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ABSTRACT

The main objective of this paper is to examine éklgcal disclosure level of Islamic
banks (IBs) in Malaysian context through their 20@&ual reports. This study in
Malaysia is motivated by the common beliefs thatdylsian IBs are different from those
practiced in other parts of the world in which prgiudies have addressed. The study
developed an ideal ethical disclosure index frora psior studies Hlaniffa and Hudaib,
2007; Maali et al., 2006py examining the actual disclosure level of IslarBianks in
Malaysia The examination involves a comparison of the ddtiisclosures of 10 local
Islamic Banks in their 2008 annual reports agdimstideal ethical disclosure index. The
findings consistency with prior studies reveald IBs operating in Malaysia fall short in
comparison with the ideal benchmark of the studyea& they appear to fall very short
include among others such @ard hasanandzakahrelated disclosures. The findings of
the study give an important implication for thekstiaolders of Islamic banks. It demands
for better annual report disclosures. Despite tiratstudy empirically extends the area of
Islamic banking literature in Malaysia, yet it ishgected to several limitations. One of
the main limitations is due to a relatively smalhgple size, thus, extra attention should
be exercised in drawing conclusions to the widgupetion.
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1.0 Introduction

The Islamic Banking as it appears today originatethe modern global financial sector
in the 1963 in Eygpt, Mit-Ghan{Mokhtar, Abdullah and Alhabshi, 20p8slamic banks
have been through political, economical and sdai@avs. Since then, the new industry
has gained momentum from Europe to America and fAsima to Africa where Islamic
banking system has been growing very fast at a ldodigit average annual rate of
growth in serving the communitygpal and Molyneux, 2006)in other words, Islamic
banking services have operated their businessdeutbie Muslim world too. “Islamic
banking assets are currently estimated at US$71566nbin value and will top the US$1-
trillion mark by the year 201Qslamic Finance News, 2008).

Islamic banks can be defined as “a financial andiadoinstitution whose
objectives and operations as well as principles prattices must conform to the
principles of Islamic Shari’ah (Jurisprudence) andst avoid the interest charge in any
of its operations{Ali and Ahmed, 2007)The key point here is that there should be no
interest (iba) paid or charged for any transaction or servicertsure justice, welfare and
non-exploitation (ibid). Islamic banking system sgen as an alternative for the
conventional banking (CV) system to the Muslims.

In fulfilling this banking image and Muslims’ exgations, every IB may need to
follow shariah principles in all activities since it is the digjuishing characteristics of
IBs from their counterparts (CV). For instance,stliould be done in the form of
transparency by providing full disclosure to usasssuggested bgaydoun and Willet

(2000).However, prior studies in some parts of the wiwdde shown that IBs failed to



provide full disclosure and adhere the ideal Istaathical identities in their annual report

disclosuresd.g., Haniffa and Hudaib, 2007; Maali et al., 2088nan and Arifin, 2010).

In line with the above studiethis study focuses on the Islamic banks in Malaysia
which experienced its first Islamic bank in the rye& 1983 with the establishment of
Bank Islam(Mokhtar et al., 2008 Currently, Malaysia hosts seventeen (17) fullyifjed
Islamic banks (as listed in Bank Negara Malaydi#dlaysia is a Muslim country and
with the growing of economy, the demand for Islarb&nking has been increasing
rapidly Dusuki and Abdullah, 20075everal past studies examined the disclosuré leve
of IBs in comparison with an ideal Islamic benchkn@dex (Haniffa and Hudaib, 2007;
Maali et al., 2003).

This study extends this line of research and coegpan ideal benchmark of
ethical disclosures through the annual reportsOofslamic Banks in Malaysia and their
actual disclosure practices. The study of Island@oKking ethical disclosure practices in
Malaysia is motivated by two factors. First, Islarbanking practices used by Malaysian
IBs appear to be different from those practicedther parts of the world (Gulf) in which
prior studies have focused. While the empiricalitssof prior studies provided evidence
from a poor level of ethical disclosure of Bankghe Gulf(Haniffa and Hudaib, 2007)
and also cross country study (Maali et al., 20@®)y a small number of research has
been undertaken in Malays{a.g., Hassan and Christopher, 2005; Adnan antinAri
2010)where conventional banks appear to dominate asehreh on IBs is slightly less.
In addition, institutional differences may existtween Malaysia, and other countries

which prior studies have mainly addressed (Gulforeg These institutional differences



may arguably affect the disclosure practices of. [Bserefore, this study addresses the
scarcity of researches in this field and its trature in the Malaysian context.

Second, the Malaysian environment offers identi@adifferences in religious
segments that are divided by the ethnic lines. &@meBgious differences may influence
IBs in Malaysia to employ a high ranked top mandgem other religious beliefs other
than Muslims as it principally operates in Islam whichaynin turn cause the IBs to
function in a different worldview. Given this uniguslamic banking environment, this
study extends the Islamic banking literature byneixéng the ethical disclosure level of
IBs in Malaysia in opposition to a benchmark. Te tiest of my knowledge, no prior
research in terms of sample size and context snafga has been undertaken in Malaysia.

The analysis based on 10 local IBs annual repartsomparison with the ideal
benchmark developed from two prior studietaigiffa and Hudaib, 2007; Maali et al.,
2006), reveal thatIBs operating in Malaysia disclose a slightly lowevel of actual
disclosureagainst the ideal benchmark of the study. Areag dppear to fall very short
includeqgard hassanand statement of sources and usema&hh Thus, these findings are
consistent with the results afiéniffa and Hudaib, 2007; Maali et al., 2006; Adraard
Arifin, 2010).

The structure of this paper is organized as follosthe next section which is
section IlI, provides literature reviews that aréaterl to Islamic banking. Section Il
discusses the methodology of the study, the sasgléction and sources of data. The
results of the study are reported in the fourthtisecwhile in the final section,
conclusions are drawn and implications of the stady discussed. Limitations of the

study as well as suggestion for future researchsaaee also provided in the final section.



2.0 Literature Review

Similar to conventional banks, Islamic banks ton ba regarded as an intermediary and
trustee of other people’s money with the differebeéng that it shares profit and loss
with its depositorgDusuki, 2008 Ghayad, 2008)In addition to that, Islamic banks ideally
do not charge or receive interest from their cust@nin all aspects of their financial
dealings. HoweveiDar and Presley (200@rgued that most of the Islamic banks have an
organizational set-up that is similar to their centtonal counterparts. Therefore, there
might be a relatively small numbers of Islamic battkat solely involve with the Islamic
operations. The reason could be the multi religiomironment that they operate in.

Not withstanding, the last three decades has waateshe appearance and rapid
expansion of Islamic banks both in Islamic coustaad non-Islamic countri¢slaali et
al., 2006).Countries such as Sudan and Pakistan have ta&ps & change the whole
banking system in order to comply wisiharia (ibid). Following this, there have been
calls for IBs to provide better disclosures in #reual report¢Haniffa, 2004; Baydoun
and Willet, 2000, they are not required only to comply and meet mummrequirements
of standards and rules but also they should disclesluntary information which
facilitates socio-economic decisions of their shaltders. Similarly,Chapra and Ahmed
(2002 suggest that to sustain the growth and develop@eshtinternational recognition,
IB should enhance their corporate governance ahmtary disclosure practices.

As a result,Islamic banking as a new industry lures many retess to publish
articles in the form of both quantitative and gtaive study approaches (e.g.,
Satkunasingam and Shanmugam, 2004; Hassan andtophes, 2005; Dusuki and

Abdulah, 2007; Chapra and Ahmed, 20@2mention but few). Reason for this could be



not the new industry joined the financial sectart kather, Islamic banks are new wave
of corporations whose social goals are at leaghpertant as making profiHaniffa and
Hudaib, 2007)Hence, this new wave with the already existed alyes appears to have
attracted the interest from academic scholars tbaeknempirical and non-empirical
studies.

The study conducted bWaali et al., (2006)was aimed to investigate the social
reporting of 29 IBs located in 16 countries. Theéhats developed a benchmark set of
social disclosures appropriate to such banks ameh ttompared the actual social
disclosures published in the annual reports. Thesdwisclosure index to measure the
extent to which each bank’s social disclosures timetbenchmark. The results showed
that the social reporting of Islamic Banks fails m®et the researchers’ expectations.
However, Islamic banks tended to disclose mattelsted tozakatand charity. The
reason could be these two items are more posiivenhance the Islamic bank’s image
compared to other non disclosed items which hagathes implications to the IBs, e.qg.,
disclosure oharamor inappropriate activities that the Islamic bany involve.

Similarly, the study conducted Byaniffa and Hudaib (2007¢xplored whether
any discrepancy exists between the communicatisadan information disclosed in the
annual reports and the ideal disclosure of infolmmatleemed for vital based on the
Islamic ethical business framework. Ethical idéaditthat are measured by the authors
are on what they have termed as the “Ethical Itieitidex (Ell)”. Seven Islamic Banks
in the Gulf region have been used as the samplehforstudy. Results show that the

overall mean of Ell is that there is only one Iskafmank out of seven to be above the



average. This highlights that there is a huge difiee between the ideal communication
required and the actual ethical identities.

As supported bysulaiman (2005)there is a huge difference between the ideal
theoretical framework and what actually is in pi@et The academic discussion of the
ideal Islamic concepts that has been publishedanynjournals, like the concept of full
disclosure, offers that IBs are prone to failuresidilar gap was also found even though
in a different context by a recent paperkoagim, Hameed, and Sulaiman, 2009).

On the other handDusuki and Abdullah (20073tudied the main factors that
motivate customers to deal with Islamic banks palérly in a dual banking
environment, like in the situation in Malaysia. T$tedy used questionnaires involving a
sample of 750 respondents from four different region Malaysia. The study revealed
that the selection of Islamic banks appears torbdgminantly a combination of Islamic
and financial reputation and quality service ofter®©ther factors perceived to be
important include good social responsibility preesi, convenience and product price.
The empirical evidence of this paper focuses ondsmects; (1) Islamic banks must offer
quality services while maintaining its Islamic ceatial and reputation; (2) Islamic banks
should also embrace good customer services policiebtain its potential as a strategic
tool to achieve competitive advantage, enhance tapn and secure customers
allegiance.

Sufian and Abdul Majid (2008nvestigated the performance of Malaysian Islamic
banking sector during the period of 2001-2005. Tihdings suggested that during the

period of study, scale inefficiency dominated pteehnical inefficiency in the Malaysian



Islamic banking sector. The researchers also fanat foreign banks have exhibited
higher technical efficiency as compared to its dsticepeers.

In a more recent study conducted Aginan and Arifin (2010)entitled as “Local
Shariah banks wary of offeringard’, examined thegard alhasnpractices by the
Malaysian IBs. The study found that even thouglalléslamic bankers are in favour of
offering gard hassan or benevolent loan, yet they are reluctant tacged aggressively.
This might be because they fear that they may eaalide to generate profit or recover
their financing cost. In supporting this, a sunaydy conducted by the two scholars
from 1IUM Accounting Department also noted thatatodutstandingjard hassarvalue
was very much less than any other products or @esviendered by the local Malaysian
Islamic banks.

The survey byAdnan and Arifin (2010)also found that majority of its
respondents (90.2%) agreed thard “enhances a corporate social responsibility” with
85% of respondents agreed that IBs should offerghelh When asked what the
problems to launclgard were, the survey gathered six main reasons. lorier of
frequency, they were: not able to generate anyitpraft able to cover the financing, high
administrative and transaction costs, high risksapport from top management, and no
demand from customers. The reasons given could sleameful for Islamic banks to
argue because such institutions may not expecenergte profit from every transaction
they involve as their main objective was supposebet ‘socio economic’ rather than the
profit maximization objective like conventional l@n However, it appears that most
transactions of Islamic banks are profit drivenisihard to find a transaction in general

that involves zero profit transactions as impliedhe study.



In explaining under what circumstances Islamic I3asthould offergard, Adnan
cited that "In Islamic point of view, profit is ndhe only thing to be targeted by a
commercial company. This view has also been shawd even by capitalistic or
conventional companies. It is why the CSR is beognpopular recently among them.
The offer ofgard might be one of forms of CSR."

Islamic organizations in general and Islamic Baimkparticular arguably appear
to use conventional accounting. This could be thénmeason why Islamic Banks failed
to meetthe society’s expectationslameed (2000argued that there could be real world
dangers to IBs with the objective to achidaéh that use conventional accounting in
evaluating their resultddameed,among others, proposed an “Islamic Accounting” for
Islamic Organizations (IBs) that could suit bettkeir operational activities. This is
because Islamic accounting holdsariah compliant principles unlike conventional
accounting that currently dominate the Islamic agkindustry and other Islamic
industries as well. In another more recent studgmeed (2009roncerned about the
recent calls from International Accounting StandaBbard (IFRS) to adopt completely
its standards, this may pose problems to IslamikBa

Islamic banks also undergo political pressures ftbencountry that they operate
in since most of the countries are secular stdgégmic banks face many regulatory,
operational and accounting problems which previeatfurther realization of itShari’a
oriented ethical and social gogldameed, 2009)These are among a couple of reasons
provided in the literature as to why the IBs mdydhort to the society’s expectations.

The current study however, tries to extend theniglabanking literature by

examining the ethical disclosure level of IBs inldeia. Prior empirical studies relating



to IBs are conducted majorly in other parts of wherld. This paper addresses such

scarcity of research in this area and attemptsl this gap in the literature.

3.0 Research Method
3.1 Sample and Data Selection
The initial population of the study consisted dflalamic banks in Malaysia. There are
currently 17 Islamic banks listed in Bank Negarddysia (BNM) alone of which eleven
(11) of them are locally owned while the remainsig (6) are owned by foreigners. As
foreign owned Islamic banks might be influenced difier factors from their home
country in terms of the way they report. Thus, #tedy addresses only the 11 local
Islamic banks in Malaysia. The annual reports @& islamic banks are retrieved from
their websites. However, there are only 10 annepbrts that are available. Amislamic
bank provides itennual report in a group, not in separate repketdither Islamic banks.
In order to ensure high objectivity in examining innual reports; the researcher has to
drop Amislamic bank from the study sample. Themftoine final sample of the study is
10 local IBs in Malaysia. The sample can be reghrae a representative of 59% of
Islamic banks operating in Malaysia.

The study involves analysis of bank’s annual reptot one year period which is
2008. In exploring the ethical behavior of the skmanks, it is adopted content analysis
as prior studies in the area of Islamic Bankingmtieiviously Maali et al., 2006Haniffa
and Hudaib 2007)Content analysis is defined as “a research tegclenifor making
replicable and valid inferences from data accordintheir context{Krippendorf, 1980).

Un-weighted disclosure index is used in the studen if the item in the index is



disclosed in the annual report is regarded as 10amitherwise. Meanwhile, Yes and No
are used to represent 1 and O respectively latéeifindings presentations.

This study,as a similar to prior studies in the context oénsic banks, limits its
analysis on company annual reports. Haniffa and Hudaib (2007§)ointed out, one of
the most important things in dealing with contemtalgsis is the selection and
development of categories into which content uoés be classified. Following that, a
self constructed ethical identity disclosure indexconstructed based on the extensive
literature review. There are 15 items in the indémch fall under five broad dimensions.

The appendix of the study can be referred to sedé¢tailed list of the disclosure index.

3.2 Brief Description on the Disclosure Index

In line with prior studies, the study developsei#h (15) disclosure index elements under
five broad dimensions that should be disclosedénlslamic banks’ annual reports. The
items in the index are derived from two main pstrdies which ar&laali et al. (2006)
and Haniffa and Hudaib (2007)These studies suggest that thenchmark is based on
the broader concept of accountability that Islabaoks should follow. As IBs claim to
follow Islamic principles, it is ideally expecteldat these banks to consider ethical issues

differently from conventional banks.

3.2.1 Vision and Mission

a) Commitments in operating within Shari'ah Principles

Islamic banks need to differentiate themselves foomventional banks by stating their
commitment in operating within th8hariah principles and guidelines in their mission

and vision statements. Not just to claim that taeyy committed but more importantly,



they may need to involve islamically acceptablelsleand transactions in all their
business operations. Provided that the IBs wereusted with the safekeeping of
depositors’ savings and shareholders’ capital artting these funds to good us@niffa
and Hudaib (2007)it for that reason could be expected that they dificlose their

commitment in operating within the Shari’ah pridegpin the annual reports.

b) Profile of Shari’ah Supervisory Board (SSB)

Stakeholders of the IBs may ideally need to knowhtr information about those who
conduct theshariahreview or as it is called “the shariah supervisbogard, to judge and
evaluate their credentials. The users of Islamitkbaannual reports might be interested
in the report of the Sharia’h Supervisory Boardawse it shows whether the bank has
complied with Islamic principles or not, and whetliehas dealt justly with different
parties Maali et al., 2006)The opinion of this board could be seen as theuamgss of
IBs because conventional banks do not seek thes eypinion. Therefore, ideally, the
researcher expects that the IBs in Malaysia wificidise the names, positions, and
pictures of the Shariah Supervisory Board. Moreartgmtly, it is assumed that they will
also disclose the profile of shariah supervisorgrdomembers as indicators of their

knowledge ofigh muamalatand competence in banking aBldari’ah

3.2.2 SSB Opinion: No involvement in non-permissible actities
As noted above, the opinion of Shariah Supervi®wgrd regarding the Islamic banks’
involvement in non-permissible transactions orati#is could be seen as an important

element in the Islamic banks’ annual reports, amach, its disclosure may add value to



the company’'s credibility. Prior studies found theimost all IBs have a Shari'ah
Supervisory Board (SSB) whose responsibility iengure that any new formulations and
modalities are in line wittshari’ah principles and within the domain of Islamic norms
(Haniffa and Hudaib, 2007Y.he main issue that SSB provides opinion on apdeaoe
the activities the IB involved. Oftentimes, simikar conventional auditors, they provide
reasonable assurance rather than absolute assusboo¢ how the activities of the
financial Institution (IB) were permissible accaordi to shariah principles (Hameed,
2009).Therefore, | expect that Malaysian IBs also havB &6d that they disclose their
annual reports the opinion of the SSB on the stilgecon-permissible activities.

Equally important could be the requirement ef anteapproval of any new
products, investments and financing decisions kg Shariah Board. Islamic banks
should not enter into any transaction that violdsésmic principles botlex anteandex
post As a result, it could be deemed vital whether pBacipally require the existence of
such Shariah Board ex anteapproval. The study, however, explores whether itBs

Malaysia disclose suax anteapproval in their annual reports.

3.2.3 Qard Hassan

Qard Hassanis an Arabic phrase which literally means benaviblean. In other words,
it could be seen as a non-interest bearing loarviged particularly to help the
stakeholders at large who are in need of help Bstmay provide to individuals for
socially beneficial purposesAdnan and Arifin, 2010; Maali et al., 2008}.could be

imperative for users of annual reports to know alibe bank’s performance in that



particular part, to help them to assess whetheib#rk is undertaking its social duties
and following Islamic principles.

As a result, it might be ideally expected thatBg operating in Malaysia will have
such loans or contributions in their annual reparsnce, the IBs may better involve
such social contributions and disclose to satiséyfull disclosure concept in their annual
reports the following elements:

a) Funds allocated tgard hassann the Balance sheet
b) The policy of the bank in providingard hassanoans
c) The policy of dealing with insolvent beneficiariasd clients

d) The amount charged as late penalty if any

3.2.4 Employee Benefits
Islam puts more emphasis on dealing justly withsalits of people, be Muslim or non
Muslim. Dealings with employees is not an exceptimt more importantly, the way
organizations deal with their employees in termseofiuneration or other matters, might
determine the organization’s failure or succésmiffa and Hudaib, (200@rgue that an
organization’s ethical stand from an Islamic pectpe are the ways it treats its
employees and debtors as well as its commitmergediety because employees arguably
are the greatest asset of a firm and their welhoaild be given due attention.

The argument asserted above is emphasized by aphetr (s.a.w). The
companions of prophet Muhammad (s.a.w) was nardayedbu Huraira in Hadith as
saying: The Prophet said, "Allah said, 'l will be apponent to three types of people on

the Day of Resurrection: one who makes a covemamtyi name, but proves treacherous;



2. One who sells a free person and eats his paie;3.0ne who employs a labourer
and takes full work from him but does not pay him br his labour" (Bukhari cited by
Haniffa and Hudaib, 2007).

Therefore, it is vital for every organization toatievith its employees rightly and
justly. Islamic banks may better double their empbo benefits as they claim that they
follow the shariah principles. Hence, it is ideally expected that Malaysian 1Bs will
disclose in their annual reports the following eaygle benefits:

a) Employees’ welfare;
b) Training and development (especially on Shari’alr@ness),

c) Amounts spent on training,

3.2.5 Zakah
Zakahis a religious duty and type of worship leviedamy Muslim individuals. In other
words,zakahis one of the five pillars of Islam, the thirdlpil of Islam to be precise. The
holy Qur'an explicity mentioned the beneficiaried zakah When one verse is
mentioned more than one time in the holy Qur'ashibws more emphasis, anakahis
repeatedly mentioned in the holy Qur'an. The eigéneficiaries ozakahare the poor
(faqgir), the needyrfiskin, thezakahcollectors &mil), those who reconciled to Islaral{
mua’lafah gulubahui the captives and slavesg@b), debtors gharim), those serving
the cause of Godi{sabilillah) and the travelersbn-al-sabil. The rate is dependent on
the type of economic activitigsee El-Ashker, 1987).

There is hot debate in the literature regarding wghmble for the zakah payment,

whether the organization or the owners of the foay it Gambling and Karim (1991)



are of the view thatakahis obligatory to individuals who are Muslims, atiérefore,
organizations are not liable to pay it. Others arthat not only shareholders should pay
the zakah but also entities ought to also pay it. Despitese opposing ideaShihaddeh
(1987)as cited in(Maali et al., 2006yemarks that the Islamic Figh Academy, at its firs
Zakahconference held in Kuwait in 1984, reached theckumion that businesses are not
required to payakah unless such a requirement is imposed by law ceeaby their
shareholders.
Regardless of who is liable, what is more imporiarfor the IB to disclose the

following details in their annual reports:

a) Which party is liable forakah

b) Statement of sources and useZakah

c) Shariah Board Attestation Regarding the Computadimhdistribution oZakah

4.0 EMPIRICAL RESULTS

The disclosure percentages and the results ofahewt analysis are set out in Table 4.1.
the results reveal that some areas (commitmergerating within shariah) are disclosed
fully while some other areas are not disclosedrelytiThis shows clearly that the overall
extent of the ethical disclosure benchmark by tBelBs in Malaysia falls short. The
overall mean level of disclosure compared to tlielyss benchmark was 47.33 per cent.
The bank coming closest to meeting the benchmaBark Islam, the first Islamic Bank
in Malaysia. However, bank Islam did not disclosy af the items ofQard Hassan.
Banks such as Muamalat and Allaince disclosed ®jigiQard Hassan related

disclosures. None of the Banks reviewed disclosdtieir annual reports the ‘Statement



of sources and uses Békah’ However, Bank Islam explicitly disclosed SSB Atsgiin

Regarding the Computation and distribution Zztkah Five detailed tables on each

dimension in the ethical disclosure benchmark apgiged in the appendix of the study.

Table 4.1 Main Results of the Study

# | Dimensions Disclosed (%) | Not Disclosed
(04~
1 | Vision and Mission
Commitment in operating within sharia law 100% 0
SSB profile 60% 40%
2 | SSB Opinion: Involvement of Non Permissible
Activities
No involvement in non-permissible financing adies 100% 0
No involvement in non-permissible Investment dtiég 100% 0
Approval ex ante by SSB for new product 90% 10%
3 | Qard Hassan
Funds allocated to gard Hassan in the Balance shee | 20% 80%
The policy of the bank in providing gard Hassaami® 0% 100%
The policy of dealing with insolvent CB 0% 100%
The amount charged as late penalty if any 0% 100%
4 | Employee Benefits
Employee Welfare 100% 0
training and development (especially on Shari’ah | 20% 80%
awareness),
Amount Spent on Training 10% 90%
5 | Zakat
Which party is liable for zakah; 100% 0
Statement of sources and uses of Zakah 0 100%
SSB Attestation: Computation and distribution okak 10% 90%
Overall Mean 47.33 52.67




4.1 Vision and Mission Dimension

This dimension focuses specifically on two elememasnely, ‘Islamic banks’
commitment in operating within tighariah’ and the disclosure oShariahSupervisory
Board profile (SSB)' The argument behind as to why these two elements ineluded
in the index is that IBs commitment towards thengiples ofshariahcould be seen what
differentiates them from their counterparts (corimral banks). The disclosure of
shariahsupervisory board profile could be vital as memgid by the prior studies that the
users of IBs are interested in the report ofShariaSupervisory Board because it shows
whether the bank has complied with the Islamic@ples or not.

The content analysis shows that 6 of the sampéemls banks operating in
Malaysia disclosed these two items fully while tiker 4 banks the study reviewed only
disclosed one item. In other words, they all disetb ‘their commitment in operating
within shariah principles’ but only 6 banks disclosed the probfeSSB. This could be
due to little importance given to the disclosure S8B profile by the IBs. Further
illustration is provided in Table | in the appendix

Following is an example of the annual report frorffirA Islamic Bank with
regardgo its commitment in operating withghariahprinciples:

The Bank's business activities are subject to Simaricompliance and

conformation by the Shariah Committee.....As fomA#lamic future plans, the

Bank will continue to grow beyond the traditionalle of Islamic banks by

providing more innovative Shariah-based productsl @ervices, in particular

equity-based financing structures encompassing khadah and Mudharabah
contracts.... As a full fledged Islamic bank, custemare assured that all
banking transactions are free from the elementstarests (riba), uncertainty

(gharar), gambling (maisir) and other un-Islamicnflamentals as these are

monitored by the Bank’s Shariah Department and siped by the Shariah
Committee.



4.2 SSB Opinion: Involvement of Non Permissible Adtities

Islamic banks are arguably involving with uniqu®dhucts, services, and activities that
are expected ideally to be entirely different fraghose of conventional banks. The
investors and the general stakeholders of Islamik® might not have full information
on what is happening inside the organization. Thues,opinion ofShariah Supervisory
Board (SSB) is needed to issue a reasonable opir@garding the Islamic banks’
business activities in general and in particulathimse that relate to the involvement of
non-permissible financing/investing activities.idtalso important that the disclosure of
SSB can help in approving new products before iintsoduced to the IB (ex ante
approval of SSB).

The study reviews specifically the IBs disclosuggarding to the involvement of
‘non permissible investing activities’, ‘involvemerof non permissible financing
activities’, and ‘approval ex ante by SSB for newducts’.

The results indicate that all the IBs reviewed pdevthe report ofShariah
Supervisory Board. The results further show thhthed IBs the study reviewed have a
clean Shariah Supervisory Opinion in their annual reports as tfog year of 2008. It
states that the IBs do not involve in any non-pssibie activities according to the
Shariah principles. However,Shariah Supervisory Council as Bank Islam calls it,
disclosed that Bank Islam during the financial ykas tracked nohalal income from
various sources amounting ®M10, 466 to be disposed off to the charity with the
approval of the Council is obtained.

On the other side, only one bank, Bank Islam, jesied to ex ante approval by

SSB as revealed by the content analysis. Bank Idigoiosed in its 2008 annual report



that one of the primary duties 8hariahCouncil is 'endorsing and validating relevant
documentations in the proposal of new products aedvices including contracts,
agreements or other legal documentations usedenwging banking transactiohs
Following is a short summary of the CIMB Islamicri&& report on the&Shariah
Supervisory Board:
We, Professor Dr Mohammad Hashim Kamali and Assedtaiofessor Dr. Shafaai bin
Musa, being two of the members of the Shariah Cteenof CIMB Islamic Bank
Berhad, do hereby confirm on behalf of the Sha@ammittee, that in our opinion, the
operations of the Islamic banking and finance bessof the Bank and the Group for the
financial year ended 31 December 2008 have beedumed in conformity with the
Shariah principles.
4.3 Qard Hassan
Qard Hassanas described above is an interest free loan ghamlic banks particularly
and Islamic organizations at large may give tortiségakeholders. It could be largely
argued thagard hassans a kind of community involvement of Islamic bankn the
contrary, Western banks that do not operate witlhnboundaries ashariah Islamiyah
give their customers’ interest free loans but ivithin the specific maximum threshold
(say $500). Banks that operate in UK can be regaetea graphical example where
banks in Western country allow their customersotmI500 pounds of interest free. As a
result, it might be expected that Islamic banksehavarge portion of such loans in their
balance sheet. It might also be anticipated thaimis banks have specific policy in
dealing withQard Hassan For example, customers that cannot pay back rae tr
cannot pay back at all.

It could be easy to expect positive behaviors fislamic banks usually than to

confirm such positive anticipations. Contrary toawtone might expect from IBs, and



similar to prior studies conclusions, the resuftthe current study reveal that there is low
level of disclosure ofjard Hassanof the selected IBs operating in Malays@nly two
(e.g., Alliance and Muamalat) IBs in Malaysia relaly disclosedgard Hassann their
annual reports. It is important to note that ogge two IBs have disclosed amounts in
their balance sheet. However, it appears that ¢vese two banks are lacking in the
policy dealings with insolvent clients/beneficiarid he other eight IBs did not even have
small amounts in their balance sheet nor disclessdpolicy ofgard Hassan'slealing.
These findings are consistent with prior studiegt found a low level ofjard Hassan
both in Malaysian IBsAdnan and Arifin (2010)and outside MalaysiaMaali et al.,
2006). Prior studies also found thgard hasanappears to be lower compared to other
assets. This remarks that Islamic banks in Malalgsgotgard Hassaras a product.

The result might imply that IBs in Malaysia feaatlthey may not generate profit
from gard Hassansince their main objective is to generate préfitnan and Arifin,
2010) It is surprising that the majority of the IBs r@wed in this study did not mention
such benevolent loans at all in their annual repdainan and Arifin (201p explained
the reason why IBs do not involve gard hasanis due to six main reasons such as for

instance ‘not able to generate any profit’.

4.4 Employee Benefits

Employee welfare could be regarded as a cruciacisp which IBs have to maintain

and improve better. On Contrary, the results of shedy show that selected IBs in
Malaysia disclosed only primary items such as eyg#owages, and pension plans.
However, adHaniffa and Hudaib (2007pund from the Gulf, IBs in Malaysia have low

levels of disclosure on items related to trainingl alevelopment (e.g. especially on



Shari’ahawareness). Table 4 in the appendix shows thattambanks (e.g. Bank Islam
and RHB) which constitute 20% of those IBs reviewaidclosed that they provide their
staff training onshariah awareness. In addition, only one bank (e.g. Basilm)
constitutes 1% of the sample of IBs disclose thacexamount spent on employee’s
training. Bank Islam stated clearly in the anneglart that:
During the financial year, more than 25 Shariahitiag sessions and courses
were organized which mainly aimed at enhancingl¢hel of understanding of
Shariah application in the banking business amdregstaff...."In FY2008, over
RM®6.5 miIIio_n was spent on training as part of our commitmenta@s human
resource optimization”.

Bank Islam scores 100% of disclosure level withardgto employee benefits
benchmark that the study has developed. In thi®adgmon, the other IB which is next to
Bank Islam is the RHB Islamic bank which disclosgsto 67% against the study’s
employee disclosure benchmark. The other eightréBgively have low disclosure level
of 33%. As noted above, items that these banks$odisd appeare to be primary in nature.
This low level of employees training @hariahmatters is also found in IBs operating in
other countries as in the study éfaniffa and Hudaib, 2007}t could be argued that IBs

give little attention to the employee training iengral and especially Shariah related

trainings.

4.5 Zakah

All the matters discussed so far in the study mighinsignificant compared takah It

is the third pillar of Islam. Since it is such anportant pillar, IBs should better involve
its payment as well as its full disclosure. Thstfitem included in the benchmark of the

study is whether the IB is liable to pagkahor the owners of the IB have to pay it.



Secondly, if the IB pays theakah it is ideal to anticipate that the 1B may provide
statement of sources and the usegaddah Finally, it could be expected that IBs rely on
SSB attestation regarding the computation andibligion of Zakah

The result as is indicated in table 5 shows &l e study reviewed in Malaysia
disclosing their liability to pay theakah Further analysis shows that 9 IBs are liable to
pay thezakahwhile the remaining banks do not pay #takahas an entity, but it is the
shareholders who are paying ttekahon behalf of their shareholding. The IB mentioned
is RHB Islamic Bank. In the annual report, the batdtes thatThe Bank is not required
to pay Zakat. This should be paid by shareholdertheir shareholding”.

As regarded to the statement of sources and usekal) table 5 in the appendix
shows that none of the IBs in Malaysia surveyethis study disclosed in their annual
reports statement of sources and usezakhh As indicated above, one Islamic bank is
not liable to payzakah Therefore, this bank does not necessarily havyardeide such
statement. However, the remaining nine IBs didprovide the statement. Surprisingly,
those banks combine thmkahand tax together. This could be implied that tBs |
involved regardzakahas similar to tax, rather than recognizing it aslagious levy. It is
arguably that IBs appear to ugakahas a public relation strategy instead of trying to
reduce the level of poverty in most Muslim courgrilerough this religious obligation.

Only Bank Islam disclosed SSB attestation regarding computation and
distribution of Zakahin its annual report. Other nine IBs do not explicor implicitly
communicate such SSB role in computing and disiiniguthe amount ozakah Bank

Islam has clearly mentioned in the 2008’s annuglorte of this particular element



specifically in the report oShariah Supervisory Council as Banks Islam called it the
SSB:
The Council reviewed the financial statements efBank and confirmed that the
financial statements and calculation of Zakat iscompliance with the Shariah
requirements.
The result of this study appears to be consistetit prior studies in this area. It

reveals that IBs have failed to disclose haakah funds are distributed. More

importantly, it seems that they also failed to ldtise of howzakahis computed.

5.0 Conclusion, Discussion, and Limitation of the Study

The study reviews the annual reports of 10 locdang banks in Malaysia to explore
their ethical identity in terms of disclosure anths to extend the literature of Islamic
banking. The paper develops disclosure benchmark two prior works of aali et al.,
2006; Haniffa and Hudaib, 2007)his benchmark consists of what Islamic banks ought
to disclose according to the perceptsSbiariahprinciples and it is compared with their
actualdisclosures in the annual reports of 2008. Islab@inks ideally are expected to
possess a high ethical identity becausklasiffa and Hudaib (2007emarked, IBs have
social goals which is equally important to themdaincial goals.

Contrary with the researchers’ expectations, theigcal findings show that the
reviewed IBs in Malaysia have low level of disclospractices especially for banks that
claimed to be operating within tf&hariahprinciples. This is startling but it may be due
to the fact that many managers of IBs are trainath ihe Western-type banks
administration, thus, not fully aware of the sodmplications of Islamic bankingaali
et al.,, 2006).A second reason might be the fact that IBs (espgchMilaysian IBs)

operate in an environment where the economy is rutiedomination of conventional



banks. Such a situation might influence the IBsorépg. A third reason could be the
accounting standards in which they comply, becaMsdaysia adopts International
Financial Reporting Standards (IFRS), which mayo aéxjually influence the IBs
reporting practices.

There are 15 elements that are comprised for ¢énelmark of the study. The 15
elements are further grouped into five main dimemsi The first dimension is “vision
and mission” which contains two elements namelfs ‘lcommitments in operating
within the shariah law’ and the ‘SSB profile’. Results indicate thatly 6 I1Bs had
disclosed the profile of SSB. The reason might B8 $ not regarded as vital as the
board of directors because all the IBs disclosesr throfile and also their pictures.
However, all the 1Bs in the study disclosed th@menitment in operating accordingly to
theshariahlaw. This differentiates IBs from their convent@rounterparts.

The second dimension is “SSB Opinion: Involvemeft Non Permissible
Activities” with 3 constructs. SSB opinion is vergucial to this report. It relies to the IBs
stakeholders on issues related to whether the @atgd within theshariahprinciples or
not. The findings show that all of the IBs had S8l they all received a clean opinion
from their Shariahsupervisors. This result indicates that the rdl&8B is restricted to
give only ex post opinion rather than ex ante. Bdyk Islam disclosed SSB's role of ex
ante approval of the banks’ products. It is impairteo mention here the unqualified
report all the banks received from their SSB did cantain detailed information as to
how such conclusion was reached. Concerns surface resurface regarding the

independence of the shariah supervisory members.



The third dimension of the study‘i®ard Hassan” and it contains 4 constructs.
The study reveals that those IBs reviewed in Madakiad a very poor low level ofard
hasandisclosure. Only two banks have had slight amoohtgard Hassan in the balance
sheet. Meanwhile, the other banks do not disclase anstruct as compared to the
benchmark of the study nor had amounts in the drmeparts. The results of this study
are consistent with a recent study conductedAojppan and Arifin (2010)which
concluded that IBs in Malaysia forgot thard hasarmat all.

The fourth dimension is the ‘employee benefits’isTtimension has 3 constructs
which one of them could be regarded as a primarpl@yee benefit. This particular
construct which relates to employee wages areatied by all of the 10 IBs in the study.
However, training orshariahawareness and the amount spent are only disclpsede
IB which is Bank Islam. These low levels of empleyeenefit disclosure are observed
similarly by prior studies ofHaniffa and Hudaib, 2007).

Last but not least,zakah’has 3 constructs. The analysis indicates that9inB
Malaysia are liable to pay tlmakahwhile the remaining banks do not pay it as antenti
but rather the owners who are paying the zakahnBEkeugh the IBs disclosed the
amount ofzakahthey had paid, they failed to disclose the soulmed uses of such
amount. Only one IB manages to disclose whethestattion is received from SSB or
not. This particular bandtisclosed such attestation regarding the computdtyothe SSC
is Bank Islam. Bank Islam is the only one bank tieg the most score in the benchmark

of the study.



5.1 Limitation of the study and suggestion for futue research

Despite the fact that the study may contributéhoexisting literature in the IBs area, yet
the study is subject to several limitations. Fsthe use of content analysis could raise
more questions than answers. There is lots of stify involved in such analysis
especially in terms of the determination of the lqueof the information disclosed.
Secondly, the study used only annual reports iHoexg the disclosures of IBs. This
could also be a problem as the study did not egplmher means of information
disclosure such as press releases and bank welbsitally, the relatively small sample
of the study could make generalazability to theewigopulation more difficulty.

Future research may employ larger sample size bludmg all the IBs in
Malaysia or cross country study which may involh@mparing the IBs in different
countries. In addition, future studies may also leyp different methodology other than
reviewing just the annual reports. For examplengigjuestionnaire and interview with

both management of IBs and the stakeholders may egmwith a different findings.
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Appendix

Vision and missior(Table I)

Banks Commitment in operating withi | SSB profile Disclosure level
sharia law

Affin IB Yes Yes 100%
Alliance Yes No 50%
CIMB IB Yes Yes 100%
ECONCAF Yes No 50%
HL IB Yes Yes 100%
Banklislan Yes Yes 100%
MayBank Yes No 50%
Muamala Yes Yes 100%
Public IB Yes No 50%
RHB IB Yes Yes 100%

SSB Opinion: Involvement of Non Permissible Activies (Table II)

Banks No involvement in non-| No involvement in Approval ex ante | Disclosure level
permissible financing | non-permissible by SSB for new
activities Investment activities | product
Affin IB Yes Yes No 67%
Alliance Yes Yes No 67%
CIMB 1B Yes Yes No 67%
ECONCAF Yes Yes No 67%
HL IB Yes Yes No 67%
Banklslan Yes Yes Yes 100%
MayBank Yes Yes No 67%
Muamala Yes Yes No 67%
Public IB Yes Yes No 67%
RHB 1B Yes Yes No 67%
Qard Hassan (Table IlI)
Banks Funds allocated The policy of | The policy of The amount Disclosure level
to gard Hassan| the bank in | dealing with charged as late
in the Balance | providing insolvent CB penalty if any

sheet

gard Hassan
loans




Affin IB No No No No 0%
Alliance Yes No No No 25%
CIMB IB No No No No 0%
ECONCAF No No No No 0%
HL IB No No No No 0%
Banklslan No No No No 0%
MayBank No No No No 0%
Muamala Yes No No No 25%
Public IB No No No No 0%
RHB IB No No No No 0%
Employee Benefits (Table V)

Banks Employee Training and Amount spent Disclosure level

Welfare development o

(especially on on training,
Shari’ah

Affin IB Yes No No 33%
Alliance Yes No No 33%
CIMB IB Yes No No 33%
ECONCAF Yes No No 33%
HL IB Yes No No 33%
Bankislan Yes Yes Yes 100%
MayBank Yes No No 33%
Muarrala Yes No No 33%
Public IB Yes No No 33%
RHB 1B Yes Yes No 67%
Zakah (Table V)
Banks Which party is Statement | SSB Attestatiot Disclosure level

liable for of sources | Regarding the

zakah; and uses o Computation and

zakah distribution of
Zakah,

Affin IB Yes No No 33%
Alliance Yes No No 33%
CIMB IB Yes No No 33%
ECONCAF Yes No No 33%
HL IB Yes No No 33%
Bankislan Yes NO Yes 67%
MayBank Yes No No 33%
Muamala Yes No No 33%




Public 1B

Yes

No

No

33%

RHB 1B

Yes

NA

No

33%




