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Abstract

Islamic banks are required to ensure their operations and activities comply with the Shariah
principles. According to Islamic Financial Services Act (2013) in Malaysia, all operations and
activities of Islamic financial institutions including Islamic banks have to comply with decisions
made by the Shariah Advisory Council (SAC) of Bank Negara Malaysia (BNM) and the Shariah
Committee (SC) of the Islamic financial institution to ensure Shariah compliance. In practice,
Shariah compliance is considered a crucial factor by bank stakeholders, especially Muslim
customers in their decision to use Islamic financial products. Thus, one of the ways for Islamic
banks to convey their Shariah-compliance to their stakeholders is through annual reports. This
study examines the level of compliance on Shariah disclosure in the annual reports of Malaysian
Islamic banks. A Shariah disclosure index, comprising mandatory and voluntary items, was
developed from Bank Negara Malaysia (BNM) guidelines and Accounting and Auditing
Organization for Islamic Financial Institutions (AAOIFI) standards. Shariah disclosure data were
collected from the annual reports for the year 2016 of the 16 Islamic banks in Malaysia. Based
on Institutional Theory, this study hypothesised high compliance, however the results revealed
that none of the banks had full compliance to the mandatory items. Nevertheless, some of
these banks disclosed voluntary items. The findings provide useful insights to the regulators
and stakeholders on Islamic banks” compliance on Shariah disclosure. The study also reveals
the importance of disclosing additional items in the annual reports of Islamic banks.
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I. Introduction

Islamic banks are required to ensure that their operations and activities
comply with the Shariah principles. However, in some cases, Islamic banks
may inadvertently digress from the Shariah due to the lack of rules and
regulations on contemporary transactions (Ullah, 2014). In order to alleviate
this problem, Bank Negara Malaysia (BNM) issued the Shariah Governance
Framework guidelines in 2010, which has been superseded by Shariah
Governance Policy Document (2019). In 2013, the Islamic Financial Services
Act (IFSA) was enacted to regulate Islamic financial institutions (IFls) in
Malaysia. This Act reinforced the importance of Shariah compliance, i.e. all
operations of the IFls and contracts offered by the IFIs must comply with the
Shariah. Specifically, the Islamic banks must ensure that they are free from
any form of interest (riba), uncertainty (gharar) and any activities that involve
gambling (maysir), and also activities that cause harm to the society.

Shariah compliance is deemed crucial, especially for Muslim customers, in
deciding to use Islamic banks’ services (Ashraf & Lahsasna, 2017). Therefore,
it is vital for Islamic banks to communicate their Shariah compliance to
stakeholders. A channel of communication between Islamic banks and their
stakeholders is annual reports. As the foundation of an Islamic bank is closely
tied to religion (Haniffa and Hudaib 2007), transparent disclosure on Shariah
compliance in its annual reports enhances the credibility of its business
operations, promotes the bank’s accountability and reputation, consequently
increasing customers’ confidence.

Disclosure practices of listed companies are usually regulated. Similarly, BNM
regulates financial institutions in Malaysia; hence it issued “Financial
Reporting for Islamic Banking Institutions” in 2016 (revision issued in 2019).
Although issued as guidelines, the reporting requirements are considered
mandatory for Islamic banks because BNM is their regulatory authority.
Therefore, Islamic banks in Malaysia must disclose the items required by these
guidelines. It must be noted that since Malaysia has adopted the Financial
Reporting Standards (FRS) issued by the International Accounting Standards
Board (IASB), BNM supports compliance with these standards. Therefore,
BNM'’s reporting requirements for Islamic banks are conceptually in line with
the FRS. Consequently, the general basis of these guidelines is to provide
information that is useful to stakeholders, particularly investors and creditors
of Islamic banks, as recommended by the “Conceptual Framework for
Financial Reporting” (IASB, 2018). However, as the guidelines were revised in
2019, the extent of disclosure based on mandatory guidelines by BNM has not
been examined. Moreover, in line with providing useful information, Islamic
banks are recommended to make voluntary disclosure, in addition to
mandatory disclosure.
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This study attempts to examine the level of compliance on Shariah disclosure
in Islamic banks’ annual reports, which includes both mandatory and
voluntary disclosure. Shariah disclosure is important to convince stakeholders
of Islamic banks that these banks are indeed Shariah compliant in all aspects
of their activities. Shariah disclosure would strengthen the credibility of the
products and services offered by the Islamic banks and substantiate that they
are indeed different from conventional banks.

The identity of banks as being “Islamic” is encapsulated in the fact of their
being Shariah complaint. Islamic banks have to constantly reassure their
stakeholders, especially their depositors and customers of the fact that they
are indeed Islamic in order to attract and keep these customers. This is
because the banking sector is extremely competitive and being Islamic is a
niche that attracts the Muslim customers to these banks. Should these banks
fail to adequately convince their customers, there are several other
competing Islamic banks to choose from. One of the ways to validate their
Shariah compliance is to provide such details through disclosure in their
annual reports. These reports would be referred to by informed customers
and they in turn would relay interesting and important information to their
relatives and friends. Therefore, the importance of conveying the fact that
they are Shariah compliant to their stakeholders, should not be
underestimated by Islamic banks.

Due to Shariah compliance being the fundamental aspect of these banks,
BNM has issued guidelines to assure stakeholders of this fact. Consequently,
disclosure of such information has become mandatory, hence non-
compliance could result in penalties on these banks. However, a recent study
that specifically focuses on Shariah disclosure by Islamic banks in Malaysia, in
reference to BNM guidelines and AAOIFI standards, in particular has been
lacking. Thus, in addition to helping Islamic banks to provide assurance of their
identity, retain customers, and generate findings beneficial to regulators, this
study attempts to extend the literature on Shariah disclosure.

The organization of the paper is as follows: Section 2 comprises the
background, development and relevant regulations in relation to Islamic
banking in Malaysia. Relevant prior studies are also reviewed in this section.
Furthermore, there is a discussion on Institutional theory, which is referred to
in framing the hypothesis of this study. Section 3 covers the method and data
used in this study. Section 4 discusses the analysis of results and findings of
this research. Lastly, Section 5 concludes this study with a summary of the
findings, recommendations and limitations of the research.
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II. Literature Review
2.1 History and Concepts of Islamic Banking

Historically, the first Islamic financial institution in Malaysia was the Muslim
Pilgrimage Saving Corporation (Lembaga Tabung Haji), which was established
in 1963. In 1969, this corporation transitioned into Tabung Haji, which
primarily is a savings for Muslims to perform their pilgrimage. Tabung Haji
makes Shariah compliant investments with the funds, i.e. free of riba
(interest). The success of Tabung Haji led to the establishment of Bank Islam
Malaysia Berhad (BIMB) by the Malaysian government, in 1983. BIMB was the
first full-fledged Islamic commercial bank in Malaysia (Ariff, 1988). Next, Bank
Muamalat Malaysia Berhad was established in 1999. Since then, conventional
banks started offering Islamic products and services through Islamic windows,
and foreign full-fledged Islamic banks started operations in Malaysia. The
Islamic windows later became subsidiaries of conventional banks. From
humble beginnings, Islamic banking has grown to become an important
component in the Malaysian financial system, contributing significantly to the
Malaysian economy (Islam, Ahmed & Abdul Razak, 2015).

Five features distinguish Islamic banks from conventional banks (Haniffa and
Hudaib, 2007). The first feature is the underlying philosophy of Islamic banks
being Shariah compliant. As Islamic banks are entrusted with investing
depositors’ and shareholders’” funds in line with the Shariah, they are
accountable to communicate their compliance to stakeholders in their annual
reports. Secondly, to avoid interest-based products, Islamic banks provide
profit and loss-based products, such as Mudharabah and Musharakah.
Therefore, transparency on these products’ details is crucial to the
stakeholders. Moreover, Islamic banks inadvertent involvement in non-
permissible activities, for example activities with uncertainty (gharar) should
be fully disclosed to stakeholders through annual reports.

In addition, Islam emphasises social justice, therefore, Islamic banks are
expected to be socially accountable by providing zakat (alms), charity and gard
(benevolent loan). As zakat is compulsory in Islam, details on zakat, such as
the amount of zakat distributed, zakat payable, and the beneficiaries are
crucial to be reported to stakeholders. Furthermore, details on Islamic banks’
social contributions such as charity and gard, specifically sources and the
usage of gard fund would be warranted by stakeholders. Thus, information on
zakat, charity and gard should be reported by Islamic banks in their annual
reports.
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The final difference between Islamic and conventional banks is the former has
a Shariah Supervisory Board, or Shariah Committee in the case of Malaysia.
This committee is an internal control mechanism that ensures all operations
and business transactions are in line with the Shariah. Therefore, Islamic banks
should disclose details regarding the competence of their Shariah committee
to boost public confidence on the Shariah compliance of their operations.
After providing a brief narrative on the history and nature of operations of
Islamic banking, the next section proceeds with relevant Islamic banking
regulation.

2.2 Islamic Banking Regulation

In Malaysia, a new legislation was introduced in 2013 that governs and
strengthens the regulations on Shariah compliance in Islamic financial
institutions. This legislation is the Islamic Financial Services Act (IFSA) 2013.
Before that, the Islamic banks were governed by the Islamic Banking Act 1983.
IFSA 2013 replaced the prior act by imposing more stringent regulation in
which more penalties will be charged on the Islamic banks including takafull
institutions that do not comply with the Shariah requirements. Generally, this
act provides regulatory requirements in terms of supervision of Islamic
financial institutions, payment systems, and other relevant activities to
enhance the financial stability and compliance with the Shariah (IFSA, 2013).
It is mandatory for Islamic banks to adhere to IFSA 2013, thus compliance with
this regulation provides added assurance of Islamic banks’ Shariah
compliance.

However, Islamic banks should not only comply with the Shariah, but report
this compliance to their stakeholders. Thus, in relation to financial reporting,
the Guidelines on Financial Reporting for Licensed Islamic Banks (GP8-i) is the
first reporting guideline issued by BNM for Islamic banking institutions. This
guideline was issued in August 2003 for Islamic banks’ annual accounts
commencing in 2004. The latest revised guidelines on financial reporting for
Islamic banks were issued on 27 September 2019, namely the “Financial
Reporting for Islamic Banking Institutions”. It clarifies and sets the specific
requirements on the application of Malaysian Financial Reporting Standards
(MFRS). This guideline focuses on providing the basis for presentation and
disclosure of Islamic banks’ financial statements on financial performance of
the banks, as well as their Shariah and MFRS compliance (BNM, 2019). This
guideline aims to ensure consistency and comparability of financial
statements of Islamic banks in complying with the provisions of the
Companies Act 2016, approved accounting standards and Shariah
requirements.

! Takaful can be likened to Islamic insurance.
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2.3 Previous Studies
2.3.1 Islamic Banks’ Compliance with Accounting Standards

Igbal, Ahmad and Khan (1998) listed the complex institutional aspects and
structural requirements for Islamic banks to be competitive as well as to
prosper within the banking sector. One of the major challenges is to develop
uniform regulations among Islamic banks around the world. This is because
the banks might have different theories and practices (Siddigi, 2006) in
addition to different countries adhering to different accounting standards or
guidelines.

According to Sole (2007), two institutions were established to achieve
international consistency; the first institution is the Accounting and Auditing
Organization for Islamic Financial Institutions (AAOIFI), which was established
in 1991 and based in Bahrain. AAOIFI is primarily responsible for the
development and issuance of standards for the global Islamic finance industry.
It issues the Shariah, accounting, auditing, ethics, and governance standards
for Islamic financial institutions. The second institution is the Islamic Financial
Services Board (IFSB). It is an international standard setter that promotes the
stability of Islamic financial services industry by issuing standards and
guidelines for banking, capital market, and insurance industry.

A number of prior studies examined Islamic banks’ compliance with AAOIFI
standards in the Middle East. Sarea and Hanefah (2013) distributed
guestionnaires to 312 accountants of Islamic banks in Bahrain. Similarly,
Shatnawi and Al-bataineh (2013) distributed questionnaires to the
accountant, chief accountant, financial manager, division manager, auditor,
and vice president of Jordan Islamic Bank branches located in Irbid, Madaba,
and Mafrag. Both studies found commitment to compliance with AAOIFI
standards. Specifically, Sarea and Hanefah’s (2013) results indicated that the
Islamic banks in Bahrain were in full convergence to AAOIFI accounting
standards. Since AAOIFI accounting standards are mandatory in Bahrain,
findings of high level of compliance with these standards was expected.
Shatnawi and Al-Bataineh’s (2013) findings also revealed that the Jordan
Islamic Bank was committed to compliance with AAOIFI standards.

Later, Ahmad and Daw (2015) examined compliance of Fashlowm Islamic
branch of the Gumhouria Bank (the biggest bank in Libya) with AAOIFI's
guidelines. In addition to questionnaires, the study used content analysis of
annual reports from 2010 to 2013. The results of this study indicated that the
compliance level was low during the early years at 30.4 %, which was
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inconsistent with the results in Sarea and Hanefah (2013). However, the level
of compliance increased over the period of study, reaching 47.4 % in 2013.

Unlike the studies before, Ajili and Bouri (2017) compared the level of
compliance of 39 Islamic banks in Gulf Cooperation Council (GCC) states with
the disclosure requirements of AAOIFI and International Financial Reporting
Standards (IFRS). Their findings showed that although 23 banks complied with
AAOIFI and 16 banks complied with the IFRS, the level of compliance with [FRS
was higher than the level of compliance with AAOIFI.

Subsequent to a brief review of relevant literature on compliance of Islamic
banks to accounting standards, the next section discusses the importance of
disclosure, in general, in the banking sector and particularly in Islamic banks.
Then, the following section proceeds to the literature on Shariah disclosure in
Islamic banks.

2.3.2 The Importance of Reporting in Islamic Banking Sector

Reporting through disclosures is the means to communicate with
stakeholders, hence information disclosure is needed to ensure the effective
allocation of resources in a society (Adina & lon, 2008) and reduce the
problem of information asymmetry between the managers and external users
(Verrecchia, 2001; Healy & Palepu, 2001).

Huang (2006) justified the importance of disclosure in the banking sector.
Firstly, the usefulness of accounting reports in stakeholders assessing the
performance of banks. Secondly, as risks and cash are paramount in banks,
their performance cannot be solely evaluated by earnings. Lastly,
stakeholders need to know the breakdown of items as aggregated figures are
less informative. Moreover, the increasing complexity of the financial
environment and diversity of information required by users (Frolov, 2007)
have driven more quantitative and qualitative disclosures, including in banks.

Islam could influence accounting measures and disclosure of Islamic banks
(Baydoun and Willet, 2000). Specifically, two important criteria for disclosure
in Islamic accounting are social accountability and full disclosure (Haniffa &
Hudaib, 2002; Baydoun & Willet, 2000). As a khalifah, accountability to Allah
ultimately, encompasses accountability to other creations. Therefore,
accountants and managers are also accountable to the society and will be
judged in the hereafter (Maali, Casson & Napier, 2006). The Qur’an states:
“God takes careful account of everything” (Qur’an, 4:86). This short phrase
from the Qur’an is a reminder that each human being, including preparers of
Islamic banks” annual reports, will be answerable for their deeds on earth on
the Day of Judgement. Therefore, based on Haniffa and Hudaib (2002),
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disclosing useful information is one of the ways for these preparers to
discharge their accountability to their stakeholders.

Baydoun and Willet (2000) explained that full disclosure means disclosing
useful information to the public in accordance with the principles of Shariah,
instead of disclosing everything. Similarly, according to Haniffa and Hudaib
(2002), social responsibility and full disclosure emphasise on the disclosure of
relevant and faithfully represented information that will assist users in making
both economic and religious decisions, simultaneously enable management
and accountants in fulfilling their obligations to Allah and ummah.

2.3.3 Shariah Related Disclosure

Although there are several disclosure studies on Islamic banks, literature
specifically related to Shariah disclosure is limited, albeit growing. For
example, other than Paino, Bahari, and Bakar (2011) who studied Shariah
reporting in Islamic banks in Malaysia, Wan Abdullah, Percy, and Stewart
(2013) examined the extent of disclosure on Shariah Supervisory Boards (SSB)
in Malaysian and Indonesian Islamic banks. As SSB oversees Shariah
compliance, the disclosure on SSB is deemed as Shariah related. Later, Ramli
et al. (2015) broadens their study’s scope to Shariah Governance.

Paino et al. (2011) developed a Shariah disclosure index based on the
guidelines issued by BNM. Their index items include performance overview
and statement of corporate governance, role and responsibilities of Shariah
Advisory Council (SAC), zakat obligations and zakat amount. They performed
a content analysis of the 2009 and 2010 annual reports for 17 Islamic banks
in Malaysia. They found that, overall, the score of compliance was 94.7% on
average. Only 7 items scored 100%. The Chi-square test indicated that there
was no significant difference in the level of Shariah disclosure among Islamic
banks in Malaysia.

As mentioned above, Wan Abdullah et al. (2013) focused only on disclosure in
relation to SSB. They analysed the content of annual reports for 2009 of 19
and 6 Islamic banks in Malaysia and Indonesia, respectively. An SSB index was
developed by reviewing SSB disclosure practices literature, AAOIFI
governance standards, IFSB’s corporate governance guidelines, and local
Malaysian and Indonesian guidelines and regulations. The items in the index
encompass SSB members’ background, SSB’s duties, responsibilities and
activities, SSB report and SSB remuneration. The results indicate that there
was still limited disclosure on SSB as only 4 banks disclosed more that 50% of
the SSB index items. Their findings suggest a need for higher level of disclosure
on SSB in order to demonstrate greater accountability.
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Ramli et al. (2015) developed a Shariah Governance index from the BNM
guidelines. The index contained governance items on board of directors,
Shariah supervisory board, internal Shariah review, Shariah audit, Shariah risk
management, Shariah research, management and Shariah secretariat. Data
were collected using content analysis of 2012 annual reports of 7 Islamic
financial institutions which were randomly picked from the list of licensed
Islamic banks from BNM website. Their results indicated that Maybank Islamic
Berhad (MIB), Bank Islam Malaysia Berhad (BIMB), and Bank Muamalat
Malaysia Berhad (BMMB) had the most Shariah Governance disclosure,
respectively. Furthermore, there was higher disclosure on items related to
Board of Directors and SSB, whereas disclosure related to Shariah research
was low.

Based on the review of the literature above, it is evident that literature on
Shariah related disclosure exists. However, since then, there have been new
regulatory requirements in relation to Shariah disclosure. Hence, due to these
requirements, failure to disclose would be tantamount to non-compliance,
which could result in certain penalties for the Islamic banks. Thus, this study
determines the extent of Shariah disclosure by Islamic banks in Malaysia
subsequent to updated regulatory requirements.

2.4  Institutional Theory and Hypothesis

In relation to the Islamic banks’ context, Islamic banks face pressures from
BNM because there are many regulations that they need to comply with.
These regulations are the Shariah Governance Framework (2010), which has
been superseded by Shariah Governance Policy Document (2019) Islamic
Financial Services Act (2013), and Financial Reporting for Islamic Banking
Institutions (revised in 2019). In addition, Islamic banks need to deal with
indirect pressures from society’s expectations. In terms of reporting, if Islamic
banks comply with authority imposed Shariah reporting rules, they will have
no problems with authorities. This should validate the legality of their
operations, thus differentiate them from conventional banks, consequently
attracting customers.

This study specifically uses Coercive isomorphism of Institutional Theory to
develop the hypothesis. Prior literature found that coercive pressures, for
example from the World Bank, enhances environmental disclosure (Rahaman,
Lawrence, & Roper, 2004). Moreover, institutional pressure improves the
quality of circular economy accounting information disclosure by Chinese
listed companies (Wang et al., 2014). In addition, prior studies found that
regulation would coerce management to strictly follow rules leading to
homogeneity among firms (Carpenter and Feroz, 2001). This is supported by
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Paino et al. (2011) who found that there was no significant difference in the
level of Shariah disclosure among Islamic banks in Malaysia.

In the context of this study, based on Institutional Theory, BNM regulations
would coerce Islamic banks to comply with the reporting requirements; hence
compliance level on Shariah disclosure is expected to be high among Islamic
banks in Malaysia. The pressure is more severe as enforcement action may
be taken if the banks fail to disclose. Furthermore, extending prior literature,
there should be minimal variation of Shariah disclosure in the annual reports
of Islamic banks. Therefore, the hypothesis of this study is: The compliance
level of Shariah disclosure is high among Islamic banks in Malaysia.

III. Methodology
3.1 Data

This study uses secondary data from the annual reports for the year 2016 of
all 16 commercial Islamic banks in Malaysia, which are listed by BNM. There
are various Islamic financial institutions in Malaysia, including commercial
Islamic banks, development financial institutions, investment banks, and
takaful operators. However, this study only focuses on the population of
commercial Islamic banks.

The 2016 annual reports were the latest available annual reports at the time
of data collection. These annual reports were accessible from each bank’s
website. The Shariah disclosure in the annual reports were measured using an
index, thus its development is discussed next.

3.2  Model Development of Shariah Disclosure Index

A Shariah disclosure index was developed to measure the level of compliance.
A disclosure index is a checklist of items that companies would potentially
disclose (Paino et al., 2011) as it comprises either mandatory or voluntary
items, or both. Therefore, this study’s 31 mandatory items were a compilation
of Shariah disclosure requirements from BNM’s Financial Reporting for Islamic
Banking Institutions guideline, whereas the 5 voluntary items were added
from the AAQIFI standards. Thus, the index has 36 Shariah disclosure items in
total, grouped into 5 categories as shown in Table 1.
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Table 1. Number of Items in Each Category

Category Mandatory Item No. Voluntary Item No.
Financing, deposit & investment 1-6and 9 7,8,10,11
Zakat and charity 13-20 12
Shariah non-compliance activity 21-26 -
Shariah committee 27-33 -
Qard 34-36 -

The Shariah disclosure index was calculated using the following formula:

> Actual disclosure x 100
Total number of relevant items

Shariah Disclosure Index =

Based on the formula, the actual disclosure is the total number of Shariah
items disclosed by a bank in its annual report, whereas the total number of
relevant items is the total number of items on the index that are relevant to
that specific bank. For example, for those banks that pay zakat, item No. 18,
which is the reason for not paying zakat is not relevant to them. Therefore,
the total relevant items is 35 (i.e. 36 items minus 1), as both mandatory and
voluntary items are deemed relevant. This is because all categories listed
above (Table 1) are relevant to Islamic banks, thus other than item No. 18, the
remaining items are considered to be items that should be disclosed by the
banks. Nevertheless, there has been a distinction between mandatory and
voluntary items in the analyses of Shariah disclosure.

Two types of analyses were performed by this study: (i) each bank’s extent of
Shariah disclosure, which is based on overall disclosure and (ii) the extent of
Shariah disclosure for each item.

3.3 Method

Watson (2015) considered quantitative research as a way of thinking about
the world which involves deductive approach, measurement, analysis as well
as conclusion. Rasinger (2013) outlined the flow of quantitative deductive
approach, which is first based on theory and developing hypotheses, which
are then either proven or disproven by the empirical results. Similarly, Holton
and Burnett (2015) specified that the quantitative approach normally starts
with a specific theory, which leads to hypotheses that are then measured
guantitatively and evaluated according to established research procedures.

Therefore, it can be concluded that this study employs quantitative research
as it framed a hypothesis based on Institutional theory. Furthermore, in order
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to test this hypothesis, secondary data were collected from the annual reports
using content analysis, specifically to determine the extent of Shariah
disclosure of Islamic banks using the disclosure index that was developed, as
explained above. Then, the study used rudimentary statistical analysis, in
particular ratios and percentages as the measure of extent of Shariah
disclosure.

IV. Results and Analysis
4.1 Results

Table 2 presents the extent of mandatory and voluntary Shariah disclosure for
each of the Islamic banks. The banks are ranked according to those that have
the highest percentage of mandatory disclosure, followed by the highest
percentage of voluntary disclosure. The total relevant items (TRI) are clearly
indicated as the denominator under the column MTS/TRI (Table 2). Therefore,
the percentage of disclosure is more accurate as it is based on a variable
denominator, which is the total items specifically relevant to each Islamic
bank. As these are mandatory items, they are deemed to be the minimum
required disclosure.

Table 2. Extent of Mandatory and Voluntary Shariah Disclosure
Bank Description MTS/TRI MD (%) VTS VD (%)

A Domestic full-fledged Islamic ~ 26/27 96.3 3 60.0
B Subsidiary of domestic bank 26/27 96.3 3 60.0
C Subsidiary of domestic bank 26/27 96.3 1 20.0
D Foreign full-fledged Islamic 25/26 96.2 2 40.0
E Subsidiary of foreign bank 25/27 92.6 3 60.0
F Subsidiary of domestic bank 25/27 92.6 0 0.0
G Subsidiary of foreign bank 21/23 91.3 3 60.0
H Subsidiary of domestic bank 24/27 88.9 2 40.0
| Subsidiary of domestic bank 26/30 86.7 0 0.0
J Subsidiary of domestic bank 23/27 85.2 3 60.0
K Subsidiary of domestic bank 25/30 83.3 2 40.0
L Subsidiary of domestic bank 22/27 81.5 0 0.0
M Domestic full-fledged Islamic ~ 23/30 76.7 0 0.0
N Subsidiary of foreign bank 17/23 73.9 1 20.0
0 Foreign full-fledged Islamic 16/23 69.6 0 0.0
P Foreign full-fledged Islamic 15/23 65.2 0 0.0

Total mandatory items=31; Total voluntary items=5 as all items are deemed to apply to all Islamic
banks

MTS = Total score of mandatory items TRI = Total relevant items

MD (%) = Percentage of mandatory disclosure VTS = Total score of voluntary items

VD (%) = Percentage of voluntary items
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Overall, based on the average, Shariah disclosure of mandatory and voluntary
items are approximately 86 percent and 29 percent, respectively. In Table 2,
although the total mandatory items are 31, the maximum TRl is 30 items for
Banks I, Kand M. As explained above, since Bank | is paying zakat, the “reason
of not paying zakat” is not relevant to them. Banks A, B, C and D have the
highest percentage of mandatory disclosure at 96%. Banks A and B also rank
high in terms of voluntary disclosure as they disclose 3 of the 5 voluntary
items.

Upon further analysis, 7 banks have mandatory Shariah disclosure of above
90%. The top 3, based on mandatory disclosure are domestic banks (Banks A,
B and C). This finding is conceivable as domestic banks are more likely to
recognise the authority of BNM and comply with its guidelines. As for the
foreign banks, they may also have to consider the disclosure requirements set
by the parent and their home country. Nevertheless, 3 of the 7 banks that
have above 90% disclosure of mandatory items, are foreign banks (Banks D, E
and G). Therefore, foreign banks also comply with the guidelines set by BNM.
Furthermore, 3 of these banks are subsidiaries of domestic banks (Banks B, C
and F) and 2 are subsidiaries of foreign banks (Banks E and G). Thus, it is not
only the full-fledged Islamic banks that consider Shariah disclosure to be
important to their stakeholders. However, although these banks seem to be
relatively high in terms of disclosing mandatory items, there are still banks,
Bank F in particular, that did not voluntarily disclose Shariah information.

It is interesting to find that the banks that have percentage of mandatory
Shariah disclosure in the 80% range are all subsidiaries of domestic banks
(Banks H — L). However, although quite high in terms of complying with BNM
guidelines on Shariah disclosure, Banks | and L did not seem to have any
voluntary Shariah disclosure.

Unfortunately, Bank M, which is one of the domestic full-fledged Islamic banks
only has a percentage of about 77% in terms of mandatory Shariah disclosure.
Moreover, Banks O and P, which have the lowest compliance in terms of
mandatory Shariah disclosure, are both full-fledged Islamic banks.
Furthermore, all 3 of these banks do not seem to have any voluntary Shariah
disclosure. Hence, it could be of concern as these Islamic banks seem to be in
need of much improvement in terms of Shariah disclosure.

Overall, based on the findings, 12 out of 16 Islamic banks have more than 80%
Shariah disclosure. Even though 80% of disclosure seems high, mandatory
items should have 100% compliance. This is because based on the Institutional
Theory, coercive isomorphism highlighted that the pressure from BNM should
have resulted in Islamic banks disclosing all relevant mandatory items. For
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example, Bank A has 27 relevant mandatory items that should be disclosed.
However, they only disclosed 26 items which is about 96.3% disclosure. The
item that is not met by the bank is on gharamah (penalty) charges. In fact, all
Islamic banks should disclose all mandatory items due to regulatory pressure
under the Institutional Theory.

Moreover, among the 16 Islamic banks, 10 of them have disclosed at least one
of the voluntary Shariah disclosure items as recommended by the AAOIFI
standards. Hence, the results reveal that there are Islamic banks that disclose
more than the mandatory Shariah disclosure items, as these disclosures are
made voluntarily. Since transparency is promoted in Islam, customers may
perceive these banks favourably for providing more useful information.
However, one-third of the Islamic banks do not have voluntary Shariah
disclosure at all. Therefore, similar to the disclosure of mandatory items, the
disclosure of voluntary Shariah information could be improved.

In analysing each Shariah disclosure category, the financing, deposit, and
investment category, totalling 11 items, is in Table 3. The first 2 items on the
types and classification of financing into main Shariah are disclosed by all 16
Islamic banks. The next two items on compensation (ta’widh) and penalty
(gharamah) charges are disclosed by two and six Islamic banks, respectively.
Even though, it may be that only these banks have this charge, as this is a
mandatory disclosure required by BNM, the other Islamic banks should at
least include a statement that they have no ta’widh and gharamah charges
instead of remaining silent on the matter. For example, Bank B clearly states
that “the bank does not charge gharamah for its financial facilities”.
Therefore, it is made transparent to the stakeholders that gharamah is not
charged by Bank B, hence further disclosure would be irrelevant. If such a
disclosure is not made, the stakeholders are left guessing as to whether an
item is not relevant or it is case of non-disclosure.

The last 4 items listed in the table are basically on the restricted and
unrestricted investments. Out of 4 items, one item (Item 9) is a mandatory
BNM requirement; the other 3 items are AAOIFI guidelines, thus voluntary
disclosure in Malaysia. In relation to Item 9, 75% of Islamic banks classified the
unrestricted investment account into the main Shariah contract.

In terms of voluntary items, half of the banks disclosed the statement of
opening and closing balance of restricted investment and disclosed the
distribution of unrestricted investment account, whereas 7 banks disclosed
the sources of unrestricted investment account; however, none disclosed the
method used to allocate the investment profit. Nevertheless, the voluntary
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disclosure indicates that there are Islamic banks which disclosed more than
expected by BNM.

Table 4 lists the zakat and charity category. The findings show that none of
the Islamic banks disclosed the opening and closing balance of zakat. This
might be because this requirement is from AAOIFI guideline, thereby
voluntary. Hence, Islamic banks are not pressured by BNM to disclose this
information. In addition, out of 16 Islamic banks, only 11 Islamic banks pay
zakat. These 11 banks disclose their zakat amount and responsibility of paying
zakat, however, only 10 Islamic banks disclose the method applied in
determining the zakat base. However, only 6 of these 11 Islamic banks reveal
the amount of their zakat distribution to beneficiaries.

Table 3. Financing, Deposit, and Investment

Number of Islamic

. . . ; Total
No Shariah disclosure item banks with ota
) (%)
Disclosures
Financing
Types of financing (home, personal financing, etc.)
1 offered by the bank 16 100
5 Classification of financing into main Shariah contracts 16 100
(BBA, murabahah, etc.)
3 Ta’widh (compensation) charges for late payment ) 13
" financing
4.  Gharamah (penalty) charges for late payment financing 6 38
Deposit
5. Type of Islamic deposit (saving, demand, etc.) 16 100
6. Classification o/f Islamic deposits into main Shariah 16 100
contract (wadi’ah, tawarruq)
Investment
7. Opening and closing balance of restricted investment 8 50
8.  Sources of unrestricted investment account 7 44
Classification of unrestricted investment account into
9. . . 12 75
main Shariah contract
10. Profit sharing ratio of unrestricted investment account 8 50
11 Method used to allocate investment profit (separate vs. 0 0
" pooling)

Items 1-11: Relevant to all Islamic banks (N=16)
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Table 4. Zakat and Charity

. . . Number of Islamic Total

No Shariah disclosure item ] )
banks with Disclosures (%)

1. Opening and closing balance of zakat fund 0 0
2. Amount of zakat payable 11 100
3. Amount of zakat distributed 6 45
4.  Bank’s responsibility to pay zakat 11 100
5.  Method applied in determining zakat base 10 91
6. Beneficiaries of zakat fund 7 64
7. Reason for Islamic bank for not paying zakat 4 80
8.  Sources of donations / charities fund 13 81
9. Usage of donations /charities fund 13 81

Items 1-6: Relevant to 11 Islamic banks that pay zakat (N=11)
Item 7: Relevant to 5 Islamic banks that do not pay zakat (N=5)
ltems 8-9: Relevant to all Islamic banks (N=16)

As for the 5 Islamic banks that do not pay zakat, only 4 Islamic banks disclose
that it is not the banks’ responsibility to pay zakat as it is deemed to be the
responsibility of individual depositors. One of the Islamic banks did not make
any statement and was silent about zakat. Moreover, from the analysis, only
10 Islamic banks disclosed the sources and usage of donation funds. This
information should be disclosed by the Islamic banks as stakeholders would
want to know the source of charities fund, the amount collected and its usage.

Since all Islamic banks should operate within the boundaries of the Shariah, it
is essential to be transparent if there is any income from non-Shariah
compliant activity. Table 5 reveals that the majority of Islamic banks do
disclose items related to non-Shariah compliance, i.e. the nature and amount
of Shariah non-compliance income, as well as rectification process and control
measures to avoid recurrence of the activity. The relatively high disclosure
may be because these items are mandatorily required by BNM. The Islamic
banks should at least include a statement which negates Shariah non-
compliance activities during the year.
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Table 5. Non-Shariah Compliant Activities
Number of Islamic

Shariah disclosure item banks with Total
. (%)
Disclosures
1.  Nature of Shariah non-compliance activity 13 81
2. Amount of Shar’ah non-compliance income 14 88
Number of Shariah non-compliance activities which
3. . 13 81
occurred during the year
4.  Rectification process to avoid recurrence 13 81
5. Control measure to avoid recurrence 13 81
6. Disposal of prohibited earnings to charitable causes 16 100
ltem1-6: Relevant to all Islamic banks (N=16)
Table 6. Shariah Committee
Number of
. . . , Total
No Shariah disclosure item Islamic banks
. . (%)
with Disclosures
1 Sharlah committee member’s signature on Shariah 16 100
committee report
2. Purpose of Shariah committee engagement 16 100
3. Nature of work performed by Shariah committee 16 100
" Management responsibility in ensuring Shariah 16 100
compliance
Shariah committee endorsement on Shariah compliance
5 . 16 100
in contract and document
6.  Shariah committee member’s remuneration 16 100
7. Shariah committee member’s qualification 16 100

ltems 1-7: Relevant to all Islamic banks (N=16)

Table 6 lists items disclosed in the Shariah committee report related to
Shariah governance framework. The findings show that all Islamic banks
disclosed the Shariah committee member’s signature, statement on the
purpose of Shariah committee engagement, nature of work performed by the
Shariah committee, management responsibility in ensuring Shariah
compliance, and Shariah committee endorsement on Shariah compliance in
contract and document. All banks also disclosed the remuneration and
qualification of their Shariah committee members.

Qard is an interest-free loan. Table 7 lists the Shariah disclosure items related
to gard. After analysing the annual reports, only 4 out of the 16 Islamic banks
disclosed the details on gard funds as only these banks offer gard. All 4 banks
disclosed the usage of gard fund, but only one of them did not disclose the
opening balance, closing balance and sources of gard fund.
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Table 7. Qard
Number of Islamic Total
No Shariah disclosure item bank with
. (%)
Disclosures
1. Opening and closing balance of qard 3 75
2. Sources of gard fund 3 75
3. Usage of gard fund 4 100

ltems 1-3: Relevant to 4 Islamic banks (N=4)

4.2 Analysis

Based on the overall analysis, the majority of items are disclosed by all
Islamic banks. However, none of the banks had 100% compliance, even
on mandatory items. Therefore, the hypothesis that there would be
high disclosure amongst Islamic banks due to coercive isomorphism
and greater accountability, is rejected. These findings are generally in
line with prior studies (Wan Abdullah et al., 2013; Ramli et al., 2015),
which concluded that Islamic banks in Malaysia could improve on their
Shariah disclosure. Specifically, prior studies such as Wan Abdullah et
al. (2013) and Ramli et al. (2014) found that there is lack of disclosure
on Shariah items among Islamic banks in Malaysia. None of them had
100% compliance. The study suggested for higher disclosure to
demonstrate greater accountability. In fact, all Islamic banks should
disclose all mandatory items due to regulatory pressure under the
Institutional Theory.

Furthermore, Paino et al. (2011) found no significant difference in the
level of Shariah disclosure among Islamic banks in Malaysia, due to the
items being required by BNM. However, this study found differences in
percentages of mandatory and voluntary disclosure amongst the
Islamic banks, hence inconsistent with Paino et al.’s (2011) findings.
Nevertheless, the Islamic banks were all consistent on disclosing all the
items on Shariah committee, thus attaining 100% disclosure. In fact,
Islamic banks should ensure that all mandatory disclosure items
required by BNM are disclosed, if not, these banks may face hefty
penalties.

Based on the entire analysis for each item, it shows that most of the
items were disclosed by all Islamic banks. The obvious findings on the
category of Shariah committee was that all items in that category
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showed 100% score which means that all Islamic banks disclosed those
items related to Shariah committee. This finding shows that there is no
variation in the extent of disclosure made by the Islamic banks in
relation to this category. This finding is consistent with the findings of
Paino et al. (2011) that there is no significant difference in the level of
Shariah disclosure among Islamic banks in Malaysia.

V. Conclusion and Recommendation
5.1 Conclussion

This study measured the compliance level of Shariah disclosure using a
disclosure index developed from BNM and AAOIFI guidelines for
mandatory and voluntary disclosure, respectively. As mentioned above,
the findings contradict Institutional theory as none of the Islamic banks
had 100% disclosure, even on the mandatory items, although there
should be coercive pressure from BNM. In fact, on average, the
disclosure of mandatory items was about 86 percent, hence could be
further improved by 14 percent. Naturally, disclosure of the voluntary
items was much lower at 29 percent.

Specifically, there was lack of disclosure on gharamah and ta’widh
charges. According to “Guidelines on Late Payment Charges for Islamic
Financial Institutions”, the Shariah does not allow gharamah to be
recognised as a source of income for the Islamic banks, therefore all
gharamah amounts must be channelled to charitable organisations.
Therefore, Islamic banks are required to disclose the use of gharamah
amount in the notes to the accounts for ‘Sources and usage of
donations or charities fund’. In addition, Muslim stakeholders would
deem ta’widh charges as important. Thus, banks that do not charge
gharamah or ta’widh charges should clearly mention this to their
stakeholders. Moreover, stakeholders may be interested in the
beneficiaries of zakat funds, hence this information should be disclosed
in the annual reports. This will lead to these Islamic banks discharging
their accountability to their stakeholders, and society whilst upholding
Shariah principles. Other findings show that there are some banks
which disclose the voluntary items as highlighted by the AAOIFI
standards.
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5.2 Recommendation

The study suggests that BNM as a regulator should put an effort in
determining the reasons behind the non-compliance of Shariah
mandatory disclosure requirements by Islamic banks. Regulators
should be apprehensive that none of the Islamic banks had 100%
compliance, even on mandatory items. Thus, further investigation is
warranted. In fact, it is of concern that a few full-fledged Islamic banks
ranked relatively low in terms of mandatory compliance. On the
contrary, some banks are voluntarily disclosing items recommended by
AAOQIFI. These banks may perceive the information to be useful to their
stakeholders; therefore, BNM may consider including these items in
their financial reporting guidelines for Islamic banking institutions, in
future.

5.3 Limitations of the Study and Suggestions for Future Research

Although this study meets its objectives and provides useful findings,
there are some limitations that could be considered by future studies.
Firstly, since this study’s sample is the population of Islamic banks in
Malaysia, the findings is not generalisable to other Islamic financial
institutions (IFls) in Malaysia. Therefore, future research could conduct
a similar study on other IFls, and in other countries. Moreover, this
study has relied on content analysis of secondary data. Hence, future
studies could conduct interviews to obtain clarification and gain deeper
insight on Shariah disclosure in IFls.
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