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ABSTRACT

In Malaysia, the Islamic capital market (ICM), with its activities and transactions
which are according with Shari‘ah principles and rules, has become an important part
in the overall capital market. Shari‘ah approved companies (SZAC) is one of the
components of the ICM. Generally, companies try to convey to their stakeholders that
they are good investments via disclosure. The disclosure of information in the annual
reports is considered as a channel of communication between companies and their
stakeholders. One of the objectives of the current study is to investigate the extent of
voluntary disclosure (i.e. overall disclosure items, conventional disclosure items and
Islamic disclosure items) in the annual reports of ShAC. Second, is to examine the
relationship between the extent of voluntary disclosure and firm-specific
characteristics (i.e. firm size, ownership structure, type of audit firm and industry
type) of SAAC. The sample consists of top 50 SAAC. The data were collected from the
2003 annual reports of these companies. The study used a disclosure index which
consists of 59 items, to measure the extent of voluntary disclosure in the annual
reports. The main statistical tests conducted in this study are: descriptive statistics,
univariate test and multivariate regression. Generally, the results show that the extent
of voluntary disclosure in the annual reports of SKAC is low for the three categories:
overall, conventional and Islamic voluntary disclosure. However, the extent of
voluntary disclosure of conventional items is higher than Islamic Items. The results of
the multivariate regressions reveal that firm size is statistically associated with the
extent of voluntary disclosure in all three categories. Whereas, the ownership structure
is significant with overall and conventional voluntary disclosure, but the type of audit
firm is significant with the overall and Islamic voluntary disclosure. Moreover, both
the univariate test and multivariate regression results point to the fact that non-
manufacturing ShKAC seem to voluntarily disclose more Islamic items than
manufacturing companies.
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CHAPTER 1

INTRODUCTION

1.1 BACKGROUND

The purpose of financial reporting is to provide stakeholders with information
concerning the financial performance of the firm, and a “true and fair” view of its
financial position. According to the Financial Accounting Standard Board (FASB) in
the SFAC' No.1, financial reporting should provide information that is useful to
investors, creditors and other users in making investment, credit and similar
decisions”. Financial reporting is not limited to financial statements’; it includes other
channels of communicating of the information provided by the accounting system, for

example including voluntary disclosure (Brownlee et al. 2001).

Financial reporting can be considered as one means of communicating information by
companies to their stakeholders, and the disclosure of information includes financial
and non financial information. Therefore, disclosure of information can be defined as
a communication of economic information including that of financial, non-financial,
quantitative, and qualitative, about a company’s financial position and performance
(Owusu-Ansah 1998). Disclosure can be categorized into two types, namely: (1)
mandatory disclosure, and (2) voluntary disclosure. Mandatory disclosure refers to

items of information which companies are obliged to disclose because of statutory

! Statement of Financial Accounting Concepts.

? Malaysian Accounting Standard Board (MASB) in its MASB standard No. 1 reflects a similar idea on
the purpose of financial reporting. However, the term used by MASB 1 is more specific as it refers
directly to “financial statements”. Financial statements are only a subset of financial reporting, thus the
reference to FASB’s SFAC No.1 is considered more appropriate here.

3 The components of the financial statements include the balance sheet, income statement, statement of
changes in equity, cash flow statement and notes to the accounts (MASB 1).



regulations e.g. law and listing requirements (Cooke 1992; Owusu-Ansah 1998).
Hence, all companies should disclose this information. Therefore, mandatory
disclosure is considered as a minimum level of information to be disclosed in the
annual reports. Meanwhile, voluntary disclosure is defined as that which is not
mandated (Cooke 1992). In other words, voluntary disclosure is the disclosure of
additional items of information which are not required by the statutory regulations.
Cooke (1992) argues that when the benefits of voluntary disclosure exceed the costs,
companies voluntarily disclose more information than is required. Therefore,
companies voluntarily disclose information, usually to assure users that the company

is a good company”.

In Malaysia, an Islamic Capital Market’ (ICM) has been established where
transactions and activities are based on Shari‘ah principles. The aims of setting up the
ICM are to establish Malaysia as a center for international Islamic capital market, in
addition to enabling Muslims to recognize Shari‘ah compliant investments and
increase the level of their confidence while making investment decisions (Securities
Commission 2002). One of the components of the ICM is Shari‘ah Approved
Companies’® (ShAC), the core activities of which are consistent with the Shari‘ah
principles. The SAAC are listed companies on Bursa Malaysia. Up to 20 July 2004,
441 companies had been classified as SAAC, whereas the number of companies was
272 as at 31 December 1998 (Bursa Malaysia 2004). The rate of increase is 62 percent

which indicates the importance of these companies as a component of the ICM in

* Please refer to chapter 2 for a more detailed discussion.
’ The ICM is discussed in chapter 2.
8 Definition of Shari‘ah Approved Companies (S2AC) and more detail is discussed in chapter 2.



Malaysia. The importance and growth of these companies, also, justify research on

them.

1.2 OBJECTIVES OF THE STUDY

The study has two main objectives. Firstly, to determine the extent of voluntary
disclosure (i.e. overall disclosure items, conventional disclosure items and Islamic
disclosure items) in the annual reports of SAAC. Secondly, to empirically examine the
relationship between the extent of voluntary disclosure (i.e. overall disclosure items,
conventional disclosure items and Islamic disclosure items) and firm-specific
characteristics (i.e. firm size, ownership structure, type of audit firm and industry

type) of SAAC.

1.3 QUESTIONS OF THE STUDY

Based on the objectives of the study, the researcher has formulated the specific

research questions as follows:

(1) What is the extent of voluntary disclosure (i.e. overall disclosure items,
conventional disclosure items and Islamic disclosure items) in the annual

reports of the SAAC?

(2) Is there a relationship between firm-specific characteristics (i.e. firm size,
ownership structure, type of audit firm and industry type) and the extent of
voluntary disclosure (i.e. overall disclosure items, conventional disclosure

items and Islamic disclosure items) in the annual reports of the ShAC?



1.4 MOTIVATION OF THE STUDY

As mentioned above, there is an increase in the number of SAAC listed on Bursa
Malaysia which reveals the importance of this component in the ICM. Thus, this has
motivated the current study to examine the voluntary disclosure practices of the
ShAC. Furthermore, the study is motivated by the lack of literature on disclosure in
the Malaysian context, particularly SAAC (discussed in chapter 3), as no studies so far
have taken voluntary disclosure (i.e. overall disclosure, conventional disclosure and
Islamic disclosure) into consideration and its relation with firm-specific characteristics

of ShAC per se. That gap in the literature needs to be explored and filled.

1.5 CONTRIBUTION OF THE STUDY

Malaysia aims to strengthen its ICM. In order to do so, it has to ensure that both local
and foreign investors are willing to invest in that market, including investment in
ShAC. The ShAC can convince investors that it is a good investment through
communicating qualitative and quantitative information (particularly voluntary
disclosure) to their users via their annual reports. Therefore, this study aims to
contribute towards the knowledge and understanding about the extent of voluntary
disclosure in annual reports of SAAC in the hope that it will assist in the strengthening
of the Malaysian ICM. Another important contribution of the study is the development
of the disclosure index which includes Islamic information items which are relevant to
all SAAC. Next, the study contributes towards extending the Malaysian literature on
disclosure, and filling the gap in the lack of empirical studies on disclosure practices
of ShAC. Furthermore, the study extends our understanding of the firm-specific
characteristics of SAAC listed in Bursa Malaysia, which influence the extent of their

voluntary disclosure.



1.6 ORGANIZATION OF THE STUDY

The study has been organized into six chapters and they are structured as follows:

CHAPTER 1: INTRODUCTION
This chapter consists of the background, objectives, research questions, motivation of

the study, contribution, and the organization of the study.

CHAPTER 2: INSTITUTIONAL BACKGROUND AND THEORETICAL
FRAMEWORK

Chapter two discusses several issues. Firstly, the discussion is regarding the Islamic
capital market in Malaysia. Secondly, it gives a background of Shari‘ah approved
companies. Thirdly, the chapter provides the theoretical framework of the study.

Finally, an Islamic perspective on Islamic disclosure items is elaborated.

CHAPTER 3: LITERATURE REVIEW

This chapter reviews the literature of voluntary disclosure in the annual reports.
Basically, it starts by discussing some of the literature on voluntary disclosure and
firm-specific characteristics which have been conducted internationally. Next, the
chapter reviews some of the previous studies on the disclosure of annual reports in the

Malaysian environment. Finally, it highlights the gap in the literature.

CHAPTER 4: HYPOTHESES DEVELOPMENT AND RESEARCH METHOD
Chapter four consists of two sections. The first section discusses the hypotheses

development. The second section elaborates on the research method which includes:



sample selection, data collection, variables measurement, statistical techniques, and

the regression model.

CHAPTER 5: EMPIRICAL RESULTS AND DISCUSSION
This chapter analyzes the data and provides results and findings of the statistical

analyses. Then, the findings from this study are discussed.

CHAPTER 6: CONCLUSION, LIMITATIONS AND SUGGESTIONS FOR
FUTURE RESEARCH
Chapter six concludes the study and underlines some limitations of the study. It also

offers some suggestions for future research.



CHAPTER 2
INSTITUTIONAL BACKGROUND AND THEORETICAL

FRAMEWORK

2.1 INTRODUCTION

Malaysia is one of the Muslim countries which realized the needs of investors who
aim to invest in a capital market where the activities are consistent with the Shari‘ah’
rules and principles. Thus, the Securities Commission (SC) established the full form
of ICM where transactions and activities are not prohibited by the Shari‘ah and they
are free from non-permissible elements such as interest (Ribd), gambling
(Maysir/Qimar), and ambiguity (Gharar). As a result of the existence of the ICM,
several products or instruments have been approved including a list of Shari‘ah

securities (i.e. ShAC).

This chapter addresses a number of issues. First, the chapter discusses the ICM in
Malaysia. Second, the SAAC is explained in this chapter. Third, the chapter provides
the theoretical framework for this study. Fourth, the Islamic perspective on disclosure

is discussed later in the chapter. Finally, the chapter ends with a summary.

" The Shari‘ah is “the Islamic law of human conduct, which regulates all matters of the lives of
Muslims. It is based on God’s [4llah’s (s.w.t.)] holy word in the Qur’an, the deeds and sayings of the
prophet Mohammed [p.b.u.h.], and the consensus of Islamic religious scholars” (Maali et al. 2003: 1-2).



2.2 ISLAMIC CAPITAL MARKET (ICM) IN MALAYSIA

The ICM in Malaysia has become an important component in the overall Malaysian
capital market. The ICM plays a similar role to that of the conventional capital market,
except that it only deals with securities and transactions which are permitted by the
Shari‘ah. Accordingly, the SC established the Shari‘ah Advisory Council (SAC) on
16 May 1996 under section 18 of the Securities Commission Act 1993. The authorities
of the SAC are: (1) to ensure that the running of the ICM is consistent and complies
with Shari‘ah principles, (2) to advise the Commission on all Shari‘ah matters related
to the ICM, (3) to function as a reference center for issues related to the ICM
(Securities Commission 2002). The SAC’s members consist of Islamic scholars or
jurists who have experience in the application of the Shari‘ah, especially in the areas
of Islamic economics, Islamic commercial law and Islamic financial system. The ICM
consists of a variety of capital market products or instruments which have been
evaluated and approved by the SAC. Such products include (Securities Commission

2004):

(1) List of Shari‘ah approved securities (companies);

(2) Ordinary shares;

(3) Transferable Subscription Rights (TSR’s);

(4) Call warrants;

(5) Non-cumulative preference shares;

(6) Crude palm oil futures contracts;

(7) Crude palm kernel oil futures contracts;

(8) Khazanah zero-coupon bonds (Islamic benchmark bond);

(9) Composite Index futures contract (if underlying is Shari‘ah approved) and



