandatory CG disclosures in any 

of the five models. Accordingly, hypotheses H1c, H2cand H6c are not supported. Further, 

there is a marginally significant positive association between the legal system and 

mandatory disclosures in Model E, providing no support for hypothesisH9c. These 

results, in conjunction with the low R
2
s for the models, suggest that the model specified 

for CG disclosures is more suitable to predict determinants of voluntary CG disclosures 

and to a lesser extent aggregate CG disclosures, but not mandatory CG disclosures. The 

results of the hypotheses testing provide opportunities for further research to investigate 

other potential determinants of mandatory CG disclosures. 
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Table 8.7 

Regression Analysis of Determinants of CG DisclosureModel - Mandatory CG 

Disclosures 

 

MCGDINDEX = α + 1CG_STRENGTH +2SSB_ STRENGTH + 3IAHEQUITY + 4SIZE + 5 POLICIV + 

6LEGAL +  

Independent variable Model A 

OLS 

(N=45) 

Model B 

Untransformed 

(N=45) 

Model C 

Ranked 

(N=45) 

Model D 

Normal Scores 

(N=45) 

Model E 

Both Normal 

Score (N=45) 

Constant 0.774** 

(2.396) 
0.946*** 

(3.311) 
34.156** 

(2.718) 
1.233 

(0.613) 
-0.049 

(-0.262) 

CG_STRENGTH 0.017 

(0.435) 
0.005 

(0.184) 
0.120 

(0.537) 
0.077 

(0.364) 
0.063 

(0.327) 

SSB_STRENGTH -0.062 

(-0.711) 
0.020 

(0.681) 
0.197 

(0.791) 
0.137 

(0.668) 
0.141 

(0.672) 

IAHEQUITY 0.109** 

(2.598) 
0.005 

(0.891) 
0.243 

(1.402) 
0.043 

(0.998) 
0.109 

(0.707) 

SIZE -0.011 

(-0.302) 
-0.005 

(-0.140) 
0.010 

(0.056) 
0.020 

(0.088) 
0.049 

(0.278) 

POLICIV -0.128 

(-1.673) 
-0.029* 

(-1.856) 
-0.504* 

(-1.781) 
-0.208** 

(-1.904) 
-0.546** 

(-2.212) 

LEGAL 0.013 

(0.273) 
0.044 

(0.951) 
0.799 

(0.107) 
0.272 

(0.835) 
0.189* 

(0.559) 

Std. error 0.116 0.121 17.361 0.850 0.857 

F-value 2.915 2.245 2.362 2.348 2.207 

Sig. F 0.019** 0.060* 0.049** 0.050* 0.063* 

R square 0.315 0.262 0.272 0.270 0.258 

Adj. R Square 0.207 0.145 0.157 0.155 0.141 

Minimum mean square 

error 

 

0.014 

 

0.015 

 

301.413 

 

0.722 

 

0.734 

Note: 

 

a. Figures in bold are regression coefficients. 

b. Figures in parentheses are t-statistics. 

c. For reference on the types of models and descriptions of independent variables, refer to Table 8.5 

 

***significant at 1 percent level (two-tailed) 

**significant at 5 percent level (two-tailed) 

*significant at 10 percent level (two-tailed) 

   

MCGDINDEX = Total number of mandatory CG disclosures made divided by total possible number of 

mandatoryCG disclosures 

 

8.4.4 Sensitivity Testing 

Since the CG strength attempts to combine the effect of three different sub-variables, it 

is not informative as to the effect of each sub-variable. Thus, tests are subsequently run 

excluding each of the sub-variables one at a time from the CG strength variable to 

review the consequential effect of dropping a variable on significance and the reduction 

in adjusted R
2
. When the variable on board size is excluded from the models examining 

aggregate CG disclosure, the CG strength variable loses its significance in all the 
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models, the adjusted R
2
 is reduced substantially and all the models show non-significant 

results. Similarly, when the variable on board size is excluded from the models 

examining voluntary CG disclosures, the CG strength variable’s significance is reduced 

and most of the models show non-significant results (See Panel A, Table H2, Appendix 

H). However, the lack of significance does not occur when AC size and independent 

chair are excluded (See Panel A, Table H3, Appendix H). CG strength still maintains its 

significance and there is no significant reduction in adjusted R
2
 indicating that board 

size appears to be the most important factor in contributing to higher aggregate and 

voluntary CG disclosures.  

 

8.5 Multiple Regression Analysis – Disclosures in the SSB Report 

The following regressions attempt to provide analyses of Hypotheses H3, H3a, H3b, H3c, 

H5, H7, H11 and H12. Similar to the CG disclosure models discussed in Tables 8.5 to 8.7, 

five separate regression models are used based on different transformations of the 

dependent and independent variables. These are transformed OLS, untransformed OLS, 

rank, normal scores on dependent variables and normal scores on both dependent and 

continuous independent variables (See Table 8.8). The adjusted R
2
s across the five 

models range from 0.099 for Model F to 0.062 for Model J, indicating that the models 

are limited in their ability to explain SSB report disclosures.  

Interestingly, the measure of Muslim population in Model F is negatively associated 

with SSB Report disclosures (significant at the 5 percent level). This finding  suggests 

that the SSB does not consider the Muslim population in making their decisions in 

relation to SSB Report disclosures. The result is contrary to that predicted in H11 and 

hence this hypothesis is not supported. The result also contrasts with that of  Farook et 

al. (2011) who   found that Muslim population is positively associated with corporate 

social responsibility disclosures.. They argue that the Muslim population is able to 

apply more pressure to Islamic banks to provide higher corporate social disclosures.  

However, this argument does not seem to apply to SSB Report disclosures.  

SSB strength and Islamic bank size are found to be non-significant in their relationships 

with SSB Report disclosures across all of the models. The results suggest that less 

regard is given by the SSB to the Islamic bank stakeholders. It seemed that the SSB 

does not optimise its role in enhancing the disclosures in the SSB Report. Further, larger 
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banks do not appear to make more disclosures. Hence, both hypotheses H3 andH7,which 

predict positive associations between SSB strength and Islamic bank size respectively, 

are not supported. 

 

In Model G, there is a marginally significant negative association between SSB Report 

disclosures and the ratio of IA to equity. This result is contrary to expectations, 

providing no support for hypothesis H5.   

To further investigate the relationship between SSB strength and SSB Report 

disclosure, the combined factors (SSB size, SSB cross-membership and SSB expertise 

in accounting, banking, economics and finance) are dissected and analysed individually 

to determine whether any individual factor is associated with the extent of disclosure in 

the SSB Report.  
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Table 8.8 

Results of Regression Analysis of Determinants of the Disclosure in the SSB 

Report - Combined SSB characteristics  

SSBRINDEX = α + 1SSB_STRENGTH + 2IAHEQUITY + 3SIZE + 4MUSPOP +   

Independent variable Model F 

OLS 

(N=53) 

Model G 

Untransform

ed OLS 

(N=53) 

Model H 

Rank 

(N=53) 

Model I 

Normal 

Scores 

(N=53) 

Model J 

Both Normal 

Score  

(N=53) 

Constant 0.931* 

(1.903) 
1.367*** 

(2.719) 
48.084*** 

(5.975) 
3.104** 

(2.046) 
0.246** 

(2.460) 

SSB_ STRENGTH -0.039 

(-0.315) 
0.047 

(1.042) 
0.239 

(1.501) 
0.169 

(1.242) 
0.168 

(1.271) 

IAHEQUITY 

 
-0.054 

(-0.772) 
-0.018* 

(-1.820) 
-0.160 

(-1.263) 
-0.048 

(-1.617) 
-0.108 

(-0.990) 

SIZE -0.042 

(-0.779) 
-0.067 

(-1.312) 
-0.165 

(-1.370) 
-0.222 

(-1.429) 
-0.177 

(-1.564) 

MUSPOP -0.171** 

(-2.134) 
-0.351 

(-1.150) 
-0.154 

(-1.199) 
-1.100 

(-1.194) 
-0.147 

(-1.093) 

Std. error 0.232 0.236 15.434 0.712 0.716 

F-value 2.421 1.997 2.298 2.042 1.867 

Sig. F 0.061* 0.110 0.072* 0.103 0.132 

R square 0.168 0.143 0.161 0.145 0.135 

Adj. R Square 0.099 0.071 0.091 0.074 0.062 

Minimum mean square 

error 

 

0.054 

 

0.056 

 

238.215 

 

0.507 

 

0.513 

Note: 

a. Model F is based on simple OLS. 

b. Model G is based on the OLS of untransformed variables. 

c. Model H is based on rank regression whereby all continuous variables were transformed into rank before 

running the OLS. 

d. In Model I, dependent variable is transformed into normal score before running the OLS. 

e. In Model J, both dependent and independent continuous variable is transformed into normal score before 

running the OLS.   

f. Figures in bold are regression coefficients. 

g. Figures in parentheses are t-statistics. 

 

***significant at 1% level; **significant at 5% level; significant at 10% level 

SSB_STRENGTH = SSBSIZE + SSBCRMEMB + SSBEXPwhere 

SSBSIZE = 1 for the number of SSB members above the median of 3, 0 otherwise 

SSBCRMEMB= 1 for the average number of cross-memberships of the SSB 

member in institutions offering Islamic financial services above the median of 5.5, 0 

otherwise 

SSBEXP=1 for the number of SSB members formally trained in accounting, 

banking, economic and finance above the median of 0.286, 0 otherwise 

SSBSize = The number of SSB members 

SSBCrossMember = The average number of cross-memberships of the SSB member in institutions 

offering Islamic financial services  

SSBExperience = The percentage of SSB members formally trained in accounting, banking, economic 

and finance 

IAHEQUITY = The ratio of IA to equity 

SIZE = Log of the Islamic bank total assets 

MUSPOP = Ratio of Muslim population to the total population 
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Thus, Tables 8.9 to 8.11 replace the combined factors of Islamic bank specific 

governance characteristics with the individual SSB characteristics, one by one. The first 

SSB characteristic to be examined is the SSB cross-membership. Table 8.9 reports the 

association of the SSB cross-membership with SSB Report disclosures. The ANOVA in 

all the models in Table 8.9 is highly significant. Furthermore, SSB cross-membership is 

found to be highly significant at the 1 percent level across all the five models. It seems 

that experienced SSB members who sit on other Islamic banks’ SSB, play their part in 

enhancing SSB Report disclosures. Cross-memberships allow benchmarking of 

Shari’ah disclosure best practices in Islamic banks. From the data of the current study it 

is observed that there are renowned international scholars sitting on the SSBs of 

Malaysian Islamic banks. These scholars hold memberships in Islamic banks all over 

the world (El Baltaji and Anwar,  2010; Richter,  2010). The results suggest that these 

scholars influence the extent of disclosure in the SSB Report. An alternative test is 

conducted to test the variables and is further explained in section 8.5.1. Further study 

could explore other SSB characteristics, such as the percentage of non-local scholars 

and the percentage of scholars from Gulf Cooperation Council (GCC) countries, and 

their association with SSB Report disclosures. 

The ratio of the Muslim population to the total population is found to be negative and 

significant at the 1 per cent level in Model F and at the 10 per cent level in the other 

four models. As noted, this result contrasts with that of Farook et al. (2011).  
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Table 8.9 

Results of Regression Analysis of Determinants of the Disclosure in the SSB 

Report - SSB Cross-memberships 

SSBRINDEX = α + 1SSBCRMEMB + 2IAHEQUITY + 3SIZE+ 4MUSPOP +   

Independent variable Model F  

OLS 

(N=53) 

Model G 

Untransformed 

OLS (N=54) 

Model H 

Rank 

(N=53) 

Model I 

Normal 

Scores 

(N=54) 

Model J 

Both Normal 

Score (N=53) 

Constant 0.679 

(1.506) 
1.251** 

(2.621) 
36.770*** 

(4.702) 
2.748* 

(1.907) 
0.246** 

(2.695) 

SSBCRMEMB 0.225*** 

(3.214) 
0.011*** 

(3.169) 
0.538*** 

(3.684) 
0.036*** 

(3.280) 
0.403*** 

(3.422) 

IAHEQUITY 

 
0.075 

(1.016) 
-0.009 

(-0.963) 
-0.008 

(-0.067) 
-0.021 

(-0.735) 
0.013 

(0.126) 

SIZE -0.034 

(-0.689) 
-0.049 

(-1.003) 
-0.166 

(-1.528) 
-0.167 

(-1.129) 
-0.153 

(-1.468) 

MUSPOP -0.208*** 

(-2.873) 
-0.522* 

(-2.001) 
-0.215* 

(-1.880) 
-1.568* 

(-1.989) 
-0.167* 

(-1.435) 

Std. error 0.211 .223 13.944 0.673 0.655 

F-value 5.490 4.513 5.518 4.652 4.589 

Sig. F 0.001*** 0.003*** 0.001*** 0.003*** 0.003*** 

R square 0.314 0.269 0.315 0.275 0.277 

Adj. R Square 0.257 0.210 0.258 0.216 0.216 

Minimum mean square 

error 

 

0.045 

 

0.050 

 

194.430 

 

0.452 

 

0.429 

Note: 

a. Figures in bold are regression coefficients. 

b. Figures in parentheses are t-statistics. 

c. For reference on the types of models and descriptions of variables, refer to Table 8.8 

 

***significant at 1% level; **significant at 5% level; significant at 10% level 
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The SSB size is found not to have a significant relationship with SSB Report 

disclosures. The ANOVA in all the models in Table 8.10 are not significant. Hence, it 

could be assumed that the predictors do not collectively account for a statistically 

significant proportion of the variance in the extent of SSB Report disclosures. 

 

Table 8.10 

Results of Regression Analysis of Determinants of the Disclosure in the SSB 

Report - SSB Size 

SSBRINDEX = α + 1SSBSIZE + 2IAHEQUITY + 3SIZE + 4MUSPOP +   

Independent variable Model F  

OLS 

(N=56) 

Model G 

Untransformed 

OLS (N=56) 

Model H 

Rank 

(N=56) 

Model I 

Normal 

Scores 

(N=56) 

Model J 

Both Normal 

Score  

(N=56) 

Constant 0.798 

(1.445) 
1.351** 

(2.503) 
51.904*** 

(6.539) 
2.602 

(1.615) 
0.155 

(1.457) 

SSBSIZE -0.019 

(-0.252) 
0.013 

(0.393) 
0.005 

(0.033) 
0.064 

(0.658) 
0.107 

(0.725) 

IAHEQUITY 

 
0.007 

(0.098) 
-0.014 

(-1.340) 
-0.129 

(-0.951) 
-0.029 

(-0.878) 
-0.087 

(-0.732) 

SIZE -0.033 

(-0.530) 
-0.069 

(-1.199) 
-0.161 

(-1.148) 
-0.253 

(-1.432) 
-0.193 

(-1.492) 

MUSPOP -0.190** 

(-2.301) 
-0.344 

(-1.166) 
-0.156 

(-1.180) 
-0.280 

(-0.374) 
-0.158 

(-1.185) 

Std. error 0.252 0.260 17.218 0.799 0.789 

F-value 1.890 1.078 1.128 0.819 1.158 

Sig. F 0.127 0.377 0.354 0.519 0.340 

R square 0.129 0.078 0.081 0.060 0.083 

Adj. R Square 0.061 0.006 0.009 -0.013 0.011 

Minimum mean square 

error 

 

0.064 

 

0.067 

 

296.450 

 

0.638 

 

0.622 

Note: 

 

a. Figures in bold are regression coefficients. 

b. Figures in parentheses are t-statistics. 

c. For reference on the types of models and descriptions of variables, refer to Table 8.8 

 

***significant at 1% level; **significant at 5% level; significant at 10% level 
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Table 8.11 reports the association between SSB expertise in accounting, banking, 

economics and finance with SSB Report disclosures. In this table, only Model F is 

significant. Furthermore, in Model F, consistent with the previous findings, only the 

ratio of Muslim population to the total population has a negative and significant 

association with the extent of disclosure in the SSB Report. 

Table 8.11 

Results of Regression Analysis of Determinants of the Disclosure in the SSB 

Report - SSB Expertise 

SSBRINDEX = α + 1SSBEXP + 2IAHEQUITY + 3SIZE + 4MUSPOP +   

Independent variable Model F 

OLS 

(N=54) 

Model G 

Untransformed 

OLS (N=54) 

Model H 

Rank 

(N=54) 

Model I 

Normal Scores 

(N=54) 

Model J 

Both Normal 

Score 

(N=54) 

Constant 0.987* 

(1.784) 
1.495*** 

(2.739) 
52.757*** 

(5.972 
3.087* 

(1.878) 
0.221** 

(2.158) 

SSBEXP -0.004 

(-0.062) 
0.022 

(0.153) 
0.073 

(0.486) 
0.049 

(0.107) 
0.038 

(0.295) 

IAHEQUITY 

 
-0.031 

(-0.454) 
-0.017* 

(-1.698) 
-0.160 

(-1.266) 
-0.037 

(-1.182) 
-0.093 

(-0.841) 

SIZE -0.049 

(-0.833) 
-0.078 

(-1.386) 
-0.179 

(-1.339) 
-0.273 

(-1.565) 
-0.190 

(-1.517) 

MUSPOP -0.201** 

(-2.560) 
-0.320 

(-1.129) 
-0.155 

(-1.220) 
-0.244 

(-0.335) 
-0.147 

(-1.140) 

Std. error 0.235 0.245 16.138 0.751 0.745 

F-value 2.832 1.669 1.768 1.320 1.528 

Sig. F 0.034** 0.172 0.150 0.276 0.209 

R square 0.188 0.120 0.126 0.097 0.111 

Adj. R Square 0.121 0.048 0.055 0.024 0.038 

Minimum mean square 

error 

 

0.055 

 

0.060 

 

260.433 

 

0.564 

 

0.555 

Note: 

 

a. Figures in bold are regression coefficients. 

b. Figures in parentheses are t-statistics. 

c. For reference on the types of models and descriptions of variables, refer to Table 8.8 

 

***significant at 1% level; **significant at 5% level; significant at 10% level 

 

Thus, SSB cross-memberships is the only variable found to be significant in all the five 

models. It seems that stakeholder theory has not been able to predict the variation in 

disclosure in the SSB Report, which is reflected by the non-significant or contrary 

results with respect to the ratio of IA to equity, size and Muslim population. It is 

therefore concluded that Hypothesis H3a is supported while Hypotheses H3, H3b, H3c,H5, 

H7and H11 are rejected. There seems to be a lack of demand for the Shari’ah 
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Supervisory Report disclosures by IAHs and the Muslim population, thus leading to a 

lack of disclosure being made in the SSB Report. Although IAH is one of the principal 

stakeholders of Islamic banks, the Islamic banks do not appear to provide sufficient 

relevant disclosures to satisfy the IAHs, as evidenced by Al-Sadah (2007). This result 

seems to reflect the passiveness of the IAHs (Al-Sadah, 2007) and the Muslim 

population and at the same time contrasts with the result in Farook et al. (2011). Al-

Sadah (2007) found that there is a lack of reaction by the IAHs or even the market with 

respect to the SSB Report qualifications for four consecutive years. This weak market 

discipline environment might encourage managers of Islamic banks to take the issues of 

Shari’ah compliance lightly. Due to the IAHs’ lack of knowledge, they have to rely on 

the SSB, bank supervisors and information intermediaries to protect their interests (Al-

Sadah, 2007). Interestingly, the Muslim population seems to be also passive in 

demanding disclosure on Shari’ah compliance-related information.  

An Islamic bank, as an Islamic business organisation, should endeavour to provide full 

disclosure including in their SSB Report. The Muslim population also appears to react 

passively to the information provided in the SSB Report, which provides a rationale for 

Islamic banks producing limited CG disclosures. The current result provides an 

indication of the limited role played by the SSB in trying to convince the Muslim 

population on Shari’ah compliance. 

 

8.5.1 Alternative Testing 

Additional tests with alternative measures are conducted on the sample. The variable, 

SSB cross-memberships, is replaced with the variable, the Accounting and Auditing 

Organisation for Islamic Financial Institutions, AAOIFI scholars (See Table I2, 

Appendix I).  The alternative tests support the result on cross-membership, with the 

ANOVA of all the five models found to be significant. The variable, AAOIFI scholars, 

is found to be positive and significantly associated with the extent of disclosure in the 

SSB Report. The results could  indicate that most of the SSB members with many cross-

memberships also sit on the Shari’ah Board of the AAOIFI. 
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8.6 Hypotheses, H10a, H10b and H10c 

An independent samples t test is used to compare the aggregate CG disclosures by 

Islamic banks in the Southeast Asian (SEA) region (n=25) and the GCC region (n=42). 

Neither the Shapiro-Wilk test statistic for the two samples is significant, indicating that 

the assumption of normality is not violated. Levene’s test is also non-significant, thus 

equal variances can be assumed. The t test is statistically significant, with the Islamic 

banks in the SEA region (Mean  = 0.572, standard deviation (SD)= 0.143) reporting 

more extensive CG disclosures than Islamic banks in the GCC region (Mean = 0.439, 

SD = 0.159), t(65) = 3.433, p<0.01, two-tailed, d = 0.868 (see Table 8.2).Thus, 

Hypothesis, H10a that the aggregate CG disclosures of Islamic banks in the SEA are 

significantly higher than their GCC counterparts, is supported. 

For voluntary CG disclosures, a Mann-Whitney U test is used to compare the 

disclosures. Although the Shapiro-Wilk test statistic for the GCC region is not 

significant, the test shows significance for the SEA sample, indicating that the 

assumption of normality was violated for the SEA region. The Mann-Whitney U test 

indicates that the level of voluntary CG disclosure in the GCC region (Mean Rank = 

34.85, n = 42), is not significantly higher than the SEA region (Mean Rank = 32.58, n = 

25), U = 489.50, z = -0.460 (See Table 8.2). Thus, Hypothesis, H10b is rejected. 

For mandatory CG disclosures, a Mann-Whitney U test is also used to compare the 

extent of disclosure. Although the Shapiro-Wilk test statistic for the SEA Asian region 

is not significant, the test shows significance for the GCC sample, indicating that the 

assumption of normality is violated for the GCC region. The Mann-Whitney U test 

indicates that the level of mandatory CG disclosures in the SEA region (Mean Rank = 

42.86, n = 25), is significantly higher than the GCC region (Mean Rank = 28.73, n = 

42), U = 303.50, z = -2.873, p p<0.01, two-tailed (see Table 8.2). Accordingly, 

Hypothesis, H10c, that mandatory CG disclosures of Islamic banks in the SEA is 

significantly higher than the Islamic banks in the GCC region, is supported. 

The results on aggregate CG disclosures and mandatory CG disclosures are consistent 

with the survey by eStandardsForum (2010a), which has assessed that the SEA 

countries are ranked between 31
st
  to 55

th 
place (with a score between 37.50 to 51.67) 
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higher than the GCC countries which are ranked between 49
th

 to 92
nd

 place (with a score 

between 5.83 to 40) in the countries’ compliance with “The 12 Key Standards for Sound 

Financial System”. 

 

8.7 Zakat – Hypothesis 12 

A Mann-Whitney U test is used to compare the extent of disclosures in the SSB Report 

between zakat payers and non-zakat payers. Although the Shapiro-Wilk test statistic for 

the zakat payer is not significant, the test showed significance for the non-zakat payer 

sample, indicating that the assumption of normality was violated for the non-zakat payer 

sample. The Mann-Whitney U test indicated that the difference in the level of SSB 

Report disclosures between the zakat payer (Mean Rank = 31.27, n = 32) and non-zakat 

payer (Mean Rank = 34.68, n = 33) is not significant, U = 472.50, z = -0.734, p = 0.463, 

two-tailed. However, Maali et al. (2006) found that Islamic banks required to pay zakat 

provide more CSR disclosure in the annual reports than Islamic banks not required to 

pay zakat.  The current study provides evidence that SSBs do not provide incremental 

information on zakat in their report. Accordingly, Hypothesis, H12 is not supported (see 

Table 8.12 below). 

Table 8.12 

Results of Univariate Testing – Disclosure in the SSB Report (zakat payer) 

Panel A: Independent t-test/(Mann-Whitney Test) 

Variable Mean  

(Mean rank) 

Independent Sample t-tests 

(Mann-Whitney test) 

 0 1 t-stat  

(z-stat) 

ZAKAT 42.02 

(34.68) 

36.88 

(31.27) 

-0.706 

(-0.734) 

 

8.8 Summary of the Results  

Twelve hypotheses, together with sub-hypotheses, devised in chapter five have been 

tested using relevant tests. A summary of the results is tabulated in Tables 8.13 and 8.14 

below: 
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Table 8.13 

Summary of Hypotheses Results – H1,H2,H4,H6,H8,H9 and H10 

Hypothesis Hypothesis description Results  

 

 

H1 

 

 

A positive association exists between 

CG strength and the extent of CG 

disclosure of Islamic banks 

Aggregate 

CG disclosure 

(a) 

Voluntary 

CG 

disclosure (b) 

Mandatory CG 

disclosure (c) 

 

Support 

 

Support 

 

No Support 

H2 A positive association exists between 

SSB strength and the extent of CG 

disclosure of Islamic banks 

 

Support 

 

Support 

 

No support 

H4 A positive association exists between 

the ratio ofthe IA to equity and the 

extent of CG disclosure of Islamic 

banks. 

 

No Support 

 

No Support 

 

Some support 

H6 A positive association exists between 

the size of Islamic banks and the 

extent of CG disclosure of Islamic 

banks 

 

No Support 

 

Some support 

 

No Support 

H8 A negative association exists between 

the level of political and civil 

repression and the extent of CG 

disclosure presented in the annual 

reports of Islamic banks. 

 

 

Support 

 

Support 

 

Support 

H9 A positive association exists between 

the Islamic banks located in code law 

countries and the extent of CG 

disclosure of Islamic banks. 

 

No Support 

 

Support 

 

No Support 

H10 The Islamic banks in the South East 

Asian region have a stronger 

association with the extent of CG 

disclosure than the Islamic banks in 

the GCC countries. 

 

Support 

 

No Support 

 

Support 

 

Table 8.14 

Summary of Hypotheses Results – H3, H5, H7, H11 and H12 

Hypothesis Hypothesis description Results  

H3 A positive association exists between the SSB strength and the 

extent of disclosure in the SSB Report of Islamic banks. 

 

No Support 

H3a A positive association exists between SSB cross-memberships 

and the extent of disclosure in the SSB Report of Islamic banks. 

 

Support 

H3b A positive association exists between the SSB size and the extent 

of disclosure in the SSB Report of Islamic banks. 

 

No Support 

H3c A positive association exists between the SSB expertise in 

accounting, banking, finance and economics, and the extent of 

disclosure in the SSB Report of Islamic banks. 

 

No Support 

H5 A positive association exists between the ratio ofmudarabah IA to 

equity and the extent of disclosure in the SSB Report 

 

No Support 

H7 A positive association exists between the size of Islamic banks 

and the extent of disclosure in the SSB Report 

 

No Support 

H11 A positive association exists between the proportion of Muslims 

in the country and the extent of disclosure in the SSB Report. 

 

No Support 

H12 Islamic banks that pay zakathave more extensive disclosure in the 

SSB Report than Islamic banks that do not pay zakat 

 

No Support 
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8.9 Concluding Remarks 

This chapter reports the results of the empirical findings on the relationship between 

firm-specific and country-specific characteristics and aggregate, mandatory and 

voluntary CG disclosures. The relationships were tested on Islamic banks in the SEA 

and the GCC regions for the financial year ending 2009. First, univariate tests were 

performed on the data
117

. Next, multivariate analysis was performed to test the 

hypotheses developed in chapter five. The multivariate analysis was conducted in two 

main parts. The first part performed regression tests on the aggregate, mandatory and 

voluntary CG disclosures while in the second part, regression tests were conducted on 

the level of disclosure in the SSB Report
118

. 

CG strength, which comprises board size, AC size and the separation of roles of CEO 

and board chair, is found to be positively associated with aggregate and voluntary CG 

disclosures. SSB strength is also found to be positively associated with aggregate and 

voluntary CG disclosures. The results of the current study could provide future research 

opportunities to explore the association ofvarious CG and SSB dimensions with CG 

strength in the context of Islamic banks.  The level of political and civil repression is 

negatively related to both voluntaryand mandatory CG disclosures. Islamic banks in 

common law countries are found to have a negative relationship with voluntary CG 

disclosures. Some support is found for a positive association between the ratio of IA to 

equity for mandatory disclosures and between Islamic bank size and voluntary 

disclosures. SSB characteristics, i.e. SSB cross-memberships, have a positive 

relationship with disclosures in the SSB Report. Further study could also explore other 

SSB characteristics, such as the percentage of non-local scholars and the percentage of 

scholars from GCC countries, and their association with the SSB Report disclosures. 

The next chapter provides a summary and discussion of the key findings in relation to 

the research questions and hypotheses. The limitations, major contributions, policy 

implications and avenues of future research are also presented. 

                                                 
117 The univariate analysis consists of statistical tests based on the Pearson product-moment correlation and 

coefficient and Spearman rank coefficient correlation (for all continuous variables). Independent sample t test and 

Mann-Whitney U test are run (for all nominal independent variable). The reason for adopting both the parametric and 

non-parametric tests is to reduce the probability of drawing incorrect conclusions. 
118 For both parts, five different regression models were conducted; two were based on the OLS, while the other three 

models were based on the different transformations to the data (due to indication of normality problems). This 

approach was also adopted to help examine whether the results are robust across methods. 
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CHAPTER 9 : SUMMARY AND CONCLUSION 

 

9.1 Introduction 

This study aims to enhance the international accounting literature on accounting and 

disclosure issues by examining corporate governance (CG) disclosures by Islamic 

Banks.  The study is motivated by the limited prior Islamic accounting and disclosure 

studies as well as the recent interest in the Shari’ah governance system. Based on these 

motivations, four research questions have been addressed:  

1) What is the nature and extent of CG disclosure in the annual reports of Islamic 

banks?  

2) What are the determinants of CG disclosures in the annual reports of Islamic 

banks?  

3) What is the nature and extent of Shari’ah Supervisory Board (SSB) Report 

disclosure?  

4) What are the determinants of disclosure in the SSB Report?  

 

In this concluding chapter, a summary of the preceding chapters, and a discussion of 

key findings in relation to the research questions are provided. The limitations and 

major contributions of the study are also discussed. Finally, the policy implications and 

avenues for future research are explored. 

 

9.2 Summary and Discussion of Key Findings 

Chapter two explores the basic principles of Islamic finance. The principles comprise 

the avoidance of riba, the avoidance of gharar, undertaking only fair and legitimate 

business transactions and providing social services. These principles are important in 

promoting the concepts of justice and fairness, which should underline the way Muslims 

utilise the resources entrusted to them for their own benefit and the benefit of 

humankind (Iqbal and Molyneux, 2005).  
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This chapter also provides the historical background on Islamic banking. The need for 

interest-free banking led to the formation of credit societies and cooperatives (interest-

free). In 1975, the Islamic Development Bank was established (Haron and Shanmugam, 

1997; Iqbal and Molyneux, 2005; Wilson, 2002) to promote the economic and social 

progress of its member countries in accordance with Shari’ah. Immediately after the 

establishment of the Islamic Development Bank, the first commercial Islamic bank, 

Dubai Islamic Bank, was launched (Haron and Shanmugam, 1997; Iqbal and Molyneux, 

2005; Pomeranz, 1997). Nowadays, Islamic banking has grown exponentially and 

penetrated new markets across Europe, Africa, America and Australia (Hassan and 

Oseni, 2011; Zaher and Hassan, 2001). 

Due to the unique characteristics of Islamic banks, their CG structures should 

incorporate additional frameworks and incentives to protect their stakeholders’ interests 

(Grais and Pellegrini, 2006b). According to Hasan (2008), and Bhatti and Bhatti (2009), 

the CG model in Islamic banks is proposed to be based on the Islamic principles of 

property rights and contracts, the need to design the system to comply with the Islamic 

law and the protection of stakeholders’ rights.  

Various codes of CG have been introduced to enhance the CG structures of Islamic 

banks, such as the Principles of Corporate Governance (2004) of the Organisation for 

Economic Co-operation and Development (OECD), the Basel Committee on Banking 

Supervision (BCBS) (2006) Paper, the Accounting and Auditing Organisation for 

Islamic Financial Institutions (AAOIFI) Standards and the International Financial 

Service Board (IFSB) CG Principles. In incorporating the basic principles of Islamic 

finance, the capital structure of an Islamic bank has to exclude interest-bearing 

instruments (Haniffa and Hudaib, 2004a; Sulaiman, 2003), which are substituted with 

profit and loss sharing arrangements. Accordingly, these Islamic financial instruments 

necessitate distinct reporting practices. Therefore, the AAOIFI standards and the IFSB 

CG guidelines have been formulated to address accounting, disclosure and CG-related 

issues on Islamic financial instruments as well as issues about the SSB. 

Recently, concerns have been expressed about the independence and confidentiality of 

the SSB as well as consistency in SSB rulings (Van Gruening and Iqbal, 2008) and 

failure to detect deficiencies in Shari’ah compliance (Grais and Pellegrini, 2006b). 

These concerns suggest the importance of disclosing Shari’ah governance-related 
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information in order to increase the credibility of the SSB’s opinion on Shari’ah 

compliance. In addition to examining corporate charters, contracts and other reports, the 

Shari’ah review procedures include the examination of financial reports (AAOIFI, 

2010e). Thus, the SSB is expected to influence the transparency of disclosures provided 

in the financial reports of Islamic banks.  

Chapter three explains the background, the financial reporting environment and the CG 

structure of Islamic banks in the Southeast Asian (SEA) and Gulf Cooperation Council 

(GCC) regions. The development of Islamic banks in the SEA region started with the 

establishment of Bank Islam Malaysia Berhad. Malaysia soon became the model for 

Islamic banking in the SEA region, particularly for Indonesia and Brunei Darussalam 

(Haron and Shanmugam, 1997; Venardos, 2006). In contrast, the GCC countries, 

particularly Saudi Arabia, were at first reluctant to promote Islamic banking. 

Nonetheless, the GCC region has now become the international hub for Islamic finance 

with Bahrain contributing significantly towards the development of Islamic finance. 

Bahrain hosts several support organisations for the Islamic finance industry, such as the 

AAOIFI and the International Islamic Rating Agency (eStandardsForum, 2009f). 

Nowadays, Al-Rajhi Bank, located in Saudi Arabia, has become the world’s largest 

Islamic bank (Al-Mehmadi, 2004; Wilson, 2009a).  

Malaysia and Indonesia have their own Islamic accounting standards inspired by the 

AAOIFI standards. However, although none of the Islamic countries in the GCC have 

their own Islamic accounting standards, Bahrain and Qatar Islamic banks are mandated 

to implement AAOIFI standards in their corporate reports (Al-Baluchi, 2006; Al-Sadah, 

2007; Safieddine, 2009).  

The legal framework (the company law and the stock exchange regulations) and 

technical framework (standards, guidelines and codes) have become the basis of CG in 

the SEA and GCC regions. However, the enforcement and implementation of these 

regulations, laws and standards are still weak (World Bank, 2004).  During the review 

of the literature, it is reported that the CG practices in these developing countries 

(particularly the GCC) are still inadequate (eStandardsForum, 2009h).  

Chapter four highlights past studies on corporate reporting, generally, and CG reporting, 

specifically, in the context of Islamic banking. Various CG factors (which include board 

independence, board size, audit committee (AC size) and the separation of the roles of 
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CEO and board chair) and corporate characteristics (which include company size, 

leverage, audit firm size, performance, listing status, subsequent increases in share 

capital and industry), normally examined in disclosure research, are identified as 

potential determinants of CG reporting. Political and civil repression and legal systems 

are also recognised as being among the factors that influence international accounting 

disclosure studies. 

From the literature review, it is observed that corporate reporting studies of Islamic 

banks mainly focus on corporate social responsibility disclosure, and while there are a 

few studies conducted on Shari’ah ethical reporting these are mainly descriptive. There 

are also limited studies that attempt to examine factors that influence CG disclosure in 

Islamic banks. 

Given the limitations of the extant disclosure research, the theoretical framework in 

chapter five includes hypotheses to test the association between the explanatory 

variables and the extent of CG disclosure as well as with the SSB Report disclosure. It 

was noted that prior studies lacked a theoretical framework. However, some studies 

were based on the agency theory framework (Collett and Hrasky, 2005; Labelle, 2002). 

In this study, both agency and stakeholder theories
119

are discussed and used to explain 

the link between Islamic bank-specific, firm-specific, country-specific and CG 

disclosure. Three combined characteristics of CG (board size, AC size and independent 

chair) and three combined SSB characteristics (SSB cross-memberships, SSB size and 

SSB expertise in accounting, banking, economics or finance) are predicted to influence 

the extent of CG disclosure. Stakeholder theory is also discussed and used to explain the 

link between SSB characteristics, the ratio of investment over equity, size, ratio of the 

Muslim population to the total population and the SSB Report disclosure.  

Chapter six outlines the research design used to test the hypotheses developed in 

Chapter five.
120

 The current thesis examines the 2009 period. A sample of 67 Islamic 

banks was selected from the list gathered from the BANKSCOPE and the IFIS 

databases. The CG disclosure index, which is used to measure the extent of CG 

disclosure, is developed by referring mostly to the AAOIFI standards, the OECD (2004) 

                                                 
119

Stakeholder theory is regarded by many scholars (Bhatti and Bhatti, 2009, 2010; Hasan, 2008; Z. Iqbal and 

Mirakhor, 2004) as the ‘best’ theoretical framework to use in studies on CG in Islamic financial institutions. 
120As explained in chapter six, the combined BANKSCOPE and IFIS databases only generated a total of 157 Islamic 

banks in the listing. Of the 157 Islamic banks worldwide, there are 25 Islamic bank annual reportsfrom the SEA 

region and 52 Islamic bank annual reportsfrom the GCC region available. 
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Principles of CG, the BCBS (2006) Paper and the IFSB CG Guidelines. The SSB 

Report index, which is used to measure the extent of disclosure in the SSB Report, is 

developed by referring to the Governance Standard for Islamic Financial Institutions 

(GSIFI) No.1: Shari’ah Supervisory Board: Appointment, Composition and Report. 

Scores of the CG strength and the SSB strength are constructed as measures of 

combined CG and SSB characteristics, respectively. Two main research models are 

specified to test the hypotheses on CG disclosure and disclosure in the SSB Report. 

Univariate procedures are identified as a preliminary form of hypotheses testing. 

Multivariate procedures are then developed to jointly test the hypothesised 

relationships. Different transformations are also made to the data and then tested using 

multiple regression in order to ensure the robustness of the results.  

The nature and extent of CG disclosure and SSB Report disclosure are examined in 

chapter seven. This investigation revealed some interesting findings about the behaviour 

of Islamic banks with respect to CG disclosures and SSB disclosures. Based on the 

analysis, it is revealed that the mean score of aggregate CG disclosure for Islamic banks 

is below 50 per cent, i.e. at 48.82 percent (See Table 7.1). Islamic banks are expected to 

provide a higher level of CG disclosures than traditional banks as Islamic values 

promote the concept of full disclosure. However, it is found that Islamic banks have 

only been partially compliant with mandatory disclosure requirements (with the mean 

for mandatory CG disclosure at 69.76 percent) (See Table F2, Appendix F). The mean 

of voluntary CG disclosure for all Islamic banks stands at 37.01 percent (See Table F1, 

Appendix F). The percentage of mandatory CG disclosures supports the contention of 

scholars (Hope, 2003; Nelson and Percy, 2005) that some firms treat mandatory items 

as if they are voluntary. The transparency of reporting needs to relate not only to the 

quality of accounting standards but also to the quality of interpretation, implementation 

and enforcement (Ball et al. 2003; Hope, 2003; Kothari, Lago and Mueller, 2000). 

Although most of the countries under the study have provisions for basic shareholder 

protection
121

 in their legal framework, there are still gaps between the regulations and 

practices due to weaknesses in the enforcement of the accounting standards and 

regulations (Alzarouni, Aljifri, Ng and Tahir, 2011).  The lack of transparency with 

respect to disclosure practices is reflected in the results presented in chapter seven. 

                                                 
121

Basic shareholder protection includes the right to vote and investors’ protection by the Companies Act, the Listing 

Requirements and the Securities Commission Act (World Bank, 2005).  
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Governments, instead of accounting professional bodies, are more involved in the 

accounting standard-setting in these countries with less developed capital markets (for 

the purpose of taxation or to achieve national economic policies). This situation may 

lead to low compliance with accounting standards or guidelines (Brown and Tarca, 

2001). 

CG issues in Islamic banks revolve around Shari’ah governance and the protection of 

investment account holders (IAHs). Despite the importance of Shari’ah governance, it 

is found that Shari’ah related disclosure is only partially provided in the annual reports 

of Islamic banks (mean disclosure of 51.05 percent), particularly for those in the GCC 

region (mean of 45.67 percent) (See Table 7.5). From this study, it is revealed that 

Shari’ah audit and internal Shari’ah review appear to be rarely practiced by Islamic 

banks.  

Meanwhile, the mean CG disclosure in the “Equitable treatment of fund providers” 

category, which concerns the mudarabah investment account (IA), is at 41.38 percent 

(voluntary: 38.63 percent; mandatory: 43.35 percent) (See Table 7.5, Table F5 and F6, 

Appendix F). The IA profit allocation accounting treatment is subject to many 

controversies, particularly in terms of a return on deposits, investment maturity periods, 

pooling of multiple funds and in ensuring fairness among different types of depositor 

(Abdelgader, 1990). These accounting treatment controversies might provide a rationale 

for the less than 50 percent disclosure in this category. 

The average level of disclosure in the Shari’ah Supervisory Board (SSB) Report is 39.1 

percent (See Table 7.3). The less than 50 percent result is consistent with arguments by 

Hope (2003), and Nelson and Percy (2005) that the best of accounting standards will 

amount to nothing if there is a lack of enforcement of accounting standards. The results 

indicate the lack of enforcement of AAOIFI accounting standards. The highest 

disclosure in the SSB Report is made by Bahrain at 54.55 percent (See Appendix F). 

Bahrain is one of the two countries in this study that have adopted the AAOIFI 

standards.  

Chapter eight reports the results of the univariate and multivariate analysis. The CG 

characteristics when combined (board size, audit committee size and the separation of 

the roles of CEO and board chair) are found to be positively related to aggregate and 
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voluntary CG disclosures.
122

 CG mechanisms might be strengthened by the existence of 

other CG mechanisms. In this study, the CG mechanisms seem to support (complement) 

each other as suggested by Ho and Wong (2001). The stronger the combined CG 

characteristics, the higher the CG disclosures made in the annual reports of Islamic 

banks. Similarly, the combined SSB characteristics (SSB cross-memberships, SSB size 

and SSB expertise in accounting, banking, economics or finance) are also found to have 

association with aggregate and voluntary CG disclosure. 

The findings of this study reveal that all three categories of CG disclosures (aggregate, 

voluntary and mandatory) are found to be negatively related to the level of political and 

civil repression. Political and economic stability are closely related. Both factors 

provide a strong background in developing good accounting systems. Islamic banks 

located in countries with more freedom in political and civil systems tend to provide 

more CG disclosure. The findings also reveal that the legal system explains voluntary 

CG disclosures of Islamic banks. That is, Islamic banks in code law countries provide 

more voluntary CG disclosures as compared to Islamic banks in common law countries, 

which is consistent with the Ball et al. (2000) study. The demands made on the 

companies by major political groups, such as labour unions, banks and business 

partners, are reflected in the CG structure of the companies in these code law countries 

(Ball et al., 2000).
123

 

The model on the SSB Report disclosures reveals that one of the SSB characteristics 

(SSB cross memberships) is found to have a significant and positive association with 

disclosure in the SSB Report. However, significant associations are not found between 

SSB Report disclosures  and other SSB characteristics (SSB size and SSB expertise in 

accounting, banking, economics or finance), the ratio of IA to equity, Islamic bank size 

and the ratio of Muslim population to total population.
124

 

The results of this study indicate that agency theory, originating in developed countries, 

can only be partially used to explain the relationships of some Islamic bank 

characteristics, such as CG strength (comprising board size, AC size and the separation 
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The sensitivity results provide evidence that among the combination of variables in the CG strength score, board 

size is the variable that contributes the most in the relationship with aggregate and voluntary CG disclosures (See 

Table I2, Appendix I).  
123

Accounting income by companies in code law countries is shared among shareholders (in the form of a dividend), 

government (in the form of tax) and mangers/employees/labour (in the form of a bonus). Accordingly, accounting 

standards in these countries are influenced by these political groups (Ball et al., 2000). 
124IAHs and the Muslim population are among the main stakeholders of Islamic banks. ‘Muslim population’ is 

defined as the ratio of the Muslim population to the total population (Farook et al., 2011). 
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of the roles of CEO and board chair), the SSB strength (SSB cross-memberships, SSB 

size and SSB expertise in accounting, banking, finance and economics), with the 

disclosure decisions of managers on aggregate as well as voluntary CG disclosures of 

Islamic banks. The results indicate some support for a positive relationship between the 

ratio of IA to equity and mandatory CG disclosure. There is also some support for a 

positive association between size of Islamic banks and voluntary CG disclosure. 

The analysis of statistical results also leads to the development of a model to explain the 

relevant factors concerning the extent of disclosure in the SSB Report. Similar to the 

finding with agency theory, it is found that stakeholder theory could only partially 

explain the SSB disclosure behaviour. In this study, only the SSB cross-memberships 

variable is found to be associated with disclosures in the SSB Report. 

 

9.3 Limitations 

This study is not without limitations, and thus caution must be taken in interpreting the 

results.  Substantial effort has been taken in order to reduce the influence of the 

following limitations on the findings.  

The first limitation of the study is that the number of annual reports available for the 

sample analysis is relatively small, which may have limited the power of the statistical 

tests conducted on the data.  Nevertheless, this study on CG and SSB Report disclosure 

in the annual reports of Islamic banks could not be extended beyond 2009 due to the 

constraints of time and cost. The large amount of hand-collected data needed for the 

analysis precluded the inclusion of more years. However, the recent debate on CG and 

Shari’ah governance of Islamic banks makes the topic worthy of research despite the 

small sample size. Nevertheless, a few models of transformation have been performed 

on the data to ensure the robustness of the results. Moreover, the data used in the current 

study is considered larger than most previous studies on CG reporting of Islamic banks, 

which only focus on a particular country (See Table A1 and A2, Appendix A). 

Second, the current study is a cross-sectional study with data for a single period. The 

fact that the level of disclosure may change over time due to regulatory and 

environmental changes might limit the generalisability of the study (Haniffa, 1999; 

Hossain, Tan and Adams (1994). However, it could be argued that the extent of 
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disclosure might not vary much over time unless some significant events take place that 

lead to a substantial increase in the levels of disclosure. Most of the standards referred 

to in the development of the CG Disclosure Index and the SSB Report Disclosure Index 

were issued prior to 2009
125

. Since this study attempts to describe CG disclosure after 

the issue of significant CG guidelines and standards, a single study period can be 

justified. 

Third, there is the possibility that the results might be biased towards a country-effect. 

The sampling process results in a very small number of Islamic banks in some countries 

(for instance Brunei and Thailand) while a larger sample is found in other countries, in 

this case Malaysia and Bahrain. Thus, the result might be biased towards Malaysia and 

Bahrain. To reduce the country bias effect, two variables were introduced into the 

empirical model specification, i.e. the level of political and civil repression and the legal 

system.  

Fourth, there is subjectivity involved in the construction of the CG strength score 

(which is similar to subjectivity surrounding the development of CG indices) (Gillan, 

Hartzell, and Starks, 2003; Nelson, 2007). The CG strength score (board size, AC size 

and the separation of the roles of CEO and board chair) in this study is built using 

limited factors due to the unavailability of other CG factors. The CG strength score 

needs to be used with caution in disclosure-related research because the impact of some 

individual CG attributes cannot be readily predicted and may have offsetting effects 

when included in a single score. However, not all Islamic banks disclose information on 

board independence, which is exacerbated by the fact that there is no requirement on 

Islamic banks in the GCC region to have independent or non-executive directors 

(Safieddine, 2009). Nevertheless, sensitivity analysis is run to examine the effect of 

each sub-variable in the CG strength score. 
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The OECD Principles of CG was issued in 2004, BCBS in 2006, the IFSB-3 Guiding Principles on Corporate 

Governance for Institutions offering only Islamic Financial Services (Excluding Islamic Insurance (Takaful) 

Institutions and Islamic Mutual Funds, was effectivein 2006,  IFSB-4:Disclosure to Promote Transparency and 

Market Discipline for Institutions offering Islamic Financial Services (excluding Islamic Insurance (Takaful) 

Institutions and Islamic Mutual Funds) in 2007; IFSB-10: Guiding Principles on Shari’ah Governance Systems for 

Institutions offering Islamic Financial Services; Financial Accounting Standards (FAS) 1: General Presentation and 

Disclosure in the Financial Statements of Islamic Banks and Financial Institutions in 1996; FAS 3: Mudarabah 

Financing in 1996; FAS 5: Disclosure of Bases for Profit Allocation Between Owners’ Equity and Investment 

Account Holders in 1998; FAS 6: Equity of Investment Account Holders and their Equivalent in 1999; FAS 9: 

Zakahin 1999; FAS 11: Provision and Reserves in 1999;Governance Standard for Islamic Financial Institutions No. 1 

(GSIFI)1: Shari’ah Supervisory Board: Appointment, Composition and Report in 1999; GSIFI 2: Shari’ah Review in 

1999; GSIFI 3: Internal Shari’ah Review in 2000, GSIFI 6: Statement on Governance Principles for Islamic Financial 

Institutions in 2005. Only GSIFI 7: Corporate Social Responsibility Conduct and Disclosure for Islamic Financial 

Institutions became effective on 1 January 2010. 
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Fifth, there is subjectivity involved in the construction of the SSB strength score (which 

is similar to subjectivity surrounding the development of the CG strength score above). 

The SSB strength score also needs to be used with caution in disclosure-related research 

because the impact of some individual SSB characteristics could not be readily 

predicted and may have offsetting effects when included in a single score. Similar to the 

CG strength score, sensitivity analysis is used to determine the effect of each sub-

variable in the SSB strength score. 

The sixth limitation is the different CG requirements across countries in the study. 

Some countries have a unitary board system and other countries adopt the dual board 

system. Indonesia, for instance, has a dual board system in which a board of 

commissioners (supervisory board) supervises and advises the board of directors 

(management board) concerning how to manage the operations of the company. Both 

the board of commissioners and the board of directors will be held responsible for the 

financial statements of the company (World Bank, 2004). Similar to Rashid (2000), this 

study transforms the dual board system into a unitary board system. In this case, the 

total size of the board of commissioners and board of directors are regarded as board 

size. 

Seventh, similar to other studies on disclosure in annual reports, it is of concern that 

companies comply with the legal form of standards without adopting the “spirit” of the 

standards, thus, rendering the disclosures less meaningful. These companies emulate the 

structure and form of CG with less focus on the process (DiMaggio and Powell, 

1983).
126

 Alternatively, the companies might choose what type of information to be 

disclosed (Bujaki and McConomy, 2002).  Hence, the CG mechanisms might be in 

place but the companies still do not provide sufficient and relevant CG information in 

annual reports. Nevertheless, CG disclosure is unlikely to comprise commercially 

sensitive information, thus, it could be assumed that companies will disclose CG 

information if they adopt the CG measures (Standard & Poor's, 2004). Accordingly, it 

could be assumed that companies with a lack of CG disclosure have poor CG practices. 

Eighth, some of the exploratory variables (e.g. CG strength and SSB strength) are not 

found to have a normal distribution. Thus, in some of the models, for instance, Model 

A, these variables are transformed into dichotomous variables. However, the results 
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This situation is also known as mimetic isomorphism (DiMaggio and Powell, 1983). 
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across the models seem to indicate robustness, whether or not the variables are 

transformed. 

 

9.4 Contributions of the Study 

The contributions of the research can be divided into six main areas. The main 

contribution is to provide further evidence of the relationships between Islamic bank 

characteristics (Islamic bank-specific, CG and firm-specific characteristics), country 

specific characteristics and CG disclosures as well as disclosures in the SSB Report. 

Evidence to date on CG reporting and SSB Report disclosure for Islamic banks reveals 

that most studies are descriptive (Al-Mehmadi, 2004; Darmadi, 2011; Hameed, 2009; 

Hameed and Pramono, 2005; Hameed et al., 2004; Hassan and Christopher, 2005; 

Pramono, 2005; Sulaiman et al., 2011) (See Table 4.2).  

The second major contribution of the study is the development of a CG disclosure index 

of information, which is regarded as important to the annual report users of Islamic 

banks. The disclosure index, which is based on principles outlined in the GSIFI No. 6: 

Statement on Governance Principles for Islamic Financial Institutions, incorporates 

disclosure that is regarded as important based on international benchmarks, standards, 

codes, guidelines and past literature.  Mandatory CG disclosure requirements could be 

proposed accordingly for Islamic banks.  

The third major contribution is the focus on CG mechanisms in respect of CG 

disclosure in Islamic banks. Although, there are gaps in Islamic bank CG practices, the 

current study finds that CG mechanisms (the combined CG characteristics of board size, 

AC size and the separation of the roles of CEO and board chair) do play a role in 

influencing the disclosure behaviour of managers in relation to CG disclosures. The 

results of the study suggest that the combination of board size, AC size and separate 

board chair play a ‘complementary’ rather than a ‘substitutive’ role in providing 

effective monitoring. Leftwich, Watts, and Zimmerman (1981), and Ho and Wong 

(2001) argue that the adoption of more than one CG mechanism could strengthen the 

CG of companies by providing an “intensive monitoring package”, while at the same 

time reducing managerial opportunism and information asymmetry.  
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The fourth major contribution of this research is the focus on Shari’ah governance 

mechanisms. This study informs the global debate on the need for Shari’ah governance 

reform by providing insights on the part played by the SSB in encouraging full 

disclosure in the annual reports of Islamic banks. An important aspect of the SSB’s 

responsibilities relates to the adequacy of disclosure about the Islamic bank’s 

compliance with Shari’ah in its annual report (Bank Indonesia, 2006; Bank Negara 

Malaysia, 2005a). According to the GSIFI No. 2: Shari’ah review, the Shari’ah review 

should include the examination of “contracts, agreements, policies, products, 

transactions, memorandum and articles of association, financial statements, reports 

(especially internal audit and central bank inspection), circulars etc.” (p. 14). Therefore, 

the SSB should play an active role in enhancing disclosures particularly Shari’ah 

governance related disclosures. This study found support for a positive relationship 

between the combined SSB characteristics (SSB size, SSB cross-membership and SSB 

expertise in accounting, banking, economics or finance) and aggregate and voluntary 

CG disclosure.  

Fifth, the study provides evidence that the mudarabah IAHs play a passive role in 

encouraging CG disclosures and SSB Report disclosures. They do not utilise 

information in the financial statements in order to assess the results of the Islamic 

banks. This result is supported by Al-Sadah (2007) who argues that IAHs are dependent 

on shareholders to monitor the behaviour of managers. In addition, the ratio of the 

Muslim population to the total population does not influence the extent of information 

provided in the SSB Report. 

Sixth, the findings of this thesis have implications for several stakeholder groups. The 

results should be of interest to management, central banks, the AAOIFI, the IFSB and 

the accounting policy makers of the nine countries in the study. Other stakeholders (for 

instance, zakat payers, zakat beneficiaries, IAHs, creditors, customers, suppliers and the 

Muslim population) should also benefit from the findings of this study in their demand 

for useful information. 
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9.5 Policy Implications 

The results of the study suggest a lack of commitment to CG disclosures by Islamic 

banks. The findings confirm that there are still many areas to be improved with respect 

to CG disclosure. There are troubling gaps, for instance, in the disclosure of shareholder 

related information and mudarabah investment account-related information. Therefore, 

the accounting enforcement and banking supervisory authorities may find it useful to 

increase the extent of CG information required by properly explaining disclosure 

rules
127

 and also to ensure that stakeholders have access to the CG information (United 

Nations Conference on Trade and Development (UNCTAD), 2011). It could also be 

beneficial for the AAOIFI and the IFSB to have close working relationships with the 

Ministries of Commerce, regulators (Central Banks), stock exchanges, rating agencies, 

local accounting professional bodies and local accounting standard setting bodies in 

order to promote their CG standards and guidelines (Al-Abdullatif, 2007; Al-Baluchi, 

2006 and Al-Hajji, 2003). A coherent and acceptable set of CG disclosure requirements 

is developed in this thesis for Islamic banks.  

The reason for the lack of CG disclosures in some countries (Brunei, Bahrain and Qatar 

– see Appendix F)) might also be linked to the absence of an established professional 

accounting and auditing environment
128

. The accounting and auditing profession in 

these countries could be strengthened so that stakeholders have greater confidence in the 

credibility of external auditors. Bahrain and Qatar, in fact, have the lowest ranking for 

the audit and enforcement function among the GCC states. In other words, Bahrain and 

Qatar are found to have weak law enforcement, low audit quality and also low 

accounting and auditing enforcement body activities (Al-Shammari et al., 2008). The 

accounting and auditing profession in Brunei, Qatar and Bahrain could be strengthened 

by having appropriate professional education and training and also by setting up a 

controlling body to look after the accounting and auditing profession in order to 

improve investor confidence and encourage foreign direct investments in their 

respective countries. Some regulatory interventions, such as legal backing, incentives, 

sanctions for violations of disclosure rules and proper enforcement mechanisms, might 
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GSIFI could produce an example on how disclosure should be made under GSIFI 6. 
128

There are no local accounting standards in Brunei, while the role of the Brunei Institute of Certified Public 

Accountants in organising the accounting profession in the country is being questioned (Yapa, 1999). Qatar, on the 

other hand, is not a member of the International Federation of Accountants (eStandardsForum, 2009i). 
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be considered as good steps to encourage compliance with accounting and CG 

standards, and, eventually, will lead to an increase in CG disclosures (Al-Sadah, 2007; 

Setyadi, Rusmin, Tower and Brown, 2011). 

Although the results in the current study reveal a positive association between CG 

strength and CG disclosures, it seems that the CG enforcement of Islamic banks may 

still need to be strengthened.  The results suggest that CG strength (particularly, board 

size) influences CG disclosures. This study also finds that Islamic banks in the SEA 

region disclose more CG information as compared to their GCC counterparts. The lack 

of awareness concerning the need for CG disclosures, particularly in the GCC Islamic 

banks, might indicate a lack of enforcement in the implementation of CG standards and 

guidelines. Safieddine (2009) found that certain CG mechanisms (audit committee, 

compensation committee, nomination committee, and independent as well as non-

executive directors) are not mandated but only encouraged to be installed in the GCC 

Islamic banks. Nevertheless, in recent years, the stock exchanges and national CG 

committees of most countries under the scope of this study have issued CG standards 

and guidelines to strengthen the CG environment in their respective countries
129

. 

The current study reports that SSB cross-memberships are associated with greater 

disclosure in the SSB Report. Hence, the study supports the view that there could be 

negative outcomes from the proposal by the AAOIFI to restrict the number of cross-

memberships of SSB scholars. It has been argued that imposing restrictions when there 

is a global shortage of qualified Shari’ah scholars could lead to the appointment of less 

experienced scholars to the SSB (Rammal, 2010; Richter, 2010; Vizcaino, 2012). In 

particular, the evidence concerning the positive association between the extent of 

disclosure in the SSB Report and SSB cross-memberships as well as with the AAOIFI 

scholars may assist regulators of Islamic finance as they seek to develop guidelines and 

standards. There are suggestions to restrict SSB cross-memberships in order to avoid 

conflicts of interest, by providing opportunities for more scholars to be engaged in the 
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In Malaysia,the “Guidelines on Financial Reporting for Licensed Islamic banks”and the “Malaysian Code on 

Corporate Governance”were issued in 2005 and 2007, respectively; in Indonesia,the “Bank Indonesia Regulation 

Number 8/4/PBI/2006 concerning Good Corporate Governance Implementation by Commercial Banks” and 

the“Indonesia’s Code of Good Corporate Governance” were issued in 2006;in Thailand,the “Code of Best Practice 

for Directors of Listed Companies” and the “Principles of Good Corporate Governance for Listed Companies” were 

effective from1999 and 2006 respectively; in Bahrain, the “Corporate Governance Code-Kingdom of Bahrain” was 

adopted in 2011;in Qatar,the “Corporate Governance Code for Companies Listed in Markets Regulated by the Qatar 

Financial Markets Authority” and the “Corporate Governance Guidelines for Banks and Financial Institutions” were 

effectivestarting from 2008 and 2009 respectively;in the UAE, the “Corporate Governance Guidelines for UAE Bank 

Directors - A Handbook (Draft)”was issued in (2006) and in Saudi Arabia,the “Corporate Governance Regulations in 

the Kingdom of Saudi Arabia”was issued in 2009. 
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Islamic banks’ SSB, and, at the same time, reducing the concentration of SSB cross-

memberships by a few top SSB scholars (Unal, 2011). However, due to the lack of 

Shari’ah scholars to qualify as SSB members, junior scholars ought to be trained first 

before such restrictions are imposed (Richter, 2010). Junior scholars should fulfil the 

minimum qualifications and undergo formal training as well as an apprenticeship under 

senior scholars (Richter, 2010). 

The GSIFI No.3: Internal Shari’ah Review could be adopted by Islamic banks to 

harmonise the process of Shari’ah review and opinion. It may also be beneficial for 

Islamic banks to include Shari’ah compliance reports in their annual reports, 

comprising an explanation of the Shari’ah compliance procedure, Shari’ah audit and 

activities (Hasan, 2011). In line with the definition of the Shari’ah review, which 

includes the review of financial statements, the role of the SSB towards disclosure of 

information should be enhanced. 

Al-Sadah (2007) found that 53.2 percent of the mudarabah IAHs are not familiar with 

the nature of their contracts or transactions with Islamic banks. The findings of the 

current study also reveal that the level of IAHs has no relationship with either CG 

disclosures or SSB Report disclosures. Therefore, the study supports Al-Sadah’s (2007) 

argument that IAHs do not appear to react to the information they receive, unlike 

investors in developed countries. Without active IAHs, there will be a lack of market 

discipline among Islamic banks. The lack of demand for information by IAHs could 

eventually become an obstacle in the development of Islamic finance due to the fact that 

60 percent of Islamic bank funding comes from the IA (Archer and Karim, 2006a). This 

situation could also encourage the management of Islamic banks to provide benefits to 

shareholders at the expense of IAHs. Al-Sadah (2007) found that IAHs sometimes 

received a minimum return despite shareholders being rewarded with a highly constant 

dividend rate. He argued that, by subjecting IAHs to rules applied to normal depositors, 

Islamic banks have a tendency to treat IAHs similar to normal depositors, despite their 

higher exposure to risk. The lack of AAOIFI standards and the IFSB CG Guidelines 

enforcement could further exacerbate the situation in Islamic banks. Investment 

knowledge could be increased among the IAHs to make them aware of their rights. By 

improving the IAHs’ knowledge on the nature of their investments and contracts with 

Islamic banks, they could become more sophisticated and active investors. As 

sophisticated investors, the IAHs could react by withdrawing their investments from 
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Islamic banks whenever the situation calls for such action
130

. Accordingly, IAHs could 

avoid total dependence on the shareholders, bank supervisors and even the SSB in 

evaluating the performance of Islamic bank managers. 

 

9.6 Future Research 

There are a number of avenues for future research. In this study, not all CG variables are 

tested, due to the difficulty in obtaining data. With the increase in awareness about CG, 

future research should evaluate more data for examination. Aspects of CG variables, 

which are not examined in the study, such as board sub-committees, for instance, 

remuneration, nomination, risk management and CG committees, high family 

concentration ownership, dominance by non-independent directors, as well as share 

ownership by directors, managers and SSB, should be examined in detail. 

Additional SSB characteristics could be examined, for example, whether particular 

groups of scholars who always work together have any influence on the SSB Report 

disclosure level. Studies across other jurisdictions (for instance, Africa, Europe, North 

and South America, Middle East and South Asia) could generate stronger results and 

enable additional factors and theories to be explored. Furthermore, a longitudinal study 

could be undertaken, which would provide evidence of changes in levels and patterns of 

CG disclosures in Islamic banks. By conducting a longitudinal study, the impact of the 

international CG guidelines and standards on the disclosure behaviour of Islamic banks 

worldwide and their SSB could be examined. 

This study is based on the assumption that the CG strength and the SSB strength of the 

Islamic banks influence CG disclosure behaviour. However, alternatively, it is possible 

that CG disclosures might be able to explain the strength of the CG and SSB in place. 

This would suggest the possibility of an endogeneity issue which could be explored in 

future research. 

Finally, disclosure indices are unlikely to fully explain the issues on CG and Shari’ah 

governance systems. Hence, other research methods, such as interviews and surveys, are 
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IAHs have no rights (for instance, rights to vote, rights to appoint SSB, board of directors and auditors, rights to 

receive annual reports as well as rights to impose monitoring mechanisms of management) in the governance of 

Islamic banks. In fact, they have lessrights than shareholders and creditors (Al-Baluchi, 2006; Archer and Karim, 

2006a; Archer et al., 1998). 
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needed to enhance the understanding of the importance of such disclosures (Akacem 

and Gilliam, 2002). For instance, the use of a case study in every country may provide a 

better insight into the actual performance of the CG mechanisms and their contributions. 

The findings of these case studies should be able to complement the results of the 

current study. 

 

Due to restrictions in terms of time and cost in measuring CG disclosures, this study 

only focused on one major sector of the Islamic financial services industry, that is, 

Islamic banks. However, future studies could include other sectors of the Islamic 

financial services industry, such as Islamic insurance companies and Islamic investment 

funds
131

. 

                                                 

131 Islamic insurance companies are subject to their own AAOIFI standards, i.e. FAS No. 12: General Presentation 

and Disclosure in the Financial Statements of Islamic Insurance Companies, FAS No. 13: Disclosure of Bases for 

Determining and Allocating Surplus or Deficit in Islamic Insurance Companies, FAS No. 15: Provisions and 

Reserves in Islamic Insurance Companies, and FAS No. 19: Contributions in Islamic Insurance Companies. AAOIFI 
also provides a standard specific for Islamic investment funds, i.e. FAS No. 14: Investment Funds. 
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