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ABSTRACT

Decent corporate governance practices are important and fundamental in today’s
corporate world, particularly in the growing and high future prospect of Islamic
banking industry. In this respect, its linkages with disclosure at Islamic banks need to
be well understood and developed for better sustainability of the industry. This study
is hence conducted to examine the impact of corporate governance on the Islamic
financial and social reporting (IFSR) of Islamic banks in Malaysia. Drawing on
surveys and annual reports, this thesis seeks the views of accountants working in
Islamic banks regarding the importance of items in the developed IFSR index. The
annual reports are used to examine the score of the IFSR for the Islamic banks as well
as to collect the data for the related variables. Multivariate regression is used as the
main statistical technique to analyse the data. The findings suggest the importance of
the financial part of the IFSR index followed by the importance of auditing and
governance items, whereas the social items are viewed as fairly important. The
findings on the social items may reflect that accountants are already aware of the need
for social reporting components in Islamic banks although it yet to be considered as
important as the financial items. The overall weighted score of IFSR have shown an
increasing trend from 2007 to 2010. The scores, however, are still considered fair. As
for the individual items, the score for finance items is classified as very good while the
scores for social and governance items are categorised very poor and good
respectively. The main findings suggest that board size is significant to explain the
IFSR in Islamic banks in Malaysia. The other results indicate that board
independence, board size, audit committee expertise, audit committee size, audit
committee independence, and additional service of audit committee members
significantly explain the IFSR for finance. Meanwhile, for the social items, the
findings show that board size is significant in explaining the IFSR. As for the
governance section of the IFSR, the results advocate that board independence and
audit committee independence are significant to elucidate the IFSR. Theoretically, the
thesis contributes to the body of literature through the use of Islamic agency theory.
Further, the combination of quantitative, qualitative, mandatory, and voluntary
requirements in the index is seen as capable of improving the disclosure of Islamic
banks. The weighted index of IFSR on the other hand contributes towards enhancing
the applicability of the disclosure. Moreover, the use of multivariate regression
analysis contributes towards enriching the evidence on governance practices in
Islamic banks. The findings may be useful to relevant stakeholders including the
Islamic banks to review their disclosure level of IFSR to better discharge their
accountability. At the same time, the findings contribute towards achieving a healthier
formation of corporate governance mechanisms for better accountability and
sustainability of Islamic banks in both Malaysia and abroad.
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CHAPTER ONE
INTRODUCTION

1.1 INTRODUCTION

The several objectives of the chapter are to discuss the background of the study, to
deliberate the problem statement, to discuss the motivations for the study, to provide
discussion on the research objectives and questions as well as to present the
organisation of the thesis. In the subsequent sections, the chapter elaborates on the
background of the study, discusses the problem statement, deliberates the motivations
for the study and presents the research objectives and questions. The chapter

concludes by presenting the organisation of the thesis.

1.2 BACKGROUND OF THE STUDY

The Islamic banking industry was introduced during the 1970s. The aim of its
establishment is to uphold socio economic equality as promulgated and urged by
Islamic teachings. As noted by Siddiqgi (1995), Islamic banks are perceived as not only
vital in economic regeneration but also essential in promoting and upholding social
justice.

Indeed, Islamic finance has been regarded as part of an Islamic economic
system that has inherent social relations (Ahmed, 2011). The focal objective of
Islamic finance as asserted by Siddiqi (2004) therefore is to achieve the maqasid of
Shari’ah which should be reflected in the economy as enabling and promoting not
only growth but also justice throughout the society or Ummah.

To achieve the main objective of its existence and the overall magasid of

Shari’ah, the Islamic banks’ products or services have to be offered to all customers or



clients within the framework of the Shari’ah. This is to ensure that customers will only
use the products or receive the services that are in line with Islamic teachings. At the
same time, the Islamic banks will earn revenue from the permitted business activities
only.

In order to comply with the Shari’ah, the Islamic banks are not allowed to
become involved in any kind of interest (riba) bearing borrowing or lending contracts
(Archer & Karim, 2007) since riba is prohibited in Islam. The prohibition of riba is
seen as one of the uniqueness of business operations or activities of Islamic banks.
This uniqueness may have become the catalyst for the Islamic banking and finance
industry to grow rapidly worldwide.

The unique philosophy of Islamic banks can hence be viewed as closely linked
to the religion (i.e. Islam). Consequently, as asserted by Haniffa and Hudaib (2007)
Islamic banks are regarded as having an ethical identity. From this perspective,
Islamic banks are seen as an institution that promote good behaviour or practice in
their business operations and activities.

In time to come, as noted by Khan and Bhatti (2008), the Islamic banks are
expected to capture the majority of Muslim customers throughout the globe, which is
approximately more than 1.3 billion or around 24 percent of the world population.
This anticipation is made after considering the growth trends as well as the acceptance
of customers who have used the products or received Islamic banking services.

For instance, by 2014, Ernst & Young through the World Islamic Banking
Competitiveness Report 2013 project that the Islamic banking assets to grow beyond
the milestone of 2 trillion dollars. Locally, in Malaysia, the total Islamic banking
assets are reported to have grown by 20.6 percent to RM469.5 billion as of July 2012

(Economic Report of Malaysia, 2012/2013).



The overwhelming acceptance of Islamic banks’ products or services
throughout the world could be due to the fact that, thus far, the Islamic banking and
finance industry has made a series of breakthrough improvements on its way to
becoming a truly viable and competitive alternative to the conventional system (Khan
& Bhatti, 2008).

In the local scene, Bank Islam Malaysia Berhad (BIMB) is well recognised to
be the first Islamic bank established in 1983. As of today, the bank has 133 branches
nationwide (BIMB at www.bankislam.com.my). This has demonstrated the success of
the bank to build confidence among customers in Malaysia of Islamic banking
products and services.

According to the Central Bank of Malaysia (www.bnm.gov.my), there are
currently 16 banks that operate as either full-fledged or subsidiary Islamic banks in
Malaysia. The main objective and the rapid growth of Islamic banks indeed
demonstrate the importance of ensuring the practices and development Islamic banks
are steady and within the parameters of the Shari’ah.

From another perspective, good practices as well as steady growth or
development of Islamic banks can be seen as a means to ensure that Islamic banks are
always ready and continue to serve the customers according to their needs (See Archer
& Karim, 2007). These are also perceived as significant to ensure the objective of the
Islamic banks to promote socio economic fairness.

It is thus worthwhile to examine the issues of corporate accountability and
governance in Islamic banks since these can be considered central to ensuring their
direction and success. The issue concerning corporate accountability and governance
are indeed of immense concern in today’s business world. This has been proven by the

demise of huge and well established corporations throughout the world in recent


http://www.bnm.gov.my/

years. Enron, Parmalat, and WorldCom are a few examples of such classical collapses
in the history of corporations. The Enron and WorldCom cases are considered the
most prominent because of the scope and boldness of their financial reporting
deficiencies (Ball, 2009).

These cases reflect examples of an acute level of accountability from those
who run, manage, administer, as well as control the business towards the interest of
the owners i.e. shareholders and other stakeholders of corporations. As noted by
Geriesh (2006), among the similarities of the causes of the scandals are gross lack of
integrity and character.

Corporate governance is essentially a process by which groups of people
administer and control corporate systems. Such groups that encompass for instance the
board of directors and audit committee etc. have duties to ensure that corporate
resources are utilised in line with the needs and interests of the shareholders and
stakeholders. The board and audit committee in this context have the responsibility to
monitor and supervise all corporate activities and operations.

Nevertheless, a number of high profile failures, cases, and scandals in the
corporate world have raised the question of how the components of corporate
governance are structured and practiced (See Farber, 2005). As such, issues of
corporate accountability have eventually captured the attention of many parties and
individuals. It has further triggered or continued the search for an avenue through
which to improve the structure and practice of corporate governance towards a better
discharge of corporate accountability.

The centre of corporate accountability discharge should have been towards the
true owners rather than surrounding the management or corporate ‘elites’. Many

corporate failures to date have been linked to the quality of corporate financial



statements. This is precisely what happened in the case of Enron where auditors failed
to perform their duties in accordance with profession standard and ethics.

There is little difference for local companies whereby accounting irregularities
are found to exist in companies like Transmile, Energo, Welli Multi, Megan Media,
and GP Ocean (Securities Commission of Malaysia, 2010). The corporate demise or
scandals normally caused by accounting irregularities is a sign of poor credibility,
integrity, and independence.

As a result, this has severely diminished the status or standing of the
accounting profession in the public eye. For instance, Ball (2009) asserts that the
scandals have caused a drop in the global reputation of various US institutions
including the US GAAP, auditors, regulators, security analysts, as well as the financial
markets in general.

This could also be seen as a negative reaction from the public on how
accountants perform their professional duty to provide a true and fair view of the
corporate financial position. As such, the roles of accountants nowadays have
changed. In addition to providing a true and fair view of the corporate financial
position, accountants are now accountable for providing audit assurance.

Within this perspective, accountants have to give surety on the accuracy and
reliability for what they have audited. This is part of the efforts to rebuild the trust or
confidence amongst the users of corporate financial statements which includes the
public as a whole. The improvement in corporate reporting is one of the reflections for
good corporate governance practice.

In this context, good corporate governance practice is essential since poor
corporate governance practice has been regarded as one of the reasons for fraudulent

corporate financial reporting (Farber, 2005). The elements of accounting and auditing



in corporate governance structure are tied with other components that will determine
their level of efficacy.

At this juncture, whether their roles are to be well appreciated or well demised
will be mutually dependent upon the other components within the corporate
governance system. For instance, at this juncture, the roles of board of directors and
audit committee are perceived as vital to ensure that corporate financial statements
meet its objectives and vice versa.

At this point, the proper attributes of board of directors and audit committee
need to be properly addressed. Nevertheless, many issues with respect to these
components of corporate governance are still subsisting and inconclusive. As in the
perspective of Islamic banks, these areas are considerably new and therefore call for
further research to provide facts or evidence in order to improve their development
and practice.

The above discussions may have raised the issue of how corporate governance
can lead to better quality of corporate financial and social reporting. Good corporate
governance which is reflected by means of better functioning of board of directors and
audit committee (Vafeas, 2005) contribute towards enhancing the financial and social
reporting through a better monitoring and supervising process.

In this regard, the board and audit committee are well recognised as the ones
responsible to monitor the contents of the corporate annual reports. The boards in
general, particularly audit committees are given the mandate to ensure that the
corporate annual reports disclose the truth and reliable information about corporations
(\Vafeas, 2005).

Nonetheless, given the importance of financial and social reporting, the high

future prospect of the Islamic banking industry and corporate governance structures



i.e. board, audit committee, the corporate governance practices particularly on the
effects of board and audit committee within the context of IFSR of Islamic banks in

Malaysia have yet to be examined or studied thus far.

1.3 PROBLEM STATEMENT

The growing importance of the Islamic banking industry reflects the need to
understand issues pertaining to the relationship between the financial and social
reporting and corporate governance practice. In this respect, the board and audit
committee are perceived as the governance mechanisms responsible to ensure
appropriate discharge of corporate accountability through effective corporate financial
reporting practices (Vafeas, 2005).

From this point of view, it is perceived as necessary to examine the corporate
governance practices on the financial and social disclosure at Islamic banks
considering the important roles of corporate governance i.e. the board and audit
committee on corporate financial disclosure. The findings are expected to provide
valuable insights on the effects of the board and audit committee practices on the
financial and social reporting practices of Islamic banks.

In another perspective, the findings from such an examination are important
since the evidence with respect to the impact of corporate governance practices i.e. the
board and audit committee on financial reporting within the context of Islamic banks
are considered remote and rare. As such, the results may be used as a platform to
understand the relationship and provide useful information for the formation of the
board and audit committee in Islamic banks.

The issues concerning corporate financial reporting are also vital to be tackled

due to its effects or roles to stakeholders. It is regarded as having an important role



