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Charitable and
social activities

Employees

Late repayments
and insolvent
clients

Environment

Other aspects of
community
involvement

“harming the environment

The nature of charitable and social activities financed
The amount spent on these activities

The sources of funds used to finance these activities
The policy on wages and other remuneration

The policy on education and training of employees
The policy of equal opportunities

The policy on the working environment

The policy in dealing with insolvent clients

The amount charged as late penalty. if any

The Sharia Board's opinion regarding the
permissibility of imposing additional charges
(such as late penalties)

The amount and nature of any donations or
activities undertaken to protect the environment

The projects financed by the bank that may lead to

The bank’s role in economic.development
The bank’s role in addressing social problems

Required
Required
Required

Not required
Not required
Not required
Not required
[See comment]}

Not required

" Not required

Not required
Not required

Required by AAOIFI
as part of Zakah
statement

Required by AAOIFI
only for Murabaha
financing. and not
other modes of
finance
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Sample and Data
The initial population for this study comprised all full-flagged’ Islamic banks.
These were identified from the International Directory of Islamic Banks and
Institutions issued by the Institute of Islamic Banking and Insurance in London
(1IBI, 2000). This directory identifies over 200 financial institutions around the
world offering Islamic banking. In addition, other banks operating in Iran accord-
ing to Islamic principles, not listed in this directory, were included in the initial
population. In total, eighty-eight full-flagged Islamic banks were identified.
Evidence of social reporting was sought through an examination of annual
reports. These documents are not the only means by which organizations commun-
icate social information. Banks may produce and use other documents through-
out the year containing social information, and may use advertising and their
websites to convey social information. However, Gray et al. (1995b) point out
that the annual report is not only a document produced regularly to comply with
regulatory requirements, it is also central to the organization’s construction of its
own external irhage. We therefore consider only those social disclosures made in
annual reports. A letter was sent to all the banks within the population request-
ing a copy of their annual report for year 2000 (data collection took place in late
2001 and early 2002 so 2000 was considered the latest year for which annual
reports would be available). Banks failing to respond after twelve weeks were sent
a follow-up letter. Of the thirty-three banks responding to the requests, four
were excluded from the analysis,'” leaving a sample of twenty-nine. A disclosure
index based on our expectations as set out in the previous section this paper (as sum-
marized in Table 1) was constructed. There is extensive use of disclosure indexes
in the accounting literature (e.g., Chow and Wong-Boren, 1987, Cooke, 1989;
Wallace and Naser, 1995; Inchausti, 1997; Depoers, 2000). Many of those authors
adopt a decision usefulness approach and their disclosure indexes are weighted
according to the perceived relative importance of each item. However, Barrett
(1976) has noted that some arbitrariness is clearly inherent in the use of any
weighted index. In addition, the decision usefulness approach is not a central con-
cept for this article. For these reasons each item in our disclosure index is given
the same weight. Following the approach used by Buzby and Falk (1979) and
Inchausti (1997), items specifically disclosed were given a score of 1, items not dis-
closed were given 0, and items disclosed in ambiguous terms or in a less specific
way were given 0.5. Since some items are not applicable to some banks (e.g., some
banks are required by law to pay Zakah while others are not), the disclosure
index was constructed as a ratio of the actual score to the maximum possible
value for each bank (28 for banks required to pay Zakah, otherwise 27).

? These are banks that aim 1o operate on a fully Islamic basis. Many banks now offer ‘Islamic win-
dows’, whereby they are prepared to undertake financing on an Islamic basis for particular clients.
However, these banks mainly operate according to standard Western banking practices and are
thus not considered to be Islamic banks for the purposcs of this research.

" Those banks are: Bank Mellat Iran (no report for year 2000), Development Bank of Brunei (no
report for year 2000), Islamic Development Bank (non profit seeking bank), Bank Tejarat Iran
(incomplete annual report was received).
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About half of our expected disclosures are required by AAQOIFI, and eleven of
the twenty-nine banks studied (38 per cent) claim to follow AAOIFI standards.
AAOIFI disclosure requirements stress social aspects in many areas, so an over-
lap between our disclosure benchmark and the AAOQOIF]1 disclosure requirements
is 1o be expected. However, in this study we are not primarily investigating com-
pliance with standards; rather, our main concern is whether Islamic banks disclose
relevant information based on the moral responsibility that they accept through
their claim to follow Islamic principles.

To measure and compare the quantity of social disclosures among the banks
studied, a content analysis was also undertaken. Content analysis has a strong
foundation in the social disclosure literature (e.g., Ingram, 1978; Ingram and
Frazier, 1980; Freedman and Jaggi, 1982; Guthrie and Parker, 1989; Zéghal and
Ahmed, 1990;-Gray et al., 1995a; Buhr and Freedman, 2001). A checklist instru-
ment describing the criteria for identifying disclosures as social disclosures that
come within the nine categories summarized in Table 1 was designed in order to
codify the qualitative information contained in the annual reports. Attempts were
made to ensure that each definition was unambiguous and mutually exclusive of
others to eliminate any overlapping of interpretations. Content analysis studies in
the social réporting literature have adopted the number of words, sentences,
and/or pages to measure the volume of disclosure. Williams (1999) observes that
there is no overwhelming case in the theoretical literature for preferring any of
these units of analysis to the others. Ingram and Frazier (1980, p. 617) advocate
the use of number of sentences on the ground that ‘a sentence is easily identified,
is less subject to inter judge variations than phrases, classes and themes, and
has been evaluated as an appropriate unit in previous research’. In comparing
sentences to both words and pages Hackston and Milne (1996, p. 84) suggest that
‘sentences overcome the problems of allocating a portion of a page, whilst also
removing the need to account for, or standardize, the number of words’. For these
reasons, we chose to analyse the number of sentences.

Results

The disclosure ratios and the results of the content analysis are set out in Table 2.
This shows clearly that the extent of social disclosure by Islamic banks falis far
short of our benchmark. The mean level of disclosure compared to our bench-
mark was 13.3 per cent. This mean conceals considerable variation in the extent
of disclosure (the standard deviation was 9.0 per cent and the distribution is
positively skewed). Those banks coming closest to meeting our benchmark were
Jordan Islamic Bank in Jordan, First Islamic Bank in Bahrain and Al-Shamal
Islamic bank in Sudan. However, banks such as Arab Albanian Islamic Bank in
Albania and Al-Barakah Turkish Finance House disclosed none of the social dis-
closure items we expected.

The content analysis shows that, on average, Islamic banks provide twenty-five
sentences that can be considered as social disclosures according to the categories
described in Table 1. Again, the distribution is positively skewed, with a standard
deviation of twenty-two sentences. Faisal Islamic Bank, which provides audited
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TABLE 2

LEVEL OF DISCLOSURE AND THE RESULTS OF CONTENT ANALYSIS

Bank Country Zakah AAOIFI] Level of Number of
in use disclosure %  sentences
Jordan Islamic Bank Jordan No Yes 352 60
Islamic Arab International Bank Jordan No No_ 14.8 39
Tadamon Islamic Bank Sudan Yes Yes 9.3 17
Animal Resources Bank Sudan Yes Yes 16.7 52
Farmers’ Commercial Bank Sudan Yes Yes 111 18
Bank of Khartoum Sudan Yes Yes 37 4
Al-Shamal Islamic Bank Sudan Yes Yes 25.9 27
Export Development Bank of Iran  Iran No No 37 3
Bank of Industry and Mine Iran No No 74 28
Bank Keshavarzi Iran No No 7.4 15
Al Barakah Bahrain Bahrain No Yes 18.5 34
First Islamic Bank Bahrain No Yes 25.9 40
Investors’ Bank Bahrain No Yes 11.1 19
ABC Islamic Bank Bahrain Yes Yes 232 31
Al-Shamil Bank Bahrain No Yes 24.1 29
Dubai Islamic Bank U.AE. Yes No 14.3 45
Abu Dhabi Islamic Bank U.AE. No No 13.0 26
Arab Palestinian Islamic Bank Palestine No No 0.0 0
Palestine Islamic Bank Palestine No No 14.8 13
Faisal Islamic Bank Egypt Yes No 222 91
Albaraka Turkish Finance House ~ Turkey No No 0.0 0
Al-Meezan Investment Bank Pakistan No No 5.6 10
Kuwait Finance House Kuwait Yes No 143 16
Islami Bank Bangladesh Bangladesh Yes No 23.2 61
Qatar Islamic Bank Qatar No No 7.4 13
Arab Albanian-Islamic Bank Albania No No 0.0 0
Albaraka Bank South Africa No No 16.7 9
Bader Forte Bank Russia No No 111 18
Bamis Albaraka Bank Mauritania No No 3.7 3

financial statements for Zakah funds as part of its annual report, had the largest
volume of social disclosures. Jordan Islamic Bank also provides a large amount of
social disclosures. This is probably due to the emphasis placed on social issues in the
Act that originally regulated this bank, and to the personal initiatives of the bank’s
managers (Maali, 2005). Against this, the Islamic Bank in Albania and Al-Barakah
Turkish Finance House do not provide any social disclosures in our categories
in their annual reports. The other bank failing to provide social disclosures was
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TABLE 3

TESTING FOR DIFFERENCE IN NUMBER OF SENTENCES

Item ) No. Number 1-statistic Mann-
of sentences  (significance:  Whitney U
_ p-value, (significance:
Mean Median  two-tailed) p-value,
two-tailed)
Banks following AAOQOIFI standards 11 301 29.0 1.02 56.50
Banks not following AAOIFI standards 18 217 14.0 (0.32) (0.06)
Banks operating in full Islamized economy 9 193 17.0 -0.92 75.00
Banks not operating in full Islamized economy 20 273 225 (0.36) (0.48)
Banks required to pay Zakah 10 362 29.0 2.19 52.50
Banks not required (o pay Zakah 19 189 15.0 (0.04) (0.05)

Arab Palestinian: Islamic Bank. This bank was affected by the very difficult eco-
nomic situation in the occupied territories in Palestine in 2000 (the year for which
annual reports were analysed), and the bank provided a summarized annual
report which only included the audited financial statements.

We have already mentioned that many of our expected social disclosures are re-
quired by AAOIFI standards. Eleven of the banks in the sample follow AAOIFI
standards. The mean number of sentences relating to social disclosures provided
by these banks was 30.1 compared to 21.7 sentences disclosed by banks that do
not apply AAOIFI standards. Using the r-test for the difference of means, the
difference is not statistically significant (see Table 3). Because the distribution of
number of sentences is significantly skewed, the Mann-Whitney rank sum test was
also carried out, The value of the Mann-Whitney U statistic was not large enough
(at a 95 per cent confidence level) to allow us to conclude that the difference
between the number of sentences disclosed by banks that claimed to follow and
did not claim to follow AAOIF]I standards was significant. It is worth mentioning
that many of the banks that claim to adopt AAOIF]I standards do not in fact com-
ply with the disclosure requirements for items discussed in this paper. For exam-
ple, these banks in general tend to avoid mentioning the nature and the amount
of unlawful (haram) transactions: Of the twelve banks that mentioned the disposal
of unlawful revenues, only one commented on the nature of these revenues despite
the requirement of AAOIFI in this regard. The banks may consider that such dis-
closure will have an adverse effect on their image. The banks in Sudan, which
claim to apply AAOIFI standards according to the Sudanese central bank’s re-
quirements, tend not to provide disclosures about Zakah (as required by AAOIFI)
since Zakah has to be paid to government agencies. No bank in our sample dis-
closes its policy for dealing with insolvent clients.

We expected that Islamic banks operating in economic systems that are not
fully Islamized systems would provide more social disclosures—as defined by the
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categories in Table 1—than banks operating in fully Islamized economies. This is
because Islamic banks operating side by side with conventional banks in non-
Islamized economies need to demonstrate to the community that they follow
Istamic principles with their emphasis on social issues, while banks operating in
fully Islamized economies should have nothing to prove. The mean volume of
social disclosures provided by banks operating in Islamized economies (Sudan,
Iran and Pakistan) is nineteen sentences, while the average for banks operating in
non-fully Islamized economies was twenty-seven sentences. However, the differ-
ence is again not statistically significant.

Ten of the banks studied are required to pay Zakah, enhe1 by law (such as
banks in Sudan) or by their articles of association (such as Faisal Islamic Bank in
Egypt). Banks required to pay Zakah provide on average thirty-six sentences of
social disclosures, while banks not required to pay Zakah disclose on average
nineteen sentences. The difference is statistically significant at 95 per cent con-
fidence level. The non-parametric Mann-Whitney rank sum test supports this
inference.

Content analysis by category (see Table 4) shows that none of the Islamic banks
studied makes disclosures regarding the environment (possibly environmental
issues were not seen as relevant by financial institutions), and there were no dis-
closures relating to the treatment of insolvent clients. The amount and nature
of revenue from unlawful transactions are disclosed only by banks following
AAOIFI (as a note in the Sharia Supervisory Board’s report), and not all the
banks claiming to follow AAOIFI standards disclosed this information in the
notes to financial statements. Despite the importance of Quard Hassan for Islam,
only two banks provided detailed information and a further two banks made a

TABLE 4

SOCIAL DISCLOSURES BY CATEGORY

Category Banks Number of sentences
disclosing (disclosing banks only)
Number % Mean Maximum
Sharia opinion 21 72 11.0 20
Unlawful (haram) transactions 12 41 20 6
Zakah (for 10-banks required to pay it) 9 90 13.3 66
Zakah (for 19 banks not required to pay it) S 26 38 5
Quard Hassan 4 14 1.5 4
Charitable and social activities 12 4] 5.6 13
Employees 18 62 7.2 21
Late repayments and insolvent clients 0 0 0.0 0
Environment 0 0 0.0 0
Other aspects of community involvement 14 48 7.6 27
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brief statement about this Islamic loan. Although AAOIFI requires Islamic banks
to provide a statement of Quard Hassan as part of a full set of financial statements,
none of the eleven banks claiming to follow A AOIFI standards did this. Eighteen
banks (62 per cent) provided information regarding employees, though the level
of detail differs. Some banks had only a single sentence while other banks (such
as Animal Resources Bank in Sudan) provided a relatively large number of sentences
regarding émployees. '

The item in our benchmark disclosed by most banks was the report of the

. Sharig Supervisory Board, where twenty-one banks (72 per cent) provided such a

report.Banks in Iran and Pakistan, where the economic system is fully Islamized
but AAQIFI standards are not required, do not provide a Sharia Supervisory
Board report. This can be compared to Sudan (also a fully-Islamized economy),
where banks provide such a report according to AAOIFI requirements. However,
not all the banks in Sudan follow the form of report suggested by AAOIFI: Banks
audited by the government general auditor, such as Khartoum Bank and Animal
Resources Bank, provide a summarized Sharia audit report. These banks are less
likely to follow the detail of AAOIFI standards. Overall, banks disclosing a sub-
stantial amount of social information (measured by number of sentences) tend to
achieve this by providing extensive disclosure in a small number of categories
rather than less detailed disclosure across a wider range of categories.

CONCLUSIONS AND IMPLICATIONS

This study applied an Islamic perspective to develop a benchmark for social
reporting by. Islamic banks. Contrary to our expectations, the empirical findings
suggest that social issues are not of major concern for most Islamic banks. . This
may in part reflect the fact that most Islamic banks operate in less developed
economies where social concerns, especially as regards issues such as the environ-
ment, may-be given less importance (Belal, 2000). However, Muslims in the coun-
tries where Islamic banks operate are likely to have a high expectation of the
banks’ social role. This has been recognized by the management of some Islamic
banks, such as Jordan Islamic Bank," and this bank provides a broader range of
social disclosures compared to most other Islamic banks in our sample.

We found that banks required to pay Zakah provide more social disclosures
than banks not required to do pay Zakah. However, much of the incremental
social information for those banks is about Zakah itself: As Zakah is one of the
five pillars of Islam, banks that pay Zakah are, not surprisingly, more likely to
want to show how they comply with this basic Islamic principle. Although the
Islamic banks operating in non-fully-Islamized economies make more social dis-
closures than others, the difference in volume of disclosure was not statistically
significant. Similarly, banks following AAOIFI standards tend to provide more
social disclosures than non-compliant banks, though the difference in volume of

"' This observation is based on interviews carried out by the first author in Jordan Islamic Bank in
2002.°
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disclosure was not found to be statistically significant. Both these results may
reflect the relatively small sample size (as only one-third of full-flagged Islamic
banks could be investigated), and further research with a larger sample may be
worthwhile.

Most of the Islamic banks publish the report of the Sharia Supervisory Board,
reflecting the importance of the report for Islamic banks as providing the neces-
sary assurance for the users of financial statements that the bank adheres to
Islamic principles. Banks may consider that provision of the report is sufficient for
users, avoiding the need for detailed disclosure in the annual reports. Interest-
ingly, banks in Iran, where a full Islamized economy is in operation, do not pro-
vide such a report because the banks are required by law to follow Islamic
principles.

Islamic banks, in general, do not disclose information about activities that may
attract criticism, such as unlawful (haram) transactions and their policy for deal-
ing with insolvent clients. Some Islamic banks charge clients who are late in
repaying their loans penalties that may take the form of interest, which is strictly
prohibited by Islam. None of the banks in our sample disclosed how they deal
with insolvent clients. This suggests that Islamic banks may be avoiding issues
affecting their Islamic image, while on the other hand they provide more disclos-
ures regarding their charitable activities and their involvement in society. Thus,
social disclosures are used by the banks to construct a positive Islamic image,
because a ‘negative corporate image can have a serious economic implication for
organizations’ (Buhr and Freedman, 2001, p. 294). This represents a conundrum
as the principles of full disclosure and accountability of individuals and organiza-
tions to God and the Islamic community require Islamic banks to disclose all
information deemed important from the Islamic perspective for people.in the
societies where they operate, and not only information that would help in con-
structing a beautiful Islamic image.

As a religion and a culture, Islam presents an absolute ethical code, Sharia,
which imposes strong social obligations on Muslim individuals and organizations.
Islamic organizations, such as Islamic banks, are accountable to God and to the
communities in which they operate and have a duty of truthful disclosure. Based
on these principles, we have developed a benchmark for social disclosure by
Islamic banks and investigated the extent to which Islamic banks are providing
social disclosures at present. The evidence suggests that, with a few exceptions,
Islamic banks have some way to go in meeting the expectations of the Islamic
community.
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