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Abstract: This study focuses on four specific objectives. Firstly, the study examines the
extent and quality of the Intellectual Capital Disclosure (ICD) in the annual reports of
Malaysian and Indonesian Islamic banks from 2009 until 2013. Secondly, it aims to
examine the categories of ICD (extent and quality) in both Malaysian and Indonesian
Islamic banks over time. Thirdly, this study also focuses on the comparison of the ICD of
Malaysian and Indonesian Islamic banks during the study period of five years. Fourthly,
the study determines the factors that influence the ICD in the annual reports of Malaysian
and Indonesian Islamic banks. The extent of disclosure was measured by applying a
checklist of 33 items. The results showed that the trend of ICD in the annual reports of
Malaysian and Indonesian Islamic banks increased over the five years. Regulation should
take these findings into consideration since both Malaysia and Indonesia aim to be
Islamic financial hubs.
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1. Introduction

1.1 Background of the Study

In the era of rapidly changing technology and massive competition, Intellectual Capital
(IC) has become an important factor to be considered by companies in the formulation of their
organisation [1]. In a knowledge-based economy, intellectual assets such as skilled employees,
sound infrastructures, networking systems, information systems, innovations, brand names,
trademarks and knowledge bases bring competitive advantages for companies. These
intellectual assets are a company’s IC. In defining IC, intellectual material consists of
knowledge, information, and intellectual property, as well as experience that can be put to use
to create wealth [2]. This is because the basis for competition has shifted from traditional
physical and financial resources to intangible resources [3]. Thus, a company’s intangible
properties (typically displayed in the form of skilled people, processes, competencies, and
knowledge) provide core foundations of its current and prospective wealth [3]. As a result,
these intellectual properties or IC have become a growing research interest in the recent years.

Currently, in a knowledge-based economy, IC has secured overwhelming attention from
researchers, academicians, practitioners and entrepreneurs. There are many researchers, such
as [4], [5, 6], [7], [81,[9],[10],[11],[12] who have found IC to be the most vital intangible asset
for the success of organisations. They have argued that IC will help organisations to sustain
competitive advantage, enhance financial performance, and create value. Therefore, IC is
important for companies to achieve economic success [13].
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In addition, [14] classified IC into three categories, which are human capital, internal
capital, and external capital. Human capital refers to innovation, flexibility, tolerance,
motivation, satisfaction, learning capacity, loyalty, and training. Meanwhile, the internal
capital of the organisation could be defined as the knowledge within the organisation, such as
intellectual properties, contracts, database, information systems, culture, procedures, manuals,
administrative routines and best practices. On the other hand, external capital is the
information of brands, customer base, and partnership. After a brief introduction about IC, the
following section will provide the problem statement of this study prior to identifying the
research objectives and research questions.

1.2 Problem Statement

In order to thrive, the banks need to be innovative. The banking sector is also considered a
knowledge-intensive sector, as it has to offer innovative and competitive financial products
and services. Although IC is crucial in the banking sector, as a whole, this study focuses only
on Islamic banks. IC may be considered even more important in Islamic banks as these banks
have to offer financial products and services that are not only able to compete with
conventional banks, but are also Shari’ah compliant.

Since IC creates value [15], [11], [12] it is important for Islamic banks to relay this
information to the investors and stakeholders. It is even more crucial when both Indonesia and
Malaysia aim to become international Islamic financial hubs [16]. This is because both
Indonesia and Malaysia have large Muslim populations, and hence are prospective financial
markets [17].The opinion is in line with [18]: “Perhaps the single most important factor behind
the powerful growth of the Shari’ah compliant funds industries lies in the simple fact that the
Muslims represent about a quarter of the world’s population”. For instance, in Indonesia,
being the largest Muslim country in the world, Indonesia experiences rapid growth in its
Islamic banking industry [19]. Regardless of the rapid growth locally, it is uncertain whether
the Islamic banks in these two countries are making sufficient disclosure, particularly on IC,
which will signal their value creation. Also, due to their aim of becoming an international
Islamic financial hub, these two countries seem to be in competition to attract investors. So
far, there are no evidences to suggest the extent of quality of their Intellectual Capital
Disclosure (ICD) which would allow a comparison of their signalling ability to create value.

Islamic banks are founded on the basis of the Shari’ah: thus, these banks are accountable
not only to their stakeholders, but also to the Ummah and ultimately to the Creator
[20].Therefore, these banks need to disclose information regarding their performance to
society to discharge their accountability. This is also true in the case of ICD. However, [21],
[22], [23], [19], [24], all found that the levels of transparency in annual reports of Islamic
banks are quite low. Low ICD may also be true in Islamic banks. Since Indonesia and
Malaysia aim to become Islamic financial hubs, it would be disadvantageous if it is found that
Islamic banks in these countries have low ICD.In order to possibly alleviate the problem of
low disclosure, some corporate governance mechanisms may be able to monitor the
transparency of disclosure, including of IC. However, these mechanisms, specifically of
Shari’ah Committee (SC), which is directly relevant to Islamic banks, as well as audit
committee and board of directors, have not been tested in the context of ICD of Malaysian and
Indonesian Islamic banks. Thus, there is no empirical evidence to suggest which of these
mechanisms may be effective in enhancing ICD. This study attempts to address some of the
problems stated above. Hence, the next section specifies the objectives and research questions
of this study.



1.3 Research Objectives and Research Questions

This study has the following research objectives:
RO 1: To examine the extent and quality of ICD in the annual reports of Malaysian and
Indonesian Islamic banks from the years 2009 to 2013.
RO 2: To examine the categories of ICD (extent and quality) in both Malaysian and
Indonesian Islamic banks over time.
RO 3: To compare between ICD in annual reports of Malaysian and Indonesian Islamic
banks from 2009 until 2013.
RO 4: To identify the determinants ICD in the annual reports of Malaysian and Indonesian
Islamic banks.
Based on the research objectives, this study is undertaken to answer the research questions
of the study, which are formulated as follows:
RQ 1: What is the extent and quality of ICDs in the annual reports of Malaysian and
Indonesian Islamic banks from the years 2009 to 2013?
RQ 2: What are the categories of ICD (extent and quality) in Malaysian and Indonesian
Islamic banks?
RQ 3: s there any differences in ICD of Malaysian and Indonesian Islamic banks?
RQ4: What are the determinants of ICD in the annual reports of Malaysian and Indonesian
Islamic banks?

2. Literature Review

2.1 Definition Of IC

IC is elusive, but once it is discovered and exploited it may provide an organisation with a
new resource base from which to compete and win [25], [26] defines IC as the term given to
the combined intangible assets, intellectual property, human-centred and infrastructure which
enable the company to function. [27] explain that IC includes all the processes and assets
which are not normally shown on the balance sheet, and all the intangible assets (trademarks,
patents and brands) which modern accounting methods consider. It includes the sum of the
knowledge of its members and the practical transactions from that knowledge. Meanwhile,
[2]explained that IC is an intellectual material which comprises knowledge, information,
intellectual property, and experience that can be put to use in creating wealth. Therefore, IC
can be defined as a strategic ecosystem for a company, which can be used to create value.

2.2 Classification Of IC

This section discusses the classification of IC. IC is classified into three categories which
are internal capital, external capital, and human capital. Internal capital consists such
categories as intellectual property (e.g. patents, copyrights, and trademarks), and infrastructure
assets (i.e. management philosophy, corporate culture, management processes, information
systems, networking systems, and financial relations). External capital consists business
partnering and alliances (e.g. brands, customers, customer loyalty, customer names,
distribution channels, business collaborations, licensing contracts, and franchising
agreements).

In addition, human capital refers to education levels (i.e. average education level),
employees’ welfare (i.e. information about share options schemes), training and education



(e.g. information about the training programmes, training costs, programmes, education costs),
knowledge map (i.e. know-how), employees capacities and development plans, and the safety
of employees. After providing a definition and classification of IC, the next discussion will
elaborate on some of the existing literature on measuring IC. It is believed that providing such
a discussion before reviewing the empirical literature on IC disclosure (ICD) would help to
enhance an understanding of IC.

2.3 Measurement Of IC

Prior studies that focused on the method of measurement of IC include [28], [29], [30],
[31], [32], [34]. Consequently, there have been some attempts to develop models or methods
which measure a company’s IC ([35]; [36]; [37]; [38]). One of the first models developed was
the Balance Scorecard (BSC) by [28]. The BSC aims to measure the company’s performance
using both financial and non-financial measurement. The BSC tries to link the visions and
strategies of the company. Another method, developed by [29] was the Value Platform (VP).
The model identifies three types of IC which include human capital, organisational capital,
and customer

capital. A year later, [30] developed a model called the Intangible Asset Monitor (IAM).
The IAM is a model for measuring intangible assets and a presentation format which presents
a number of relevant indicators based on a company’s strategy [30].

In the same year as [30], [31] proposed the Skandia Navigator (SN) model. The
development of the model started in 1993. The model developed the Skandia Market Value
Scheme (SMVS) framework introduced by [31]. Based on the SMVS, market value is divided
into financial capital and IC. The IC categories are divided into structural capital and human
capital. Structural capital represents the internal and external relationships of focus. It
comprises two categories which are customer capital and organisational capital, which include
innovation capital and process capital. Innovation capital refers to things which generate
success in the future. Process capital refers to the knowledge in the company.

The development of the SN model is based on concepts developed by Sveiby in his model
of the invisible balance sheet. Furthermore, [32] introduced the Intellectual Capital Index
(ICI). IC index is linked to shareholders and value creation. In addition, the Value Added
Intellectual Capital Coefficient (VAIC) was proposed by [33]. He adopted the same
framework of the company value proposed by [32] and [31]. The value consisted of capital
employed (i.e. financial, physical capital and intellectual capital) [36].Hence, IC is divided
into human capital and structural capital. [39] mentioned that the VAIC provides information
on the value creation efficiency of the physical and intellectual capital of the company.
Therefore, the VAIC model does not measure the IC of a company, but measures the
efficiency of the company [40] which is consistent with the opinion that the VAIC is “an
analytical procedure designed to enable management, shareholders, and other relevant
stakeholders to effectively monitor and evaluate the efficiency of value added (VA) by a
company’s total resources and each major resource component” [41].

The VAIC is the VA efficiency of IC coefficient for a company which is a composite sum
of three efficiency coefficients, namely Capital Employed (i.e. physical and financial capital)
Efficiency (CEE), Human Capital Efficiency (HCE), and Structural Capital Efficiency (SCE).
CEE is an indicator of VA efficiency of capital employed, HCE is an indicator of the VA
efficiency of human capital, and SCE is an indicator of structural capital. Therefore, the
formula for VAIC is CEE + HCE + SCE ([33]; [41]).

The Economic Value Added (EVA) was proposed in the late-1980s by a consulting
company, Stern Stewart and Co. [27]. The EVA is a comprehensive method of performance



measurement which uses capital budgeting, financial planning, goal setting, performance
measurement, shareholder communication and incentive compensation together to calculate
the corporate value that can be added or lost ([27]; [35]). The model provides a good
association with share price. In addition, the model provides a link between financial planning,
budgeting, goal setting and compensation ([42]). The EVA model consist 164 areas of
performance adjustments which solve weaknesses in the current (conventional) accounting
systems, including areas such as depreciation, capitalisation and amortisation of R&D and
acquisition premiums [27].The EVA is measured by the difference between net sales and
operating expenses, taxes, and capital charges (i.e. weighted average cost of capital multiplied
by the total capital invested).

Finally, the Market-to-Book Value (MBYV) is the simplest method to measure the IC of a
company [2].The MBYV is considered to be a market tool to measure the IC of a company,
which is based on capital markets’ premium and share price [42]. Therefore, IC is calculated
as the difference between the market value (MV) and book value (BV) of a company [56]. The
formula is IC =MV - BV.

2.4 Comparison Of ICD Practices Between Countries

Some of the studies have made a comparison of ICD practices between countries, such as
[6], [43], [44], [45] [46], [47], [48], [49], [6] studied the ICD of Danish, Swedish and Spanish
companies. The study found that only Spanish companies are performing knowledge
management and intellectual capital measuring and reporting. Meanwhile, a study on ICD in
The Netherlands, Sweden and UK was conducted by [43]. The samples of this study are 20
companies in The Netherlands, 20 companies in Sweden, and 100 UK companies from 1998,
2000 and 2002. The findings of this study are that Swedish companies have more disclosure
compared to The Netherlands and UK companies. The analyses of IC categories indicated that
overall disclosure of external capital (40%) was higher than internal (30%) and human capital
(30%). On average, ICD increased over the years in all three countries.

In addition, [44] conducted a conceptual study to examine the ICD in Australia and Hong
Kong in 1998 and 2002. The samples are 20 Australian companies in 1998 and 50 in 2002. On
the other hand, there was only a sample in 2002 for Hong Kong, comprising 100 companies.
The findings showed that the levels of voluntary IC were found to be low and qualitative
rather than quantitative, in both Australia and Hong Kong. Furthermore, the disclosure level
was positively related to company size, industry and time. Returning to Italy and the UK, [45]
examined the determinants (size, leverage, ownership structure, industry and profitability) of
ICD. The study found that size and industrial sector had a positive relationship to the level of
ICD; however, nationality of origin to ICD was not significant. Another study of determinants
of ICD conducted by White et al. (2010) compared between Australia and the UK. This study
examined leverage, size and country. This study found that leverage affected ICD in UK and
Australian companies.

[47] studied nine European countries, France, Spain, UK, Germany, The Netherlands,
Italy, Norway, Denmark and Sweden, in 2003. The finding of this study is that ICD varies
within the study’s sample. Moreover, French banks had the highest ICD, and Danish banks
had the lowest. The disclosure from the categories of IC is quite low, which is about 30% of
ICD. Another finding is that structural capital was slightly higher than human and relational
capital, and that IC information was found in all sections of the annual reports. A study was
conducted by [50]. The sample of this study was compared to developing (Sri Lanka) and
developed (Australia) countries. The result identified that ICDs need a uniform definition and
reporting framework that provides comparative and consistent reporting, monitored by



regulatory bodies. Also ICD differences are identified between Sri Lankan and Australian
companies. It is argued that these differences can be attributed to economic, social and
political factors. Later, [51] compared ICD between Singapore and Sri Lanka. Similar to his
previous study, he found that there was a difference between ICD in Sri Lanka and that in
Singapore. He once again highlighted that IC framework needs uniform ICD practices.

[49]conducted a study comparing companies in India and Australia. The study examines
the trend of ICD. The finding was that there was a difference in ICD between Indian and
Australian companies in 2007 and 2008. Australian companies had lower disclosure compared
to Indian software and technology sector companies. The level of voluntary ICD in India and
Australia was low and most of the disclosures were declarative in nature. The main findings
support the existence of a difference in ICD.

Table 1. Summary of the Literature on Measurement of IC in General

Measurement

Balance Scorecard (BSC) [28]

Value Platform (VF) [29]

The Technology Broker (TB) [25]

Intangible Asset Monitor (IAM) [30]

Skandia Navigator (SN) [31]

Intellectual Capital Index (ICI) [32]

Value Added Intellectual Capital

Coefficient (VAIC) [33]

Economic Value Added (EVA) [34]

Market-to-Book Value (MBV) [2]

2.5 ICD Studies In The Banking Sector

There are some studies which have discussed ICD, specifically in the banking sector, such
as [52], [53], [54]. These studies examined the trend of ICD and found that ICD increased
over the years. In addition, [54] examined the determinants of corporate governance (i.e. board
size, independent non-executive directors, board meetings, director ownership, governance
ownerships, size, and profitability) on ICD in annual reports. This study found that all the
corporate governance variables and ownership structures had a significant positive effect on
ICD. In addition, [53] wrote a paper on the trends of ICD in the Nigerian banking sector. The
study examined the ICD practices of Nigerian banks longitudinally, following the
restructuring exercise, and the subsequent policy changes in the banking sector. They found
that the overall ICD of the Nigerian banks increased moderately over the four-year period
(2006-2009). Human and internal capital disclosure dominated the banks’ ICD, with only
internal capital disclosure showing a significant increasing trend over time. Therefore, the
discussion above clearly identified that the prior studies of ICD, especially in the banking
industry, still need further research. In addition, recognition and disclosure of intellectual
capital is still in development stage.

Based on the previous literature, most of studies on ICD (e.g. trend, extent, quality and
categories) have been conducted on companies ([08]; [52]; [53]; [54]; [55], [56], [57], [58]
[59]). There is a lack of studies on ICD in banks, especially on Islamic banks. Therefore, this
study focuses on Islamic banks. This is related to the first and second objective of the study.
Furthermore, literature reveals that there is a dearth of comparative studies ([60]; [45]; [46];
[471; [48]; [49]; [50]; [51]). Thus, a study on ICD that compares the case of Malaysia and
Indonesia is timely, specifically in the Islamic banking sector. This is because both countries



aim to be an international Islamic financial hub, hence may be competing for investors. This is
linked to this study’s third objective. Therefore, a potential research area is ICD in Islamic
commercial banks’ annual reports: a comparative study in Malaysia and Indonesia from 2009
until 2013. In addition, most of the prior literature found the determinants of ICD as firm size,
industry type and leverage [26].Prior literature has not considered certain variables on SC that
are relevant to the context of Islamic banks. Hence, this study adds independent variables on
SC (i.e. number of SC, experience on other on SC (EOSC) and educational and qualification).
This is related to the fourth objective of this study.

2.6 The Theoretical Framework Of ICD

This section discusses the theoretical framework adopted in this study, which can help to
explain why Islamic banks would disclose more IC information. Agency theory and Islamic
accountability theory are used to explain the disclosure practices of companies and ICD in
particular. The hypotheses will be developed from these theories.

2.6.1 Agency Theory

Agency theory is among the theories widely-used by accounting researchers, particularly
in the financial reporting disclosure area. This theory addresses the relationship between a
principal and an agent. It is a theory of agency relationship. [61] described the agency
relationship as an agreement under which one party (principal) or more engages the other
party (the agent) to conduct and operate the business operation on its behalf. They argued that,
since there is a separation between the principal and the agent, the agent may not always
behave in the best interests of the principal, as there could be a conflict of interest between
both parties. In order to reduce the possibility of the agents (managers) not behaving in the
interest of principals, agency costs are incurred by the principles (shareholders).

Agency costs could be reduced with proper monitoring. However, it is difficult for
principals to monitor their agents as information asymmetry exists between them. Generally,
information asymmetry occurs in most business settings; managers have more information and
know more about the business than the principals (shareholders), since they (the
managers/agents) are directly involved in the daily running of the business. The agent tends
not to disclose some information as to protect their own interest, although such information
could be valuable and demanded by the other party. [62] stated that financial reporting
disclosure could reduce information asymmetry between the contractual parties in the
principal-agent relationship. Hence, in order to reduce agency costs, more disclosure is
needed.

Therefore, agency theory has been widely used to explain why companies disclose more
information voluntarily [78] The use of agency theory in explaining more disclosure in
general, and ICD in particular can be seen when those holding monitoring roles ensures that
the company discloses more information to stakeholders to alleviate information asymmetry.
Consequently, the agency costs will be reduced. The agency theory has been recommended
and applied in some prior ICD studies (e.g. [50]; [47]) by specifically focusing on the
disclosure of IC information.

In the Islamic banks, in addition to the shareholders, there are other parties who are equally
important, i.e. the depositors and investment account holders (IAHs) of the Islamic banks.
Since these depositors provide capital to be managed by the Islamic bank, they can be seen to
be similar to shareholders. Unlike depositors of conventional banks, who are deemed as
creditors by the banks, the depositors of the Islamic banks are capital providers. This is



because the depositor in an Islamic bank normally enters into a Mudharabah (partnership)
contact, with the bank. Similarly, investment account holders provide funds to be invested by
the Islamic bank. Therefore, the manager of an Islamic bank is not only responsible to
shareholders but to the investment account holders and depositors as well.

2.6.2 Islamic Accountability Theory

The justification for this theory stems from the notion that the whole universe and all its
embodiments belong to Allah (Qur’an Chapter 2:282; 42:4), and that man has been appointed
by Allah to look after these (33;82) while the ultimate authority or dominion still rests with
Allah. In addition, accountability encompasses all stakeholders, as conceived by the Shari’ah,
and no individual stakeholder is more important than another, especially being reasonably
considered. According to [64], accountability to Allah is through making information
available. Truthful and relevant disclosure of information is important in different aspects of
Islamic life. Full disclosure is necessary for predicting future obligations and assessing
investment risk in Islamic partnership arrangements. Hence, the Islamic accounting theory
would promote more IC information disclosure. Hypotheses Development of the Trend and
Comparison of ICD

2.7 Hypotheses Development of the Extent and Quality of ICD

There are a number of ICD studies which have examined the extent of ICD in the annual
reports and its trends (i.e. [8]; [23]; [65]). The findings of all the studies showed that there is
an increase in the extent of ICD in the annual report over time. These findings indicate the
possibility of increased awareness of the usefulness of IC and its components in terms of
creating a company’s value.

Based on the Islamic accountability theory, according to [47] there are two objectives to
report in annual reports of Islamic banks which are firstly, to demonstrate accountability to
God and community, and secondly, to increase transparency of business activities by
providing relevant information to fulfil the spiritual needs of Muslim decision makers.
Furthermore, the Islamic accountability theory requires a Muslim to continually improve over
time. Thus, the IC information in annual report of Islamic banks could be disclosed and
increased over time.

In addition, Islamic banking framework was developed over time, for example in the case
of Malaysian Islamic banks, the Banking and Finance Institutions Act 1989, the Insurance Act
1996, the Payment Systems Act 2003, the Exchange Control Act 1953, the Islamic Banking
Act 1983, and the Takaful Act 1984 were replaced by the Financial Services Act (FSA) and
the Islamic Financial Services Act (IFSA) on 30™June 2013. This is line with the agency
theory as well as Islamic accountability theory as these regulations would require better
monitoring of Islamic banks including being more transparent. Hence, the IC information in
the annual reports would increase over time. Therefore, based on the theories and discussion
above, it is expected that there will be an increase (i.e. trend) in the disclosure of IC in the
annual reports of Malaysian and Indonesian Islamic banks from 2009 to 2013. Thus, the
following hypothesis is stated as:

H1: There is an increase in the ICD in the annual reports of Malaysian and Indonesian
Islamic banks from 2009 to 2013.



2.8 Hypotheses Development of Categories of ICD

The Islamic accountability theory suggests that transparency is important; which should
apply to all categories of IC. In addition, the governance of Islamic banks should monitor the
disclosure of all categories of IC equally as each category contributes to ICD. Therefore, all
categories of IC should be of equal prominence and disclosed in the annual reports of Islamic
banks. However, prior evidence indicates that the different categories do not seem to be given
equal attention in terms of disclosure. Most studies show that external capital is the most
disclosed category ([44]; [45] and [67]) because it is more about networking, customer
relationships, and market presence. As demonstrated by previous studies, the disclosure levels
are varied among the three categories. Therefore, based on these studies, the following
hypothesis is stated as:

H2: There are differences in the level of disclosure among the three categories of IC
(external, internal and human) in Malaysian and Indonesian Islamic banks in years 2009
to 2013.

Table 2. Percentage of ICD Based on Categories

Country External Internal Human
Capital Capital Capital
Australia 40% 30% 30%
Ireland 40% 30% 30%
South Africa 40% 30% 30%
Italy 49% 30% 21%
Sri Lanka 44% 20% 36%
United Kingdom 60% 26% 14%
The Netherlands, Sweden and 40% 30% 30%
United Kingdom
Spain 51% 28% 21%
Portugal 48% 25% 27%
New Zealand 36% 11% 53%
Australia 48% 31% 21%

Source: ICD Trends [50]

2.9 Hypothesis Development of Comparison of ICD between Malaysian and Indonesian
Islamic Banks

Indonesia and Malaysia aim to be International Islamic finance hub, hence the urgency for
Islamic banks to rely not only on their own countries’ resources, but to be able to attract
international investors and other international alliances (e.g. a partnership alliance). Therefore,
there should be more IC information in annual reports of Islamic banks. Improvement in
disclosure indirectly reflects that the Islamic banks’ encourage the alleviating of information
asymmetry between the management and the stakeholders, including the shareholders,
depositors and investment account holders.

In addition, Malaysian Islamic banks were established earlier than Indonesian Islamic
banks. Therefore, more regulation and corporate governance requirements have been put in
place in Malaysian Islamic banks for a longer time. Even though similar regulations exist in
the Indonesian Islamic banks, they have been in place for a shorter time. More established
regulations and requirements indicate stronger mechanisms to monitor and promote more ICD.
For example, only minimum requirement is required by the Indonesian regulatory bodies
(Capital Market) and Financial Institution Supervisory Agency/ BAPEPAM and LK and



collaborates with the National Shari’ah Board Indonesia Ulama Council [67]. On the other
hand, the requirements for the Malaysian Islamic banks have been refined and developed since
2006, to SGF in 2011 and further developed in 2013 under IFSA [68].Thus, ICD in these two
countries is likely to be different as the extent of monitoring is unlikely to be the same.
Therefore, based on the above reasons the following hypothesis is structured:
H3: The ICD is significantly different between Malaysian and Indonesian Islamic banks.
Hypotheses Development of the Determinants

There are many elements of corporate governance which are SC, board of directors, board
of committees, internal and external auditors and risk management. However, this study only
focuses on SC, board of directors and audit committee. This is because these play key
monitoring roles in an Islamic bank. The SC focuses on overseeing the Shari’ah compliance
of all products and activities in the Islamic bank, including reporting. The board of directors
are responsible for the operations and reporting in Islamic banks. Then, the audit committee
oversees the audit of both internal and external auditors. The study develops five hypotheses
for corporate governance attributes as determinants of ICD. These are: (1) number of SC; (2)
experience on other SC (EOSC); (3) secular educational qualifications; (4) audit committee
size; (5) board size. There are also three control variables, which are: (1) profitability (ROE);
(2) firm size; and (3) leverage. These will be discussed in the following subsections.

2.10 Number of SC

An increase in the number of SC members may lead to higher levels of ICD as the capacity
for monitoring increases. With regard to the minimum number of members of any SC, in the
case of Malaysian Islamic banks the minimum number is five members, as required by SGF,
whereas in Indonesian Islamic banks, the minimum number is three, as required by Shari’ah
supervisory or Dewan Shari’ah Nasional (DSN). This is a common requirement in many
Islamic banks. The greater number in an SC, the more people to monitor, implying a greater
level of compliance with Islamic laws and principles. The SC would be able to allocate its
functions across a larger group of members, allowing the SC to review more aspects of the
banks’ activities and hence ensure greater compliance. One aspect of this compliance to the
Shari’ah is to have full disclosure, hence more ICD voluntarily. Furthermore, synergies could
be presented in boards with a large number of members pooling their ideas and perspectives to
derive better applications of Islamic law, particularly with regard to disclosure.

[69] recommended a number of different people from different professionals to sit on SC,
including bankers, economists and full-time member(s). This allows for the implementation of
diverse perspectives on the application of the Shari’ah. To enable this to happen, a large SC
would be required to represent these sectional professions. Thus, in line with the Islamic
accountability theory, more SC members would enable better oversight on transparency as
required by the Shari’ah.

In addition, agency theory can provide another explanation as the more number of SC
members, would lead to more ICD due to better monitoring by more members. The theory
suggests that the managers (principal) of the Islamic banks would be expected to disclose its
activities, which include IC to shareholders and depositors, particularly if this information is
deemed useful to these stakeholders. In providing more information, including in relations to
IC, information asymmetry will be reduced. Therefore, based on the discussion above, the
following hypothesis is developed:

H4: There is a significant positive association between numbers of SC members and ICD.



2.11 Experience on other SC (EOSC)

Experience on other SC refers to a situation where a SC member has had experience as a
SC member of another Islamic bank, in the past, or currently also sits on a SC of another
Islamic bank. The former is more applicable to the context of Malaysia, whereas the latter is
relevant to Indonesia. Having EOSC may also lead to higher disclosure of IC information
[70].The literature mostly refers to cross-directorships, and it suggests that cross-directorship
would increase transparency for two reasons: firstly, members with cross-directorships can
make comparisons from knowledge gained in other companies; and secondly, “decisions at
one board become part of the raw material for decisions at other boards” [22]. Similarly,
EOSC enables the SC member to accumulate knowledge from their experiences in other
banks. Therefore, this would result in better monitoring as proposed by the agency theory.
Better monitoring means better fulfilment of responsibilities.

Islamic accountability theory can also provide another explanation; members with EOSC,
having the knowledge, would be obligated to oversee that the Islamic banks are indeed
transparent. Hence, the SC could encourage the Islamic banks to disclose more IC information
in annual reports to promote transparency, accountability to God, and stakeholders. The above
discussion suggests the following hypothesis:

HS: There is a significant positive association between the number of members with
experience on other SC (EOSC) and ICD.

2.12 Educational Qualification

The educational qualification explains that the members of SC which have double major
for example, the same person but he/she has graduated in different major (Shari’ah
background and economic, finance or accounting). In the extant literature, the director’s
education has been proposed to influence the level of disclosure. On the other hand, in order to
fully appreciate faithful representation in the annual reports, the SC members should be
financially literate. Thus, they should have an accounting qualification or an educational
background related to economics or finance. Similar to the case of EOSC, having a varied
educational background, the SC members are more qualified and equipped to advise the
banks. Thus, consistent with the agency theory, they are also able to monitor more effectively
to ensure that these disclosure practices are applied, thus promoting transparency, including on
ICD. In addition, the more qualified members of SC, they are expected to be more accountable
and would insist on the Islamic banks disclosing more IC information. This is in line with the
Islamic accountability theory. Therefore, based on discussion above, the hypothesis is
structured as:

He6: There is a significant positive association between the educational qualifications of SC
members and ICD.

2.13 Audit Committee Size

The role of the audit committee is to review the preparation of a company’s financial
statements, as well as the disclosure of value-relevant information such as intellectual capital
information. This is line with the agency theory. A bigger audit committee is likely to be more
effective in monitoring as it has more members from varied backgrounds to scrutinize over the
reporting practices. Furthermore, [71] found that companies with a larger audit committee
usually disclose more intellectual capital information in their annual reports. Therefore, based
on the argument of better monitoring, the following hypothesis is framed:



H7: There is a significant positive association between audit committee size and ICD.

2.14 Boards of Directors

Several studies ([23]; [53]; [72] and [73]) have specifically examined the association
between ICD practices and board size and they found a positive relationship between them. In
addition, [101] found that board size has a significant positive association with the extent of
ICD in banks. Therefore, according to [23], [53],[72], [73] the larger board size would
encourage a higher level of ICD in the Malaysian and Indonesian Islamic banking sector.
Agency theory can support this hypothesis; the bigger the board size, the better the monitoring
and overseeing of the reporting practices. Thus, the bigger the board size, the higher likelihood
of better disclosure. This would reduce information asymmetry and agency costs. The
following hypothesis is proposed:
H8: There is a significant positive association between board size and ICD.

Table 3. Research Framework (Research Objective, Research Question, Theory Applied and

Hypothesis)
RESEARCH RESEARCH THEORY HYPOTHESIS
OBIJECTIVE (RO) QUESTION (RQ) APPLIED (Expectation)

RO. 1 RQ. 1 H1
To examine the extent What is the extent and There is an increase in the ICD in
and quality of ICD in the | quality of ICDs in the the annual reports of Malaysian and
annual reports of annual reports of | Agency and Indonesian Islamic banks from 2009
Malaysian and Malaysian and | Islamic to 2013.
Indonesian Islamic banks | Indonesian  Islamic | Accountability
from the years 2009 to banks from the years
2013. 2009 to 2013?

RO. 2 RQ. 2 H2
To examine the | What are the | Islamic There are differences in the level of
categories of ICD (extent | categories of ICD in | Accountability disclosure ~ among  the three
and quality) in both | Malaysian and categories of IC (external, internal
Malaysian and | Indonesian Islamic and human) in Malaysian and
Indonesian Islamic banks | banks? Indonesian Islamic banks in years
over time. 2009 to 2013.

RO.3 RQ.3 H3
To compare between | Is there a difference in The ICD is significantly different
ICD in annual reports of | ICD of Malaysian and - between Malaysian and Indonesian
Malaysian and | Indonesian Islamic Islamic banks.
Indonesian Islamic banks | banks?
from 2009 until 2013

RO.4 RQ.4 H4
To identify the | What are the | Agency and There is a significant positive
determinants of ICD in | determinants of ICD in | Islamic association between numbers of SC
the annual reports of | the annual reports of | Accountability members and ICD.
Malaysian and | Malaysian and H5
Indonesian Islamic | Indonesian Islamic There is a significant positive
banks. banks? association between the number of

members with experience on other
SC (EOSC) and ICD.

Hé6

There is a significant positive
association between the educational
qualifications of SC members and
ICD.

H7

There is a significant positive




association between audit
committee size and ICD.

Agency HS8

There is a significant positive
association between board size and
ICD.

3. Method

3.1 Research Design

There are two types of research methods, which are qualitative and quantitative. This study
focuses on the quantitative research method, using secondary data obtained from the annual
reports of Malaysian and Indonesian Islamic banks. The population of Islamic banks is used in
this study as the number of Islamic banks is limited in both countries. The study examines the
extent and quality of ICD in the annual report of Malaysian and Indonesian Islamic banks
within a five-year period, which is from 2009 until 2013. The second objective aims to
examine the type (categories) on the extent and quality of ICD. In addition, the third objective
is to compare ICD between Malaysia and Indonesia Islamic banks, and the last objective is to
determine (number of SC, EOSC, educational qualifications, audit committee size and board
size) the factor influencing of ICD in the annual report of Indonesian and Malaysian Islamic
banks. Furthermore, the dependent variable is ICD, which is measured using a disclosure
index, and the main independent variables are the number of SC, number of members with
EOSC, number of SC educational qualifications, number of audit committees, and board size.
In addition, there are three control variables, namely firm size, leverage and ROE.

Independent Variables Dependent Variables
/rN ber of SC b 1CD
\umoera members (Intellectual Capital Disclosure)

Number of members with Internal Capital

experience on other SC(EOSC) External Capital

Educational qualifications of SC Human Capital

Audit committee size

Board of directors
\ Y

Control Variables

Firm size
Leverage
ROE

hadi oo

Fig.1. The Research Framework for Determinants of IC.
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Fig.2. The Research Design

3.2 Sample Selection

This study focuses only on Islamic banks because the Islamic banking system has emerged
as a competitive and viable substitute for the conventional banking system during the last three
decades. Malaysia and Indonesia are selected because of the similarities in the basis of their
Islamic banking systems, This study ignores other countries from South-East Asia such as
Singapore, the Philippines and Thailand. This is because they are not majority Muslim
countries, and each country has only one Islamic bank ([75]; [76], [78] [79], [78]). On the
other hand, Brunei, a majority Muslim country, but it has only two Islamic banks [74]. The
study uses quantitative research methods. The data is from annual reports, which are available
on the websites of Islamic banks in Indonesia and Malaysia, covering five years, which are
2009, 2010, 2011, 2012 and 2013. 2013 is the latest and most recent data available at the time
of data collection and also one of the objectives of this study is to look at the trend. Therefore,
the study was begun from 2009 until 2013 to observe the trend of 5 years. In Malaysia, there
are 16 Islamic banks, but only 15 Islamic banks are selected. There is one bank, which is not
included, namely AmBank Islamic. The reason is that AmBank Islamic’s annual reports are
presented as a group. Indonesia has eleven fully-fledged Islamic banks. Therefore, the total
number of annual reports combined from Malaysian and Indonesian Islamic banks is 122
annual reports.

Table 4. Sample of Selection of Indonesian and Malaysian Islamic Banks

Countries 2009 2010 2011 2012 2013 Total
Annual Reports

Indonesian 5 9 11 11 11 47

Malaysian 15 15 15 15 15 75

Overall annual reports 122




3.3 Variable Measurement

Measurement of Independent Variables One of the objectives of this study is to determine
the factors that influence disclosure of IC. Thus, the dependent variable of this study is ICD
(i.e. extent and quality of disclosure). ICD is measured in totality, regardless of the items
being voluntary. The disclosure index was developed based on a comprehensive review of
prior ICD literature (e.g. [28], [29], [30], [31], [32], [34]). The ICD index consists 33 items in
three categories: internal capital with nine items, external capital with eight items, and human
capital with 16 items, as can be seen in attachment.

In scoring the IC index, some studies used a dichotomous approach (unweighted) where
‘0’ was assigned for non-disclosure and a value of ‘1’ was for a disclosed item ([80]; [81];
[82]). The foregoing discussion suggests that both approaches in measuring ICD have
advantages and disadvantages. In order to host the advantages and tackle the disadvantages of
each one, the current study adopts both approaches in measuring ICD. The dichotomous
method measures the extent, while the weighting approach captures the quality of ICD.
Therefore, the approach used in scoring the extent of the ICD is a dichotomous procedure
whereby ‘0’ is assigned if the items in the index do not appear in the annual report, and a value
of ‘1’ if the item is disclosed. Furthermore, many studies have been conducted on the quality
of IC disclosure or reporting ([83], [44], [45]. [83]measured the quality of IC reporting using
three types of quality measures, which are reporting theme (relative emphasis on each theme),
form of disclosure (quantified or not), and location of disclosure. On the other hand, [45] and
[45] identified forms of disclosure, which are monetary disclosure (score 3), numerical
disclosure (score 2), and narrative disclosure (score 1).

There are various ways of measuring quality of disclosure [83]. [83] classified the
measurement of quality of ICD into five forms, from ‘Immaterial’ to ‘Quantitative’. However,
a popular method is by [66]. The quality of the ICDs is captured in a weighting approach
whereby a four-point scale (0-3) is used. A value of 0 was assigned if the item did not appear
in the annual report; a value of 1 was assigned if the item appeared in narrative or discursive
form; a value of 2 was assigned if the items were disclosed as numerical items; and the highest
score of 3 was denoted if the items were disclosed monetarily (currency). This approach is
used by this study as it is consistent with prior studies conducted by [28], [29], [30], [31], [32],
[34]

3.4 Measurement of Dependent Variables

This study tests the determinants: if there is a significant relationship between ICD and the
independent variables are number of SC, number of members with EOSC, educational
qualifications of SC members, audit committee size, board directors and control variables are
ROE, firm size, and leverage.

Table 4. Summary of the Source and Operationalisation of Independent Variables

Hypothesis Independent Acronym Operationalisation . Source F)f
variables information

Corporate governance (SC)

H4 Number of NUM Total number of SC members Bank annual
SCs report

H5 Number of EOSC Total number of SC members Bank annual
members with with experience on other SC report
EOSC

H6 Educational Education  Total number of SC members Bank annual




qualifications which have a degree (formal report

of SC education) in economics,
member finance or accounting
H7 Audit ACSize Total number of directors on Bank annual
committee the audit committee report
size
H8 Board of BSIZE Total number of board Bank annual
Directors directors sitting on the board report
Control Variable
Profitability ROE Net profit after Bank annual
tax/Shareholders’ equity report
Firm size SIZE Total assets Bank annual
report
Leverage LEV Total debt to total assets Bank annual
report

3.5 Statistical Techniques

This study uses various statistical tests to analyse the data which include: descriptive
statistics and correlation analysis (e.g. one-sample t-test, independent-samples t-test and one-
way ANOVA), and multivariate test (i.e. OLS regression). A regression model is used to test
the association between the dependent variable and the independent variables.

3.5.1 Descriptive Statistics

The descriptive statistics analyses are used to enable an overview of the sample [84]. For
the purpose of this study, the specific descriptive analyses used central tendency (i.e. mean).

3.5.2 Regression Model for Determinants

The regression analysis is a statistical test used to explain and predict a dependent variable
using data with more than one independent variable [84]. A multiple Ordinary Least Square
(OLS) regression model based on the transformation of the continuous variables to normal
score was adopted in this study to determine the relationship between the dependent and
independent variables. In this study, based on the discussion above, the equation of the
regression is specified as follows:

ICD = a + 1 SC + B2 EOSC + B3 Education+ B4BSIZE + B5ACSize+ p6 SIZE + B7LEV +

BSROE + e

Where:

SC : Number of SC

EOSC : Number of members with experience on other SC
Education : Conventional education of SCs

ACsize  : Number of audit committees

Bsize : Number of board directors

IND : Number of independent directors

Size : Firm size (total assets of the company)

LEV : Leverage (total liabilities to shareholders’ equity)
ROE : Return on equity

B : Parameters to be estimated

a : Regression intercept

e : Error



4. Results And Discussion

4.1 The Trend of ICD Results and Discussions

The first objective of this study is to examine the extent of ICD in the annual reports of
Indonesian and Malaysian Islamic banks in the years 2009 to 2013. Panel A presents the
results of the extent of ICD, and Panel B presents the results of quality of ICD. As shown in
Table there is a general increase in the overall ICD from 2009 to 2013 in both countries’
Islamic banks. This finding is consistent with the findings of most prior ICD studies which
conducted a trend analysis ([85]; [86]; [87]; [43]).

Specifically, the mean extent of ICD of Indonesian Islamic banks increased from 85.14
percent in 2009 to 92.57 percent in 2013. However, from 2009 to 2010 it declined from 85.14
to 80.00. The reason is that the sample used five Islamic banks in 2009, and in 2010 the
number of Islamic banks increased to eight. In addition, the mean scores on the quality of ICD
in Indonesian Islamic banks declined from 48.38 percent in 2009 to 42.43 percent in 2010, and
then gradually increased to 48.76 percent in 2013. The reason is that some of the Islamic
banks are newcomers, thus the quality of disclosure may have brought down the average
disclosure quality. However, in Malaysian Islamic banks, both extent and quality of ICD
increased. The score for extent of ICD was 52.76 percent in 2009 and rose to 59.23 percent in
2013. The mean score for quality of ICD increased from 33.01 percent in 2009 to 37.71
percent in 2013.

According to the data analysis, the mean percentages for extent of ICD are higher than the
mean percentages of quality of ICD for the Islamic banks in both countries. This indicates that
the disclosure is mainly qualitative in nature. These findings are consistent with prior
observations in Malaysia [82] and elsewhere [44]. In addition, Table (Panel A) shows the
trend of the extent of IC categories (i.e. internal capital, external capital, human capital). Table
(Panel A) depicts that only the overall ICD and IC categories on human capital between 2011
and 2012 in Indonesian Islamic banks were weakly significant at the 0.1 significance level.
This indicates that the extent of disclosure on human capital increased weakly significantly
between 2011 and 2012. This increase has accumulated into a weakly significant increase in
overall ICD in the same period. On the other hand, in Malaysia, the increase in the extent of
overall ICD and its categories are gradual, except for the ‘others’ categories. Thus the increase
is not significant.

Table (Panel B) shows that the paired sample t-test on the trend of the quality of ICD. It
shows the results that the increase in the overall ICD and external capital in the years 2010-
2011 and 2012-2013 in Indonesian Islamic banks were statistically significant. However in
Malaysian Islamic banks, the internal capital in year 2012 - 2013 was statistically significant.
In summary, the empirical results of the paired sample t-test (i.e. objective 1) supports
Hypothesis H1 that the extent and quality of ICD (i.e. overall) in the annual reports of
Malaysian and Indonesian Islamic banks had increased between the period 2009 and 2013.
Indeed, the results are linked to Islamic accountability theory as increasing the transparency
and improving the disclosure items over the years indicate that the banks are attempting to
fulfil their obligation of accountability.Furthermore, agency theory is also supported due to the
rapid improvement of ICD indirectly reflects the Islamic banks’ reducing the information
asymmetry between managers and sharecholders. After discussing the trend of extent and
quality of ICD in the annual reports of Malaysian and Indonesian Islamic banks, the following
discussion will be continued with analyses of the extent and quality of ICD categories (i.e.
Objective 2).



Paired Sample T-Test of the Trend of the Extent and Quality of ICD: 2009-2013 in Malaysia and
Indonesia Islamic Banks.

Table 5. PANEL A: EXTENT

Mean
| 2009 [ 2010 [ 2011 [ 2012 [ 2013
INDONESIA
ICD (overall) 8514 | 80.00 | 0012 | 01.71 | 02.57
Sig. level 427 107 067" 394
Internal capital 100 | 07.53 | 06.06 | 08.88 | 100
Sig, level 374 594 167 343
External capital 095.00 | 86.11 | 00.00 | 00.00 | 92.50
Sig. level 305 631 1.000 509
Human capital 82.50 | 77.08 ] 07.15 | 100 | 100
Sig, level _700 111 096" 374
MALAYSIA
ICD (overall) 52.76 | 57.14 57.33 | 58.66 | 59.85
Sig. level -340 920 372 719
Internal capital 71.85 | 72.59 71.85 | 74.07 ] 79.25
Sig. level 849 887 458 131
External capital 81.66 | 85.83 | 88.33 | 88.33 | 87.50
Sig. level 238 271 1.000 670
Human capital 28.75 28.33 | 28.33 | 30.00 ] 28.75
Sig. level 322 827 452 619
Table 6. PANEL B: QUALITY
Mean
| 2009 [ 2010 [ 2011 [ 2012 [ 2013

INDONESIA
ICD (overall) 4338 | 4243 ] 1634 | 4649 | 13.76
Sig. level 694 048" 592 2001+
Intemal capital 4814 ] 46.50 | 4773 ] 4478 ] 46.66
Sig. level 1.000 500 242 269
Extemal capital 7416 | 5555 | 59.00 | 5791 | 6208
Sig. level 398 040" 1.000 096"
Human capital 1166 | 38.88 | 4450 | 46.96 | 4937
Sig. level 621 141 358 042
MALAYSIA
ICD (overall) 33.01 | 35.74 ] 3631 | 37.20 | 3771
Sig. level 328 458 169 447
Intemal capital 3481 ] 36.79 | 36.79 | 38.76 | 4222
Sig. level 364 1.000 192 0437
Extemal capital 62.77 | 6444 | 66.66 | 68.05 | 66 66
Sig. level 657 135 353 334
Human capital 11.80 | 14.86 | 15.00 | 1513 | 15.00
Sig. level 332 806 836 882




Note:

*** . Indicates significant at the 1 per cent level

: Indicates significant at the 5 per cent level

: Indicates significant at the 10 per cent level
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4.2 The Extent and Quality of ICD Results and Discussions

The second objective of this study is to examine the type of disclosures (extent and quality)
among IC categories in the annual reports of Malaysian and Indonesian Islamic banks between
2009 and 2013. It highlights the relevant results for easy comparison. The results presented in
Table show that external capital was the highest disclosed in terms of the extent and quality of
ICD between Malaysian and Indonesian Islamic banks from 2009 to 2013. The findings of this
study are in line with prior studies ([44], [45], [48], [81]). Their results also indicated that
external capital was the highest compared to the two other IC categories.

External capital was the highest among the three IC categories in both Malaysian and
Indonesian Islamic banks. The reason is that external capital is more about the relationship
with depositors, market presence, networking, brands, licensing agreements or favourable
contracts, and research collaboration. Therefore, Islamic banks would disclose more
information about their resources which are the actual value for Islamic banks. The Islamic
accountability theory is linked to hypothesis 2 because of the types of IC categories disclosed
in annual reports of Malaysian and Indonesian Islamic banks as this theory suggests the
managers should be transparent and accountable to stakeholders. The findings in relation to
the second objective of this study support H2, which are the differences in the level of ICD
among the categories of IC in the two countries (Malaysia and Indonesia). After examining the
extent and quality of the categories of ICD (e.g. objective 2), the next section is a comparison
of ICD between Malaysia and Indonesia.

Table 7. The Extent and Quality of ICD: 2009-2013 in Malaysian and Indonesian Islamic Banks

IC categories Extent of ICD

2009 2010 2011 2012 2013
INDONESIA
Internal Capital 100 97.53 96.96 98.98 100
External Capital 95.00 86.11 90.90 90.90 92.50
Human Capital 82.50 77.08 97.15 100 100
MALAYSIA
Internal Capital 71.85 72.59 71.85 74.07 79.25
External Capital 81.66 85.83 88.33 88.33 85.50
Human Capital 21.66 28.75 28.33 30.00 28.75
IC categories Quality of ICD

2009 2010 2011 2012 2013
INDONESIA
Internal Capital 48.14 46.50 46.46 44.78 46.66
External Capital 78.16 55.55 59.09 59.09 62.08
Human Capital 41.66 38.88 44.50 46.96 49.37
MALAYSIA
Internal Capital 34.81 36.79 36.79 38.76 45.22
External Capital 62.77 64.44 66.66 68.05 66.66

Human Capital 11.80 14.86 15.00 15.13 15.00




4.3 The comparison of ICD between Malaysia and Indonesia Islamic banks

The research objective 3 of this study is to compare the ICD in the annual reports of
Islamic banks in Malaysia and Indonesia above indicates that in the five years, the Indonesian
Islamic banks have a higher overall extent of ICD than the Malaysian Islamic banks.
Similarly, the categories of IC are also higher for the Indonesian Islamic banks. The difference
in the extent of overall ICD of the Indonesian and Malaysian Islamic banks was significantly
different in the extent only in 2011 and 2012.

Table 8. Comparison of Malaysian and Indonesian Islamic Banks’ Extent and Quality of ICD by Using
Independent Sample T-test from 2009 to 2013
Overall of ICD 2009 2010 2011 2012 2013
Difference in the extent (p-value) .680 .800 .030 .050 0.13
Difference in the quality (p-value) .950 .530 .500 430 .360

On the other hand, the quality of ICD in Indonesian Islamic banks is still higher than in
Malaysian Islamic banks, but the difference is smaller. The quality of disclosure for the IC
categories is also still higher in the Indonesian Islamic banks over the five years. The
differences in the overall quality of ICD of Islamic banks in Indonesia and Malaysia are not
significantly different over the five years. The hypothesis 3 was supported as the disclosure of
IC information of Malaysian and Indonesian Islamic banks over five years between 2009 and
2013 were different. Therefore, since ICD in Malaysian and Indonesian Islamic banks are only
of marginal difference, in general, the findings suggest that monitoring seems to be relatively
similar. Therefore, the agency theory is applied in this hypothesis because the Islamic banks
disclosed ICD in their annual reports in order to alleviate information asymmetry.

In addition, development of regulations and requirements of Islamic banks supported ICD
in annual reports of Malaysian and Indonesian Islamic banks. After comparing the ICD of
Malaysian and Indonesian Islamic banks, the following discussion will proceed with the
determinants of ICD.

4.4 The Determinants of ICD Results and Discussions

The research objective 4 of this study is to examine the relationship between the dependent
(i.e. extent ICD-Overall and Quality ICD-Overall) and independent variables (i.e. number of
SC, number of member with EOSC, education of SCs’ members, audit committee, board size,
leverage, ROE, firm size). Table presents the correlation analysis of the extent and quality of
ICD as well as the independent variables for the years 2009-2013 in Indonesian Islamic banks.
The results show that there were no significant correlations between the independent variables.
The highest correlation coefficient between the independent variables is 0.698, which is lower
than the value 0.80 [88] .Thus, multicollinearity does not seem to be a problem amongst the
independent variables.

Further analysis is regression analysis results of the determinants of the extent and quality
of ICD, as shown in Table. The first model, which presents the relationship between the
overall extent of ICD and independent variables, produces an adjusted r-square of 15 percent,
suggesting that the independent variables included in this model can explain up to 15 percent
of variation in the overall ICD practices. The results show that all variables are not significant
in explaining the overall extent of ICD. However, the second model reports on the quality of
ICD in Indonesian Islamic banks. This model shows an adjusted r-square of 42 percent. This
indicates that the model is able to explain 63 percent of the association with the quality of
ICD.



Table in the model 2, the results show that SC is marginally negatively significant at 10
percent, whereas board size (BSize), leverage (LEV), and return on equity (ROE) are all
statistically positively significant at 1 percent, respectively. Therefore, hypothesis 4 is
supported; the more number of SC members, the more ICD in Indonesia Islamic banks.
Therefore, the findings seem to support both Islamic accountability and agency theories.

Hypothesis 8 is also supported as the bigger the board size, the more IC information is
disclosed in annual reports of Indonesian Islamic banks. This finding supports agency theory
as there seems to be more effective monitoring. Furthermore, there is a significant positive
association between the quality of ICD and the number of boards of directors in Indonesian
Islamic banks. The result shows that the greater number of directors in Islamic banks, the
more disclosure of IC information. Hence, the result of this study is in line with prior
observations as claimed by [23]. In addition, Table result of model 2 shows that the results of
profitability (ROE) and leverage are found to be significant in terms of the quality of ICD in
Indonesian Islamic banks. ROE is significant at the 1 percent level. The association between
ROE and the quality of ICD is consistent with prior literature [89]). The significant
relationship between leverage and quality of ICD in Indonesian Islamic banks is consistent
with some previous ICD studies ([85], [46], [55]).

The agency theory explains positive relationships with leverage. Companies with higher
leverage disclose more information to reduce agency costs. Thus, the positive sign in the
results implies in this finding that Islamic banks with high leverage may disclose more
information to signal to value creation potential to stakeholders. The result of leverage in this
study, therefore, indicates that Indonesian Islamic banks with high leverage disclose more IC
information in their annual reports, which is more supportive of agency theory.

On the other hand, Table shows the correlation analysis of extent and quality of ICD in
Malaysian Islamic banks. The results show that there was no significant correlation between
ICD and number of SC, number of members with EOSC, and education of SC’ members. The
highest correlation between the independent variables is 0.971, which is higher than value 0.80
[84]. Among the variables that have high correlations are SC and cross-memberships, as well
as the education of SCs. The highly correlated results suggest that larger SC have more
financially literate members as well as more members with EOSC, which is logical. Thus,
multicollinearity does seem to be a problem between the independent variables. Therefore, this
study will have three models of regression separating these variables.

Table (Model 2) presents the relationship between the overall extent of ICD and the
independent variables. The adjusted r-square is 13.6 percent. Under this model, number of
members with EOSC is statistically positively significant at 10 percent level, with predicted
direction (positive) as hypothesised in Malaysian Islamic banks. It indicates that more number
of SC members with different experience can lead to higher ICD information. Hence,
Hypothesis 5 is supported, but only for Malaysian Islamic banks to the extent of ICD.
However, on the quality of ICD, shows that none of the variables are significant.

The findings support hypothesis 5; due to more members with EOSC, the higher the ICD
in the annual reports of Malaysian Islamic banks. This is in line with both agency and Islamic
accountability theories as with more members with EOSC, there seems to be better monitoring
and discharging of accountability by having more disclosure. However, Table (Model 1) and
Table (Model 3) report the results of determinants of extent and quality of ICD in Malaysian
Islamic banks. None of the variables are significantly associated to ICD.



Table 9. Correlation Analysis Results of the Variables on the Extent and Quality of Indonesian
Islamic Banks for the Years 2009-2013

Extent  Quality Sc Eosc Education Acsize Bsize Lev Roe Size

Extent/ Quality 1.000 1.000

Sc 0.059 0.167 1.000

Eosc 0.286 0.008 0.671 1.000

Education 0.289 0.198 0.469 0.698 1.000

Acsize -0.261  -0.318  0.491 0.222 0.319 1.000

Bsize 0.368 0.609 0.645 0.487 0.616 0.096 1.000

Lev -0.148  -0.538  -0.385  -0.164 -0.148 0.038 -0.410 1.000

Roe 0.296 0.407 0.446 0.557 0.058 -0.193 0.328 -0.293 1.000

Size -0.068  -0.144  -0.403  -0.126 0.175 -0.107  -0335 -0335 -0.127 1.000
Extent Quality Sc Eosc  Education  Acsize Bsize Lev Roe Size

Extent/ Quality 1.000 1.000

Sc 0.039 0.167 1.000

Eosc 0.286 0.098 0671 1.000

Education 0.289 0.198 0469 0698 1.000

Acsize -0.261 0318 0491 0222 0319 1.000

Bsize 0.368 0.609 0645 0487 0.616 0.096 1.000

Lev -0.148 -0.538 -0385 -0.164 -0.148 0.038 -0.410  1.000

Roe 0.296 0407 0446 0557 0.058 -0.193 0328 -0293 1.000

Size -0.068 0144 0403 -0126 0173 -0.107 0335 -0335 -0127 1000

Table 10. Regression Analysis Results of the Determinants of Extent and Quality of ICD in Indonesian
Islamic Banks

Variables Overall ICDs (Extent) Overall ICDs (Quality)
Model 1 Model 2
Coefficient Sig. Coefficient Sig.

SC -4.034 0.174 -7.137 0.0971"
EOSC 2.298 0.440 -5.746 0.1839
Education 0.586 0.844 2.800 0.5159
ACsize -0.664 0.669 -0.777 0.7280
BSize 1.735 0.123 5.933  0.0007*
LEV 0.068 0.738 -0.247  0.0089™"
ROE 0.068 0.467 0.375  0.0088™"
Size -9.130 0.672 -1.670 0.6353
R-squared 0.321 0.710

Adjusted R- 0.151 0.637

Squared 1.894 9.795

F. Statistic 0.095 0.000

Prob (F-statistic)

Note:

. : Indicates significant at the 1 per cent level
- : Indicates significant at the 5 per cent level
* : Indicates significant at the 10 per cent level
SC : Number of Shari’ah Committee

EOSC : Number of members with experience on other SC
Education : Conventional education of SCs

ACsize : Number of audit committees

Bsize : Number of board directors

IND : Number of independent directors

Size : Firm size (total assets of the company)



LEV
ROE

: Leverage (total liabilities to shareholders’ equity)

: Return on equity

Table 11. Correlation Analysis Results of the Variables on the Extent and Quality of Malaysian Islamic
Banks for the Years 2009-2013

Extent Quality Sc Eosc  Education Acsize Bsize Lev Roe Size
Extent/ Quality 1.000 1.000
Sc 0.265 0213 1.000
Eosc 0.348 0273 0971 1.000
Education 0.270 0246 0860 0.879 1.000
Acsize 0313 0272 0450 0.559 0450 1.000
Bsize 0.134 0.125 0.198 0.228 0266 0.035 1.000
Lev -0.247 0142 0031 0.035 0.186 -0.195 0.119 1.000
Roe 0.128 0.020 -0.147 -0.174 -0318 -0.081 0046 -0647 1.000
Size -0.117 -0.084 -0.080 -0.068 -0.074 -0.064 0.118 0307 -0.167 1.000

Table 12. Regression Analysis Results of the Determinants of Extent and Quality of ICD in Malaysian
Islamic Banks (Model 1)

Variables Overall ICDs (Extent) Overall ICDs (Quality)
Coefficient Sig. Coefficient Sig.
SC 0.667 0.2273 0.532 0.4798
ACsize 0.413 0.2764 1.232 0.1709
BSize -0.295 0.2261 0.550 0.2884
LEV 0.018 0.8634 -0.290 0.3884
ROE -2.130 0.6655 -0.055 0.7043
Size 0.993 0.1321 -3.000 0.6559
R-squared 0.179 0.112
Adjusted R-Squared 0.106 0.033
F. Statistic 2.471 1.429
Prob (F-statistic) 0.031 0.216

Table 13. Regression Analysis Results of the Determinants of Extent and Quality of ICD in Malaysian

Islamic Banks (Model 2)
Variables Overall ICDs (Extent) Overall ICDs (Quality)
Coefficient Sig. Coefficient Sig.
EOSC 1.224 0.0538" 0.976 0.2693
Acsize 0.587 0.3991 0.918 0.3406
Bsize 0317 0.3998 0.476 0.3605
LEV -0.314 0.1915 -0.305 0.3572
ROE 0.027 0.7942 -0.048 0.7391
Size -1.620 0.7389 -2.610 0.6971
R-squared 0.206 0.121
Adjusted R-Squared  0.136 0.043
F. Statistic 2.941 1.566
Prob (F-statistic) 0.013 0.170




Table 14. Regression Analysis Results of the Determinants of Extent and Quality of ICD in Malaysian

Islamic Banks (Model 3)
Variables Overall ICDs (Extent) Overall ICDs (Quality)
Coefficient Sig. Coefficient Sig.

Education 1.092 0.1044 1.048 0.2532
Acsize 0.837 0.2071 1.026 0.2582
Bsize 0.309 0.4237 0.434 0.4124
LEV -0.328 0.1777 -0.325 0.3288
ROE 0.045 0.6778 -0.028 0.8484
Size -1.220 0.8048 -2.000 0.7687
R-squared 0.193 0.212
Adjusted R-Squared ~ 0.122 0.045
F. Statistic 2.714 1.583
Prob (F-statistic) 0.020 0.165

Note:

- : Indicates significant at the 1 per cent level

- : Indicates significant at the 5 per cent level

* : Indicates significant at the 10 per cent level

SC : Number of Shari’ah Committee

EOSC : Number of members with experience on other SC

Education : Conventional education of SCs

ACsize  : Number of audit committees

Bsize : Number of board directors

IND : Number of independent directors

Size : Firm size (total assets of the company)

LEV : Leverage (total liabilities to shareholders’ equity)

ROE : Return on equity

Table 15. Summary of Hypothesis Testing and Results of Regression Models of the Determinants of the
Extent of ICD
Variable Hypothesis Expected Results Hypothesis
Tested Sign Sig.  Sig. Support

SC H4
There is a significant positive
association between numbers of SC
members and ICD

Malaysia + - No  Not Supported
Indonesia + - No  Not Supported
EOSC H5

There is a significant positive
association between the number of
members with experience on other SC

(EOSC) and ICD.
Malaysia + + Yes  Supported
Indonesia + - No  Not Supported

Education H6
There is a significant positive
association between the educational
qualifications of SC members and ICD




Malaysia + - No  Not Supported

Indonesia + - No  Not Supported
ACsize H7

There is a significant positive

association between audit committee

size and ICD

Malaysia + - No  Not Supported

Indonesia + - No  Not Supported
Bsize H8

There is a significant positive
association between board size and

ICD.
Malaysia + - No  Not Supported
Indonesia + - No  Not Supported

Table 16. Summary of Hypothesis Testing and Results of Regression Models of the Determinants of the
Quality of ICD



Variable Hypothesis Expected Results Hypothesis
Tested Sign Sig  Sig. Support

SC H4

There is a significant positive

association between numbers of SC

members and ICD

Malaysia No  Not Supported

Indonesia + - YES  Supported
EOSC H5

There is a significant positive

association between the number of

members with experience on other SC

(EOSC) and ICD.

Malaysia + - No  Not Supported

Indonesia + - No  Not Supported

Education H6
There is a significant positive
association between the educational
qualifications of SC members and ICD
Malaysia + - No  Not Supported
Indonesia + - No  Not Supported

ACsize H7
There is a significant positive
association between audit committee
size and ICD
Malaysia + - No  Not Supported
Indonesia + - No  Not Supported
Bsize H8
There is a significant positive
association between board size and
ICD.
Malaysia + - No  Not Supported
Indonesia + + Yes  Supported

+
1

5. Conclusion

5.1 The Summary of The Study and Findings

The current study focuses on the disclosure of IC information and has several objectives.
Firstly, the study examines the trend of extent and quality of ICD in the annual reports of
Malaysian and Indonesian Islamic banks from 2009 until 2013. Secondly, it aims to examine
the differences in the types (categories) of ICD (extent and quality) in both Malaysian and
Indonesian Islamic banks over time. Thirdly,this study also focused on comparison of ICD
between Malaysia and Indonesia in annual reports of Islamic banks within five years.Fourthly,
the study examines the determinants factors influencing the ICD in Malaysian and Indonesian
Islamic banks.



The data of this study is based on secondary data collected from eleven Islamic banks in
Indonesia and 15 Islamic banks in Malaysia. The study used 33 items of IC index to measure
the extent and quality of ICD. This study has employed several statistical techniques which
include descriptive statistics, correlations analysis, one sample t-test and independent sample
t-test.

Specifically, to meet the first objective, this study used a paired sample t-test. The results
depict that there is an increasing trend towards extent and quality of ICD and its categories
from 2009 to 2013 in Malaysian and Indonesian Islamic banks. The second objective has also
used the same test as used in the first objective. The study found that the external capital has
the highest disclosure in terms of extent and quality of ICD in Islamic banks of both countries.
Furthermore, the third objective used independent sample t-test to analyse the comparison of
the extent and quality of ICD between Malaysian and Indonesian Islamic banks. The result
found that Indonesian Islamic banks have a higher ICD compared to Malaysian Islamic banks.
Finally, the fourth objective of this study is to analyse data using multiple ordinary least
square regression model. Based on the regression results of the determinants, the empirical
results support the hypothesis that the extent of ICD in the annual reports of Malaysian Islamic
banks is influenced by EOSC.

On the other hand, the quality of ICD in Indonesian Islamic banks has is positively
affected by SC, board size, leverage and ROE. Table below summarises the number of
research objectives, research questions, hypotheses and findings obtained from this study.

Table 17. Research Objectives, Research Questions, Hypotheses, and Findings of the Study

Research Objective Research Questions Hypotheses Findings

RO 1: RQ 1: H1: H1 is supported

To examine the What is the extent and There is an increase There is an increase in
extent and quality quality of ICDs in the in the ICD in the the ICD in the annual
of ICD in the annual reports of annual reports of reports of Malaysian
annual reports of Malaysian and Malaysian and and Indonesian
Malaysian and Indonesian  Islamic Indonesian  Islamic Islamic banks from
Indonesian Islamic banks from the years banks from 2009 to 2009 to 2013.

banks from the 2009 to2013? 2013.

years 2009 to 2013.

RO 2: RQ 2: H2: H2 is supported as
To examine the What are the There are differences external capital is the
categories of ICD categories of ICD in in the level of highest than other

(extent and quality) Malaysian and disclosure among the categories of ICD.
in both Malaysian Indonesian  Islamic three categories of IC
and Indonesian  banks? (external, internal and
Islamic banks over human) in Malaysian
time. and Indonesian

Islamic banks in years

2009 to 2013.
RO 3: RQ 3: H3: H3 is supported as the
To compare Is there a difference in The ICD is different ICD is  different
between ICD in of ICD of Malaysian between  Malaysian between  Malaysian
annual reports of and Indonesian and Indonesian  and Indonesian
Malaysian and Islamic banks? Islamic banks. Islamic banks.
Indonesian Islamic
banks from 2009
until 2013.
RO 4: RQ 4: H4: H4. Supported




To identify the
determinants of
ICD in the annual
reports of
Malaysian and

Indonesian Islamic
banks.

What are the
determinants ICD in
the annual reports of

Malaysian and
Indonesian Islamic
banks?

There is a significant
positive association
between numbers of
SC members and ICD.

HS:

There is a significant
positive  association
between the number
of members with
experience on other
SC (EOSC) and ICD.

Heo:

There is a significant
positive  association
between the
educational
qualifications of SC
members and ICD.

H7:

There is a significant
positive  association
between audit

committee size and
ICD.

H8:
There is a significant
positive  association

between board size
and ICD.

There is a significant
positive  association
between numbers of
SC members and the
quality of ICD in
Indonesian Islamic
banks.

HS5. Supported

There is a significant
positive  association
between the number
of members with
EOSC and the extent
of ICD in Malaysian
Islamic banks.

H6. Rejected.

H7. Rejected.

HS. Supported.

There is a significant
positive  association
between board size
and the quality of
ICD in Indonesia
Islamic banks

5.2 Implication for Theory

The empirical evidence of this study shows the applicability of both agency and Islamic
accountability theories. The Malaysian and Indonesian Islamic banks disclosed their IC
information in their annual report over the five years. The more SC members in Islamic banks,
the more IC information will be disclosed in the annual reports. These findings are only
applicable in Indonesian Islamic banks. On the other hand, the more members with EOSC, the
more ICD in the annual reports of Islamic banks, but it only applies to Malaysian Islamic
banks’ context. Therefore, agency theory and Islamic accountability theory only apply to
specific contexts of ICD practices of Islamic banks in Malaysia and Indonesia.

In addition, the more board of director members, the more ICD in the annual reports of
Islamic banks in Indonesia. Thus, agency theory applies in this study to the case of Indonesian



Islamic banks but it does not apply in Malaysian Islamic banks’ context. However, the results
of two independent variables do not seem to support these theories (education and
qualification of SC members and audit committee). Possibly these variables could be tested in
the context of other theories in future research.

5.3 Implication for Stakeholders, Regulators and Practitioners

The empirical findings of this study have several implications which may be useful to
various parties. Firstly, the study found that ICD increases in Indonesian and Malaysian
Islamic banks from 2009 to 2013. Therefore, stakeholders could get IC information in annual
reports of Islamic banks and it may be beneficial for them to invest their money in banks with
higher ICD. Secondly, this study presents that external capital is higher than other IC
categories in Islamic banks of both countries (Malaysia and Indonesia). External capital is
more about customer relationship, market presence, networking, brands, business
collaboration, licensing agreements and research collaboration. Thus, Islamic banks disclosed
more of that item. However, external capital should be supported by other categories of IC
capital, particularly human capital. This is because human capital, along with SC, is crucial in
the development of Shari’ah-compliant yet competitive financial products in Islamic banks.
Therefore, this has to be relayed to stakeholders through proper disclosure.

Indonesian Islamic banks disclosed more ICD compared to Malaysian Islamic banks. This
is quite a surprising finding, as Islamic banks in Malaysia seem to be older and more
established. However, it must be noted that there are only two fully-fledged Islamic banks in
Malaysia compared to the ten in Indonesia. Upon further analysis, the fully-fledged Islamic
banks seem to disclose more IC information compared to the subsidiaries and foreign Islamic
banks. Regulation should take these findings into consideration, particularly since they could
have an effect on attracting investors, especially since both Malaysia and Indonesia aim to be
Islamic financial hubs.

Furthermore, this study found that number of members with EOSC has a significant
relationship on the extent of ICD in Malaysian Islamic banks, whereas SC and board size is
positively significant in the case of Indonesia. These findings suggest that the larger the SC,
board and the more SC members with EOSC, the more effective the monitoring in Islamic
banks in Indonesia and Malaysia, respectively. Hence, the higher the ICD, based on the
findings, the more stakeholders and depositors of these banks may prefer banks with larger
boards or more SC cross-memberships, respectively.

5.4 TImplication for Researcher

This study provides essential implications to the body of knowledge, specifically the
accounting field. Therefore, the study should be extended and modified in various ways.
Evidence derived from this study suggests that both countries Malaysian and Indonesian
Islamic banks have IC information in their annual reports, which has been increasing over the
5 years. In addition, the study adopts new variables to test relationship between ICD and SC,
EOSC, and education qualification of SC. Therefore, this study has filled certain gaps in the
literature suggestions on the ICD. The next section provides the possible ways to extend this
literature by future researches. These suggestions will be discussed after the limitation of this
study is highlighted.

Although the current study has provided some contributions, it is not void of limitations.
There are some limitations of this study, which are firstly that the sample selection is only two
countries (Malaysia and Indonesia) over five years (2009, 2010, 2011, 2012 and 2013). Future



research should focus on more countries, or majority Islamic countries and different years. In
addition, the second limitation is that the study presents quantitative results which are only
obtained from annual reports of Islamic banks. Future research could consider both qualitative
and quantitative research.

In addition, five independent variables are considered in this study. These variables were
selected due to their relevance based on prior studies. Future research could incorporate more
independent variables in order to explore other variables that may influence the disclosure of
IC in the annual reports of Islamic banks. Regardless of the limitations, it is hoped that this
study would assist companies as well as regulators to further enhance ICD practices,
particularly in Islamic banks towards greater transparency, as there are clear benefits.
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