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ABSTRACT

There are relatively few studies conducted to examine the extent of disclosure
practices in the annual financial reports of banking institutions. Besides, thereis very
minimal research observing professional opinion of the regulators and the
practitioners on the importance and the usefulness of the disclosure items that were
required to be disclosed in the annual financial report. Hence, three underlying
objectives were determined in this study.  First, the research will examine the
perceptions of regulators and rating agencies of the importance of the disclosure items
as disclosed in the financia reports of the Maaysian Islamic banking institutions and
the conventional banks that provide Islamic banking products and services. The
second objective is to examine the banks disclosure practices as required by the
presentation of the disclosure requirements and guidelines issued by the Central Bank
of Malaysia and applicable approved accounting standards such as AAOIFI and
MASB i — 1. The third research objective then is to examine the factors influencing
the disclosure practices in the Islamic banking institutions and conventional banks that
offer the Islamic products and services. The research examines the regulators and the
rating agencies perceptions of the importance of the disclosure items and
subsequently assign the weight to the disclosure index items. The sample banks
annual reports were scrutinized and were rated based on the weighted disclosure index
result. Secondly, the research aso examines the banks disclosure practices as
required by the presentation of the disclosure requirements and guidelines issued by
Central Bank of Maaysia and applicable approved accounting standards such as
AAOIFI and MASB i — 1. The research then examines the relationship of firm-
specific characteristics which are size, profitability, liquidity, composition of non-
executive directors sitting in the board of directors and board of directors’ size on the
extent of disclosure practices. The study shows that the respondents perceived all
disclosure items in the index developed as important at 2.451 mean score out of 3.000
maximum score. However, lower scores were recorded for the disclosure on the
Islamic related information. The finding aso shows that large conventional banks
such as Public Bank are leading in terms of the disclosure in the compared to the small
banks including Islamic banks in the four consecutive years (2000 — 2003). Finally, all
independent variables which are size, profitability, liquidity, composition of non-
executive directors and board size show a positive relationship on the extent of
disclosure. However, the finding indicates that only size and the higher composition
of non-executive directors positively and significantly influence the disclosure level.
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CHAPTER 1

INTRODUCTION

The issue of the extent of disclosure in corporate financial reporting has been the
focus of the concerned public especially regulators, practitioners and investors.
Subsequent to the emerging demand for this information, a number of studies have
examined the firms' disclosure practices in the annual financial report. There are also
other factors that have motivated past studies in this area. Firstly, the extent of
disclosure practices might be due to the pressures from the investors who request
more reliable information for their informed judgment on the firm’'s performance.
Secondly, recent accounting scandals which have renewed attention on the firm’s
corporate governance and financia transparency. For instance, the massive collapse
of Enron in the year 2001 created major fears on the part of investors that there were
more companies with similar weaknesses and which were potential Enron. Thousands
of people had been affected by the collapse of this giant company. The fall of Barings
Bank in 1995 had highlighted that corruption and fraudulent activities could take place
even in highly regulated industries. The investors were unaware of these situations
until it was too late.

As a consequence of the Barings Bank and Enron sagas, countries across the
world have to pay more attention to their corporate governance system to avoid
potential Enron cases. Therefore, most countries decided to strengthen their corporate
governance system and enhance the disclosure requirements of the companies

corporate reporting. This is to ensure that the investors and the shareholders had an



early warning of the companies unstable economic condition and in order to make
better judgments.

Hence, this study seeks to identify the extent of disclosure in the annual
corporate reporting of Malaysian banking institutions. In addition, the researcher
would like to expand the area of the previous studies by evaluating the regulators’,
practitioners and the rating officers perceptions of the level of importance of the

items disclosed in the bank’ s annual report.

1.1 OBJECTIVESOF THE STUDY

The main aim of this study is to examine the extent of disclosure in the annual reports
of the banking institutions in Maaysia, specificaly the Islamic banks and the
conventional banks that provide Islamic banking services. Therefore, to meet the aim
of this study, this research seeks to fulfill the following objectives;

i. To examine the perceptions of regulators and rating agencies of the
importance of the disclosure items as disclosed in the financial reports of the
Malaysian Islamic banking institutions and the conventional banks that
provide Islamic banking products and services.

ii. To examine the banks' disclosure practices as required by the presentation
of the disclosure requirements and guidelines issued by the Central Bank of
Malaysia and applicable approved accounting standards such as AAOIFI
and MASB i —1.

iii. To examine the factors influencing the disclosure practices in the Islamic
banking institutions and conventional banks that offers the Islamic products

and services.



To meet the first objectives, questionnaires were distributed to the Rating Agency
Maaysia (RAM), Central Bank of Maaysia and Bursa Saham Malaysia to be
answered by rating personnel or/and compliance officers from these agencies. The
main objective is to obtain the opinions or perceptions of the importance of each
disclosure item as stated in the disclosure index.

Then, for the second research objective, the disclosure index was devel oped based
on the specific disclosure requirement by the Central Bank of Malaysia namely,
Guidelines on the Specimen Financial Statements for Licensed Financial Institutions
(BNM, GP8) and Guidelines on the Specimen Reports and Financial Statements for
Licensed Islamic Banks (BNM, GP8-i). In addition, the researcher aso takes into
consideration the local and international accounting standard guidelines which were
specifically developed for the banking institutions reporting purposes such as MASB i
— 1 Presentation of Financial Statements of Islamic Financial Institutions (MASB i —
1), Accounting, Auditing and Governance Standards For Islamic Financial Institutions
(AAOQIFI) as well as International Accounting Standard (IAS) 30 Disclosures in the
Financial Statements of Banks and Similar Financial Institutions. Had the above
banking requirements and accounting standards been taken into consideration, these
guidelines will represent the best disclosure practice for the Malaysian banking
institutions.

Finally, for the third research objective, the study has identified five independent
variables to represent the factors that may influence the disclosure practices which are
best represented by the firm-specific characteristics. The characteristics are size,
profitability, liquidity, the higher composition of non-executive directors sitting on the
board and size of board of directors. Thus, the hypotheses were developed to discover
whether there are significant associations between these variables and the extent of

banks' financial disclosures.



1.2 MOTIVATIONSOF THE STUDY

There is alack of empirical research focusing on the financial or banking institutions.
This might be due to the perceptions that the financial industry is a highly regulated
industry. Due to these facts, the researcher feels motivated to begin the study in this
field. In addition, the research attempts to assign weighting to the disclosure index

since it had not been used widely in prior studies.

1.3 CONTRIBUTIONSOF THE STUDY

The study examines the disclosure items in the annual reports and the regulators
perceptions of the level of importance of each disclosure item in the annual reports.
This study will hopefully contribute to knowledge and will provide some initiatives
for those preparing the annual report, various groups of accounting standard setter
organizations as well as statutory bodies such as Bank Negara Malaysia and rating
agencies.

Specificaly, the findings on the level of importance of each disclosure item
generated from the survey might help those preparing the annual reports especially
those in the banking institutions, to enhance the quality of the information disclosed in
their annual reports. In addition, the findings of the survey might constitute a further
contribution to the area of the study and narrow the gap in the accounting literature.

Furthermore, the study attempts to explain the corporate disclosure behavior and
why banks have adopted certain disclosure strategies. Therefore, the findings might
be beneficial to the regulators and the authoritative bodies to be used as a reference to
review the guidelines on the mandatory and voluntary disclosure practices by the

financial institutions.



Another essential contribution of this study is to raise the awareness for the
preparers of the financia statements on the importance of disclosing truthful and
reliable information in the firm’s annual report. Those who prepare the annual report
are duty-bound to disclose the material and useful information to the users at large.

There are some contributions from this study towards the corporate disclosure
strategies literature. Firstly, this study analyzes the banks disclosure strategies by
using both an un-weighted and a weighted disclosure index which is rarely used in the
previous literature. Secondly, the findings on the regulators’, practitioners and the
listing officers perceptions of the level of importance of each disclosure item in the

annual financial reporting will add to the literature in this area.

14 ORGANIZATION OF THE CHAPTER

This thesis consists of six chapters, including this chapter. The first chapter is the
introductory part of the thesis which explains the objectives, motivations and
contributions of the study. Then, the following chapter provides the literature review.
The study begins by reviewing the literature on the financia reporting disclosure and
accountability concepts.

Chapter three represents the hypotheses developments. This chapter examines
five firm-specific characteristics and the relationships to the extent of disclosure of the
sample banking institutions.  Thus, the firm-specific characteristics are the
independent variables.

Chapter four will thoroughly explain the research methodology of the thesis.
This chapter discusses the sample selection, the development and design of the
disclosure index and questionnaires as well as the statistical tests to examine the

relationships of the dependent and independent variables with the extent of disclosure.



Chapter five discusses the findings on the statistical tests performed. Finaly,
chapter six provides conclusions and discusses the findings for each of the research

objectives and research questions as well as the limitations of the study.



CHAPTER 2

A REVIEW OF LITERATURE

The chapter provides areview of the literature covering severa areas of the disclosure
practices in the banking institutions. The chapter is organized in the following
manner. Firstly, it provides a discussion of the financial reporting in terms of the
disclosure and accountability factors, followed by the relationship of corporate
governance theory with the corporate disclosure strategies. Secondly, the disclosure
practices will be discussed in terms of the Islamic point of view. Thirdly, the chapter
discusses the development of the Islamic accounting standard to cater for the needs of
the Islamic banks. Fourthly, the chapter continues the discussion of the prior studies
on the disclosure practices in the annual financial reports of various industries and

finally discusses the literature on the disclosure practices by the banking institutions.

2.1 FINANCIAL REPORTING: DISCLOSURE AND ACCOUNTABILITY
Recently, numerous accounting scandals have renewed the people’s attention to firm’s
corporate governance practices and financial accounting transparency. The attention
to these scandals began when giant firms such as Enron and World Com collapsed due
to poor corporate governance practices, fraud, material misstatement and the practice
of creative accounting. Due to these scandals, there has been a huge public outcry
about the weak corporate governance practices and the lack of financial reporting
disclosure which might cause the occurrence of another Enron.

Accounting scandals provide lessons to the regulators and the accounting

practitioners on the importance of financial reporting disclosure and accountability in



preparing the financial statements. The importance of transparent and reliable
financia reporting is then due to the following underlying factors.  Firstly, the
financial statement is not only the main reference to the firms current economic
performance but at the same time it represents firms' use of resources (Carbaca-Garcia
et a., 2002) as well as the distribution of wealth. Secondly, the benefit of being more
transparent in the firms' financial reporting is to prevent information asymmetries in
the market. If information asymmetry exists, there will be a gap in investors
understanding of the real situation of the firm’s operations. This situation might lead
the investors to make uninformed judgments. Thirdly, the disclosure of the relevant
and reliable information in the firms annual report might become one of the avenues
to demonstrate the firms' commitment and accountability to the public at large. For
example, the disclosure of more product information will create confidence among
depositors, investors and the public to invest their money in the institutions and,
subsequently, might become one of the factors to maintain the firm’s goodwill (Abdul
Hamid, 2004).

In addition, the disclosure strategies might vary from one firm to another.
According to Adrem (1997), the firm's disclosure strategies might depend on the
demand and supply forces.  Following the mandated rules and regulations, the
regulatory bodies seem to be one of the powerful demanders. For example, the
Maaysian public listed companies might provide more information to the public
compared to the unlisted firms due to the adherence to the listing requirements of
Bursa Malaysia Berhad. Hence, the mgor challenges to the regulators and the
accounting standard setting organization is to formulate and improve the regulatory

framework on the public disclosure and supervisory reporting. For instance, they have



to determine the types and nature of information that should be included in the
financial reportsin order to assist various types of users to make a sound decision.

According to Chiang (2005), firms with better practices of corporate governance
might signal the better performance. He then conducted a study on the relationship
between the information transparency and corporate governance in Taiwan's high-
tech industry. In order to examine the firms' information transparency, Chiang (2005)
was considering al the firms' published information such as their annual report, web-
site, Taiwan Security Exchange Committee and Taiwan Economic Journal database.
As a result, he proved that there is a significant relationship between information
transparency and corporate governance.

Good corporate governance practices have been emphasized in all economic
sectors especialy the banking institutions. This might be due to the fact that the
banking sector plays a major role in the economic development. Therefore, to ensure
the firms' compliance to corporate governance, the enforcement should come from the
governments and must be supported by the regulators and accounting standard setting
bodies. Subsequently, a number of guidelines and standards had been introduced due
to the emerging needs for more corporate governance guidelines for the banking
ingtitutions. For example, the Basle Committee on Banking Supervision was
established in 1975 in order to supervise the banking industry. This committee was
formed from the group of Central banks from the following 10 countries;, Belgium,
Canada, France, Germany, Italy, Japan, Luxembourg, Netherlands, Sweden,
Switzerland, United Kingdom (UK) and United States of America (USA) (Bade
Committee, 1998).

There are 6 types of information as suggested by the Basle Committee on

Banking Supervision (1998) to be reported in the annual financial report in order to



achieve the adequate level of bank transparency. This information includes financial
performance, financial position, risk management strategies and practices, risk
exposures, accounting policies as well as basic business, management and corporate
governance information. On the other hand, the reported information in the annual
report should be comprehensive, relevant and timely, reliable, comparable and
material in order to represent the true and fair financial condition and performance of
the firms.

From the Maaysian’s perspective, the disclosure of corporate governance
information was influenced by the Malaysian Code of Corporate Governance (Abdul
Rashid et al., 2001), the Company’s Act 1965 and other statutory requirements
produced by the regulatory bodies and the accounting standard setting organizations.
For instance, the Central Bank of Malaysia, the Maaysian Accounting Standards
Board and Bursa Malaysia Berhad had taken a rigorous approach in order to ensure
firms compliance to the corporate governance practices, producing high quality in the
firm’sannual financia reporting and maintaining elevated standards of disclosure.

Then, in the year 2002, the Central Bank of Malaysia issued the new guidelines
on the presentation of the annual financial report which were specifically designed for
the financial institutions. The guidelines are known as Guidelines on the Specimen
Financial Statements for Licensed Financial Institutions (GP8) which was designed to
ensure the consistency of reporting and compliance to the provisions of the
Companies Act 1965 and the approved Malaysian accounting standards.
Subsequently, in order to cater for the needs for the Islamic financia institutions, the
second guidelines, the Guidelines on the Specimen Reports and Financial Statements

for Licensed Islamic Banks, known as GP8 —i was produced in the year 2003.

10



On the other hand, being aware of the current economic situation and the
investors concern, several new requirements had been introduced by Bursa Maaysia
Berhad to ensure transparency. For example, the requirement to publish the firms
financial statements on a quarterly basis and new rules on related party and interested
party transactions. This is to ensure that the shareholders are aware of the firms
current financial condition and the information iswell circulated. 1n addition, another
duty of Bursa Malaysia Berhad is to undertake the financial review of firms financial
statements in order to ensure compliance with the Bursa Malaysia's listing
requirement, approved accounting standards and other statutory reporting
requirements.

Furthermore, there are external and internal factors that might affect the firm's
disclosure practices. The enforcement from the regulators such as the Central Bank of
Malaysia, Bursa Malaysia Berhad and the accounting standard regulators to comply
with the rules and the issued accounting standard could be considered as external
factors that might contribute to the higher level of firms' disclosure practices. On the
other hand, the research suggests that there are a few interna factors that might
increase the extent of a firm's disclosure. As such, the larger composition of non-
executive directors in the board and the bigger board size might be internal factors that
could contribute to the higher level of afirm’sdisclosure.

Nevertheless, some of the prior studies used the Agency theory in order to
explain the firm's disclosure practices. Hence, the research would further the
discussion on the relationship of the Agency theory and the level of corporate
disclosure.

A number of theoretical frameworks such as the agency theory and stakeholder

theory had been discussed in the previous study in relation to the corporate
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governance perspective. The research then intends to outline the agency theory
framework and how it relates to the firm's disclosure strategy. First, in terms of
definition, according to the principle-agent relationship the owners are principals and
the managers are agents which had been entrusted to manage the resources in a wise
manner and be held responsible for the conduct of the business (Jensen and Meckling,
1976 as quoted by Donaldson and Davis, 1991). In addition, Haniffa and Hudaib
(2004) suggest that the agents must possess certain qualities to enable them to carry
out their duties and achieve the principle expectations.

The relationship between the agency theory and the corporate disclosure was
then further discussed from the prior researcher perspective such as Watts and
Zimmerman (1979) and Peasnell (1982). The principal-agency problems might occur
from the asymmetric information and costly monitoring. According to Watts and
Zimmerman (1979), agency costs arise because there are conflicts of interest between
the managers (the agents) and the shareholders or bond holders (the principals). The
managers have superior information about the firms' current and future performance
than the shareholders since they get this information from the primary resources. On
the other hand, the shareholders are bearing the risks that the financial reporting had
been manipulated and might not represent the firms true economic condition.
Therefore, the disclosure issues were arising due to the urgent demands of the
shareholders for reliable and relevant information in order to make a wise investment.

Furthermore, another suggestion to reduce the agency conflict between the
shareholders and managers is via acquiring a quality Board of Directors (Abdul
Rashid et al., 2001). The quality Board of Directors might be explained in terms of
their knowledge, experience or their capability to handle the business. The

shareholders might be secure if the firms were organized by competent personnel and
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