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Introduction

he purpose of financial reporting
is specified in the framework of
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AN INVESTIGATION OF THE
DETERMINANTS OF VOLUN-
TARY DISCLOSURE BY KU-
WAITI SHARIAH-COMPLIANT
COMPANIES

Abstract

This study examines the relationship between specific corpo-
rate characteristics and the extent of voluntary disclosure
(i.e., overall, conventional, and Islamic disclosure items) in
the annual reports of 108 Shariah-compliant companies listed
in the Kuwait Stock Exchange in 2009. Five specific corporate
characteristics are investigated: company size, profitability,
ownership structure, audit firm size, and industry type. The
extent of voluntary disclosure is measured using a self-con-
structed index. The index consists of 132 items: 86 conven-
tional and 46 Islamic. Multivariate regression analyses are
used to examine the relationships between these characteris-
tics and each category of voluntary disclosure. The results
show that Shariah-compliant companies disclosed on average
15%, 17%, and 13% of overall, conventional, and Islamic
items, respectively. The results show that company size is
positivly associated with the extent of voluntary disclosure in
all three categories, while auditor firm size and industry
membership are positive and significant with overall and
conventional voluntary disclosure. Profitability and ownership
structure were insignificant in all categories. It is believed that
this result will prove useful to lawmakers, preparers of
financial statements, and others, such as investors.
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tion about the company that is useful to
existing and potential investors, len-
ders, creditors, and other users in mak-
ing decisions about providing recourses
to the company. Similarly, financial
reporting regulations in Kuwait focus
on protecting investors and other users
of financial reports. Specifically, the
company law of Kuwait also reflects a
similar idea of the objective of financial
reporting, to be useful, sufficient and
relevant, financial and non-financial
information should be provided to meet
users’ demands. Thus, financial report-
ing is used by companies as a means of
communicating information to their
stakeholders to allow them to make
better economic decisions (Ball et al.,
2012; Cooke, 1992).

Disclosure practices can be cate-
gorized into mandatory or voluntary
disclosure. Mandatory disclosures are
items that companies must disclose
because of statutory regulations (Ball
et al., 2012); therefore, they represent
the minimum level of information to
be disclosed in the annual reports.
However, voluntary disclosure is de-
fined as information that is not re-
quired by statutory regulations (Ball
et al., 2012). A company usually dis-
closes information voluntarily to as-
sure users that it is a good company.

Voluntary disclosure is not limited
to conventional disclosure (social or
environmental), but may also include
information items from an Islamic
perspective. This is because the resur-
gence of Islam led Muslim decision
makers to expect companies to dis-
close more information that would
help them fulfill their spiritual needs
(Othman and Thani, 2010). Haniffa
(2002) argued that although current
disclosure practices fulfilled wider
user needs, they lacked the most perti-
nent items from an Islamic perspec-
tive. This could have impaired the
judgment of Muslim decision makers
and adversely affect their spiritual
well-being (Haniffa, 2002). Moreover,
Shariah-compliant companies needed
to prove that they are operating under
Shariah rules and principles.”’ Hanif-
fa and Hudaib (2002) suggested that
full disclosure in the annual report of
relevant and reliable information
would assist Muslim stakeholders in
making both economic and religious
decisions, as well as assist manage-
ment in fulfilling their accountability
to God and society.

Kuwait is one of the Middle East-
ern Muslim countries that realized the
need for companies to comply with
Shariah rules and principles. Conse-

(1)  Shariah is the Islamic law of human conduct, which regulates all matters of the lives of
Muslims. It is based on God’s holy word in the Al-Quran, the deeds and sayings of the
prophet Mohammed, and the consensus of Islam religious scholars (Maali et al., 2006: 1-2).
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quently, Kuwait Finance House is a
pioneering company in Islamic Fi-
nance or Shariah-compliant banking.
It was established in Kuwait in 1977
and provides a wide range of Shariah-
compliant products and services, in-
cluding banking; real estate; trade
finance; investment portfolios; and
corporate, commercial, and retail fi-
nancial markets. The number of com-
panies claiming to comply with
Shariah rules and principles increased
to 156 as of December 31, 2009, which
represents 77% of all companies listed
on the Kuwait Stock Exchange (KSE).
These companies represent 50% of
total market capitalization of the
KSE. This could reflect the investors’
need for such companies. It also in-
dicates the importance of these com-
panies as a component of the overall
capital market of the KSE. However,
until the establishment of the Capital
Market Authority (CMA) in Kuwait
in 2010, there was no authority to
assure that companies’ transactions
and activities were based on Shariah
rules and principles. Companies claim-
ing to comply with Shariah law volun-
tarily appointed a Shariah supervisory
board of Islamic scholars to verify
their transactions and activities.

This study contributes to the limited
literature in the area of determinants of
corporate voluntary disclosure by Shar-
iah-compliant companies. It fills the gap
of empirical studies on Shariah-compli-

ant companies’ disclosure practices.
Therefore, the purpose of this study is
to investigate the extent of voluntary
disclosure (overall, conventional, and
Islamic disclosures) in the annual re-
ports of Shariah-compliant companies
and to explain why some companies
disclose more than others. Specifically,
Islamic voluntary disclosure deserves
special attention in the Middle Eastern
countries because investors seek to in-
vest in Shariah-compliant companies to
help them fulfill their spiritual needs.
Further, this study contributes to the
empirical research exploring specific
corporate characteristics and their ef-
fect on social and Islamic disclosure and
corporate transparency.

This study is important in enhancing
our understanding of corporate disclo-
sure by Shariah-compliant companies in
Kuwait. It explores the determinants
that help explain voluntary disclosure,
including Islamic information. This
study may be useful for lawmakers,
preparers of financial statements, and
existing and potential investors (Muslim
and non-Muslim). The CMA (the law-
makers) may use the findings to suggest
areas in which efforts to improve the
disclosure regulatory practices by Shar-
iah-compliant companies in Kuwait
should be concentrated. Given the im-
portance of Shariah-compliant compa-
nies, the CMA should be particularly
concerned with issues related to disclo-
sure, specifically for Islamic informa-
tion. This information is also useful for
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the preparers of financial statements,
who should want to match the amount
of information in their annual reports
with that of other companies in order to
be successful in competing for funds.
Further, it may be useful for Shariah
supervisory boards in companies com-
municating with stakeholders. This may
assist in strengthening the Kuwaiti Shar-
iah supervisory boards. Stakeholders
like investors may consult the findings
to understand Kuwaiti Shariah-compli-
ant companies better when diversifying
their Islamic investment portfolios.

The remainder of the study is orga-
nized as follows. The next section de-
scribes the Shariah Advisory Council
(SAC) and the Shariah supervisory
committees. The relevant literature re-
view is discussed in Section 3. The
hypotheses are then developed in Sec-
tion 4. The next section describes how
the sample was selected, the data col-
lection methods, and the statistical
analysis performed. The results are
presented and interpreted in Section 6.
The conclusion, limitations, and sug-
gestions for how the research could be
extended are set out in the final section.

Background of the Shariah Advisory
Council and the Shariah Supervisory
Committees

In Kuwait, a number of Shariah-
compliant companies have appointed

Shariah supervisory boards to moni-
tor the transactions and activities of
their companies to limit the diver-
gence of interest between Muslim de-
cision makers and management.
Although it is not mandatory for a
Shariah-compliant company to have
its own Shariah board, a company
appoints the board to assure Muslim
decision makers of the company’s
compliance with Shariah rules and
principles. In general, the board con-
sists of top scholars in Islam. The
demand for the services of such boards
arises out of the constant need to
check accounting against Shariah
rules and principles. The board inves-
tigates to what extent the company
has adhered to Shariah rules and
principles in all its activities. The
investigation would include examina-
tion of the company’s memorandum
and articles of association, its con-
tacts, its financial reports, and various
other reports. The board prepares a
special report regarding the results of
their investigation, which is published
alongside the annual report of the
company. However, since the ap-
pointment of the board is not manda-
tory, a number of companies have not
appointed boards and simply include
a declaration claiming that they com-
ply with Shariah rules and principles

in their annual reports.®

(2)  This information was obtained from interviews with two members of the Shariah supervisory
committee of a Shariah-compliant company. The interviews were an important phase of this study
because they provided information that is unpublished and unavailable from any other source.
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Before 2010, there was no author-
ity to ensure that companies claiming
to comply with Shariah rules and
principles were actually doing so. In
February 2010, the Ministries Council
issued law No. 7 of 2010 establishing
the Kuwaiti CMA. The Executive
Regulations of Law No. 7 of 2010
include 15 articles establishing the
SAC. The law states that the Council
is the reference in all decisions of the
CMA relating to activities consistent
with Shariah rules and principles. The
SAC consists of at least five members,
including experts in the jurisprudence
of the Islamic financial transactions,
law, economics, and administrative
sciences with the majority being spe-
cialists in Shariah. The aims of the
SAC are to:

- function as a reference for the activ-
ities of companies licensed to work
in compliance with Shariah rules
and principles;

- ensure the supervisory departments
of the CMA comply with Shariah
rules and principles in their super-
vision of Shariah companies;

- advise the CMA on products and
new Islamic financial instruments in
the capital market;

- advise the CMA on complaints
from Muslim decision makers about
their companies’ non-compliance
with Shariah rules and principles;

- propose a Shariah index (of Shar-
iah-compliant companies listed on
the KSE) to the CMA.

The law also gives the SAC the
right to classify companies listed on
the KSE as compliant or non-compli-
ant based on whether their activities
are in compliance with Shariah rules
and principles. The law defines Shar-
iah-compliant companies as those
whose business transactions and ac-
tivities are in compliance with Shariah
rules and principles. Shariah non-
compliant companies are those whose
activities are against Shariah rules and
principles. For example, non-compli-
ant business transactions and activ-
ities include interest (riba), gambling
(maysir/gimar), speculation and am-
biguity”, and manufacture or sale of
prohibited or related products or ser-
vices, such as alcoholic drinks, pork,
and unlawful entertainment.

Literature Review

In many countries, religious beliefs
are a private issue, influencing every
aspect of life, including spirituality,

(3)  Gharar: An Islamic finance term describing a risky or hazardous sale, where details concern-
ing the sale item are unknown or uncertain. Gharar is generally prohibited under Islam, which
explicitly forbids trades that are considered to have excessive risk due to uncertainty (Maali et

al., 2006).
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business, and social justice (Rice,
1999). Islam is a religion that affects
the way Muslims live and do business
(Graafland et al., 2006; Sulaiman,
2001). Islam’s influence on business-
especially accounting-is evident (Wil-
son, 2006; Beekun, 1997; Karim,
1995). From an accounting perspec-
tive, Islam influences financial disclo-
sure practices (Ullah and Jamali,
2010; Baydoun and Willett, 1997).

The Islamic perspective of disclo-
sure consists of two requirements: (1)
full disclosure, and (2) social account-
ability (Haniffa, 2002; Baydoun and
Willett, 2000). The concept of social
accountability relates to the principle
of full disclosure with the objective of
serving Islamic society (Baydoun and
Willett, 2000). Unity with God (ta-
whid) 1s a foundational Islamic con-
cept. God has absolute ownership;
human beings are merely trustees in
this world (Maali et al., 2006). As
trustees, all people are responsible
for God and Islamic society, and will
be accountable for their actions in an
afterlife (Maali et al., 2006; Baydoun
and Willett, 1997). Under Islam, peo-
ple’s accountability includes societal
accountability. In Islamic accounting,
management and shareholders are ac-
countable to all stakeholders for their
actions, including society and the pub-
lic (Baydoun and Willett, 1997). So-
ciety has the right to understand a
company’s operational effects on its

well-being, and to be advised within
the requirements of Shariah of
whether the objectives were achieved
(Baydoun and Willett, 2000). One of
the ways companies do this is by
providing full disclosure to help dis-
charge their accountability to society.
Haniffa and Hudaib (2002) and Bay-
doun and Willett (2000) suggest that
full disclosure includes relevant and
reliable information of importance for
companies discharging their account-
ability to God and society and for
Muslim decision makers making eco-
nomic and religious decisions.

Islamic social reporting is an ex-
tension of social reporting that en-
compasses not only the conventional
disclosures related to the broad ex-
pectations of society in terms of a
company’s role in the economy, but
also a spiritual perspective (Haniffa,
2002). The objectives of Islamic social
reporting show not only whether the
company is compliant with Shariah
principles but also how operations
affect the well-being of society in terms
of interest and unfair trading prac-
tices; they help Muslim decision ma-
kers perform their religious duties
(Maali et al., 2006; Sulaiman, 2001).
Haniffa (2002) suggests Islamic social
reporting is necessary in an Islamic
society with the objectives of demon-
strating accountability to God and
society, and increasing the transpar-
ency of business activities by provid-
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ing relevant information conforming
to the spiritual needs of Muslim deci-
sion makers.

A number of studies in the corpo-
rate reporting literature have examined
the influence of specific corporate char-
acteristics and voluntary disclosure le-
vels in various countries (e.g., Yuen et
al., 2009; Al-Shammari, 2008; Leventis
and Weetman, 2004; Makhija and Pat-
ton, 2004; Ferguson et al., 2002; Ha-
niffa and Cooke, 2002; Meek et al.,
1995; Hossain et al., 1995; Cooke,
1989; Firth, 1979; Singhvi and Desai,
1971). However, these studies examine
disclosure of conventional information
in non-Shariah-compliant companies
using a self-constructed index. Despite
the growth of Shariah-compliant com-
panies in both size and complexity, few
studies have examined the determi-
nants of voluntary and Islamic disclo-
sure, particularly in the context of
Shariah-compliant companies.

Othman et al. (2009) attempted to
identify specific corporate character-
istics influencing voluntary Islamic
disclosure by 56 Shariah-approved
companies listed in Bursa Malaysia
over three years (2004 to 2007). They
developed an Islamic disclosure index
consisting of 43 items in order to
measure voluntary Islamic disclosure.
They used content analysis to describe
the level of voluntary Islamic disclo-
sure. They employed multivariate re-

gression analysis to investigate the
association between specific corporate
characteristics and Islamic voluntary
disclosure. They found that voluntary
Islamic disclosure was 22% in 2004,
25% in 2005, and 30% in 2006. They
reported that company size and profit-
ability were positively associated with
voluntary Islamic disclosure in 2004
and 2005, while none of the variables
were significant in 2006. Moreover,
type of industry was not significant in
any of the three years.

Ousama and Fatima (2010) exam-
ined the relationship between volun-
tary disclosure (overall, conventional,
and Islamic disclosure) and specific
corporate characteristics in the 2003
annual reports of 50 Shariah-ap-
proved companies listed in Bursa Ma-
laysia. They developed a disclosure
index consisting of 59 items: 28 Isla-
mic and 31 conventional. They found
that the level of overall voluntary
disclosure was 19%, on average. The
extent of conventional disclosure was
21%, and the level of Islamic disclo-
sure was 17%. They also reported that
company size is positively associated
with the three categories of voluntary
disclosure. However, size of audit firm
is associated with only overall and
Islamic disclosure. With respect to
industry, they reported that non-man-
ufacturing companies disclose more
Islamic items than manufacturing
companies. Ownership structure is

o]
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positively associated only with overall
and conventional disclosure.

The review of the above literature
demonstrates that studies examining
the relationship between specific cor-
porate characteristics and voluntary
Islamic disclosure are scarce and lim-
ited. To date, no study has attempted
to examine such an issue for Shariah-
compliant companies in Kuwait.
Therefore, this study measures the
extent of voluntary disclosure (over-
all, conventional, and Islamic infor-
mation items) practiced by Shariah-
compliant companies listed on the
KSE and attempts to explain why
some companies disclose more than
others.

Hypotheses Development

Prior studies have reported that a
number of specific corporate charac-
teristics may influence the company’s
disclosure of voluntary information in
general and Islamic information items
in particular. In the present study,
each specific corporate characteristic
had to meet four preconditions before
it was included in the study. First,
there had to be a sound, theoretical
reason for expecting the specific cor-
porate characteristic to be associated
with voluntary disclosure. Second, the
specific corporate characteristic
should be relevant to the socioeco-
nomic environment of Kuwait. Third,

the specific corporate characteristic
should be measurable in principle.
Finally, sufficient data should be
available in the Shariah-compliant
companies’ annual reports or guides
available from stock exchanges for the
specific corporate characteristic to be
measured in practice.

Based on these preconditions, five
specific corporate characteristics were
selected for this study: (1) company
size, (2) profitability, (3) ownership
structure, (4) size of external audit
firm, and (5) type of industry.

(1) Company size

Size was identified as a significant
explanatory variable in explaining the
variation in the level of voluntary
disclosure in prior disclosure studies.
A number of theoretical explanations
for expecting a positive relationship
between company size and level of
voluntary disclosure was provided in
the literature. Agency theory (Jensen
and Meckling, 1976) suggests that
agency costs are associated with the
separation of management from own-
ership, which is likely to be greater in
larger companies. Larger companies
are more politically visible than smal-
ler companies and consequently more
exposed to political attack in the form
of greater regulation, such as price
controls, threat of nationalization,
and social responsibility. Therefore,
larger companies have a greater in-
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centive to disclose more information
in their annual reports than smaller
companies in order to enhance their
reputation and public image and to
lessen public criticism or threat of
government intervention (Hagerman
and Zmijewski, 1979; Watts and Zim-
merman, 1978).

Based on the Islamic perspective of
social accountability and full disclo-
sure, larger companies are more likely
to become involved with the society
and therefore disclose more informa-
tion in the annual reports to discharge
their accountability to their stake-
holders, particularly Muslim stake-
holders. In Kuwait, a number of
larger companies have contributed to
society by building hospitals, parks,
and roads, or providing hospitals with
equipment. It can be argued that, from
the Islamic perspective, Shariah-com-
pliant companies may disclose more
information about how they are meet-
ing their perceived responsibilities to-
wards society in order to enhance their
public image and reduce political
costs. The capital need hypothesis
(Choi, 1973) suggests that a prime
motive for disclosure is the need to
raise capital at the lowest cost. In
order to raise capital in the markets,
larger Shariah-compliant companies
may increase Islamic disclosures to
demonstrate that their businesses act
in a responsible manner based on
Shariah rules and principles. Larger

Shariah-compliant companies may
thus have greater incentive to disclose
more voluntary information than
smaller companies. Therefore, it is
hypothesized that:

H1: There is a positive relation-
ship between Shariah-compliant
company size and the level of
voluntary disclosure.

Consistent with this argument, a
positive relationship between size and
voluntary disclosure has been found
in prior studies (Ousama and Fatima,
2010; Othman et al., 2009; Al-Sham-
mari, 2008; Hossain et al., 1995;
Cooke, 1989; Firth, 1979; Singhvi
and Desai, 1971). However, Makhija
and Patton (2004) and Haniffa and
Cooke (2002) found no evidence of
such a relationship.

(2) Profitability

Agency theory suggests that man-
agers of larger profitable companies
may wish to disclose more informa-
tion to obtain personal advantages,
like the continuation of their manage-
ment position and compensation (In-
chausti, 1997). Applying signaling
theory (Ackerlof, 1970), larger profit-
able companies may disclose more
information than less profitable com-
panies because managers of larger
profitable companies are more likely
to signal their success and strength to
potential investors and market parti-
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cipants (Inchausti, 1997; Singhvi and
Desai, 1971).

Based on the Islamic perspective of
social accountability and full disclo-
sure, a company should be willing to
provide full disclosure regardless of
whether it is making profit because
management is accountable for their
actions to all stakeholders, or to so-
ciety and the public (Haniffa, 2002;
Baydoun and Willett, 1997). For these
reasons, it is hypothesized that:

H2: There is a positive relation-
ship between profitability and
the level of voluntary disclosure.

Empirical evidence provides con-
flicting results. A positive association
between profitability and voluntary
disclosure was found (Othman et al.,
2009; Al-Shammari, 2008), while it
was not significant (Leventis and
Weetman, 2004; Hossain et al., 1995).

(3) Ownership Structure

Company ownership structure has
been suggested as relevant in explain-
ing variation in the extent of voluntary
disclosure. Wallace and Naser (1995)
suggested that variation in the propor-
tion of the company’s shares owned by
outsiders (shareholders) may account
for some differences in the level of
voluntary disclosure because, accord-
ing to agency theory, companies with
more outside ownership are more
likely to disclose more information

than companies with less outside own-
ership. This is because when there are
more outsiders, the demand for pub-
licly available information is likely to
increase. Detailed disclosure in annual
reports may allow outsiders to moni-
tor their interests more efficiently,
thereby reducing agency costs (Fama
and Jensen, 1983; Leftwich et al.,
1981). Managers of companies with
more outside ownership are more
likely to disclose more voluntary in-
formation in order to signal that they
are acting in shareholders’ interests.

Based on the Islamic perspective of
full disclosure and social accountabil-
ity, management and shareholders are
accountable for their actions to all
stakeholders, or to society and the
public. Society has the right to under-
stand a company’s operational effects
on its well-being and to know whether
the company is compliant with Shariah
principles irrespective of proportion of
outside ownership. Full disclosure by
companies could provide all stake-
holders and the society with detailed
information, helping companies dis-
charge their accountability to society.

In Kuwait, three shareholder
groups typically have substantial
equity ownership in companies listed
on the KSE. These groups are the
government and its agencies, domi-
nant families, and institutional inves-
tors. These groups may influence the
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level and quality of disclosure. These
groups are considered insiders be-
cause they usually have representa-
tives on the companies’ boards of
directors; thereby, they have better
access to internal information. There-
fore, consistent with agency theory, it
can be predicted that companies with
more outside ownership have higher
motivation to disclose more informa-
tion than companies with more inside
ownership. Accordingly, it is hypothe-
sized that:

H3: There is a positive relation-
ship between the proportion of
shares held by outsiders and the
level of voluntary disclosure.

In Kuwait, there is no information
about the number of shareholders, but
there is only information about the
proportion of shares owned by gov-
ernment and its agencies, dominant
families, and institutional investors, as
the KSE requires each individual,
company, or the government that
owns 5% or more of a company to
disclose their ownership. The propor-
tion owned by these three groups is
added together to arrive at the pro-
portion of equity owned by insiders
and to derive the proportion owned by
outsiders.

Empirical evidence relating the as-
sociation between ownership structure
and the extent of voluntary disclosure
is mixed. For instance, Raffournier

(1995) found no association between
ownership structure (measured by
shares not held by known share-
holders) and the extent of voluntary
disclosure. Depoers (2000) also found
no relationship between ownership
structure (measured by the proportion
of shares held by the three largest
shareholders) and the extent of volun-
tary disclosure. However, Hossain et
al. (1994) found a positive association
between ownership structure (mea-
sured by the top ten shareholders)
and the level of voluntary disclosure,
whereas Chen and Jaggi (2000) found
no relationship between ownership
structure (measured by the proportion
of shares owned by outsiders) and the
level of voluntary disclosure. Ousama
and Fatima (2010) found positive as-
sociation between ownership structure
and conventional voluntary disclo-
sure, but no such an association with
Islamic disclosure.

(4) Size of External Audit Firm

Size of external audit firm has been
suggested to be a factor in explaining
variations in the level of voluntary
disclosure. Jensen and Meckling
(1976) argued that large audit firms
act as a mechanism to reduce agency
costs and exert more of a monitoring
role by limiting opportunistic beha-
viors by managers. They argued that
larger audit firms are less likely to be
associated with clients that disclose

(5]
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lower levels of information in their
annual reports. Conventionally, lar-
ger audit firms are identified as being
one of the Big Four (or formerly, Big
Five or Six) international auditing
firms, and smaller audit firms are
identified as a non-Big Four (Owusu-
Ansah, 1998; Hossain et al., 1994;
DeAngelo, 1981). The signaling litera-
ture suggests that there are dual ben-
efits for auditing firms and their
clients. The choice of an external
auditor can serve as one signal of a
company’s (or client’s) value. For
example, Craswell and Taylor (1992)
showed that listed companies are
more likely to choose a Big Six audit-
ing firm. Such a choice signals to
investors that the contents of the
annual reports are audited in a high-
quality manner. Auditing firms may
also use the information disclosed by
their clients as a way of signaling their
own quality (DeAngelo, 1981).

Based on the Islamic perspective of
social accountability and full disclo-
sure, people’s accountability includes
societal accountability. As a conse-
quence, the Big Four international
auditing firms are more likely to be
responsible toward shareholders and
the society by exerting more of a
monitoring role to uncover any op-
portunistic behavior by managers.
Therefore, the Big Four international
auditing firms are more likely to en-
courage their Shariah-compliant cli-

(%]

ents to provide full disclosure to help
discharge their accountability to God
and society and to help Muslim deci-
sion makers in their economic and
religious decisions.

In Kuwait, company law requires
every joint stock company (including
Shariah-compliant companies) to ap-
point at least two external auditors
registered with the Ministry of Com-
merce and Industry to audit the com-
pany’s accounts. The external auditing
law does not permit foreign auditing
firms to operate unless they are af-
filiated with a local firm. As a result,
audit firms in Kuwait can be classified
into local firms with international af-
filiations (Big Four) and local firms
without such an international affilia-
tion (non-Big Four). It can be expected
that Shariah-compliant companies au-
dited by one of the local audit firms
with an international affiliation (Big
Four) are more likely to have a higher
level of voluntary disclosure than com-
panies audited by local audit firms
without an international affiliation
(non-Big Four). Thus, it is hypothe-
sized that:

H4: There is a positive relation-
ship between the size of external
audit firm and the level of volun-
tary disclosure.

Empirical evidence of the associa-
tion between auditor and voluntary
disclosure is inconclusive. Some stu-
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dies found a positive association (Ou-
sama and Fatima, 2010; Al-Sham-
mari, 2008), while others found no
such association (Leventis and Weet-
man, 2004; Hossain et al., 1995; Hos-
sain et al., 1994)

(5) Type of Industry

Industry type is included in order
to account for any otherwise uncon-
trolled, industry-specific factors that
may influence the level of voluntary
disclosure in general and Islamic dis-
closure in particular. Industry has
been identified by theoretical and em-
pirical research as a factor with a
significant influence on voluntary dis-
closure. Industry type may capture
sensitivity to political costs not cap-
tured by other proxies that differ by
industry (Ball and Foster, 1982). Fer-
guson et al. (2002), for instance, ar-
gued that companies in identifiable,
highly competitive industries may dis-
close less information to avoid loss
from the leakage of proprietary infor-
mation. The existence of a dominant
company in an industry with high
levels of voluntary disclosure may
have bandwagon effects for all com-
panies within this industry (Belkaoui
and Kahl, 1978). As a consequence,
different industry groups may have
different disclosure levels because of
differences in their sensitivity to poli-
tical costs not captured fully by other
proxies and to other unspecified in-

dustry commonalities. Thus, it is hy-
pothesized that:

H5: The level of voluntary dis-
closure differs between manufac-
turing and non manufacturing
companies.

Empirical evidence from prior stu-
dies is mixed. Prior studies have found
that industry type does not influence a
company’s voluntary disclosure (Oth-
man et al., 2009; Makhija and Patton,
2004; Ferguson et al., 2002; Meek et
al., 1995). However, other prior stu-
dies have found contrasting results
(Ousama and Fatima, 2010; Haniffa
and Cooke, 2002).

Data Collection and Research
Method

This section describes the research
method of the study, including sample
description, data collection, and how
the dependent and independent vari-
ables are operationalized, and the
analyses are used to test the hypoth-
eses.

Sample and Data Collection

At the time of data collection,
there was no authority to identify
Shariah-compliant companies in Ku-
wait. (With effect from January 1,
2012, Shariah-compliant are identi-
fied by the SAC of the CMA.) This
study selected all Shariah-compliant
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companies listed on the KSE because
they are the largest companies and are
expected to be more accountable in
terms of reporting their activities in
conformance with Shariah rules and
principles. Using large companies is
supported by prior studies (Hassan
and Harahap, 2010; Othman and
Thani, 2010; Maali et al., 2006). Since
there was no authority identifying
Shariah-compliant companies at the
time of data collection, it was decided
to collect all companies’ annual re-
ports and read them in their entirety to
identify whether or not the companies
were in compliance with Shariah. A
company is considered in compliance
with Shariah if it has a Shariah super-
visory board or it publishes a state-
ment in the annual report that it
complies with Shariah rules and prin-
ciples.

The 2009 Companies Guide pub-
lished by the KSE revealed that as of
December 31, 2009, 198 companies
were listed on the KSE. Sixty-six
financial and insurance companies
were excluded from the study because
of materially different types of busi-
ness operations. This approach has
been followed by a number of pre-
vious accounting disclosure studies
(e.g., Othman and Thani; 2010; Ousa-
ma and Fatima, 2010; Haniffa and
Cooke, 2002; Cooke, 1989). The Com-
panies Guide was consulted to obtain
the Web addresses of the 132 non-

financial companies. Search engines
(www.google.com and www.yahoo.-

com) were also used if addresses were
not available from the Companies
Guide. Eighty-eight companies’ an-
nual reports were collected from their
homepages. For the remaining 44
companies, the Companies Guide
was consulted to obtain the names
and addresses of the general managers
or chief executive officers. A letter
requesting the English version of the
2009 annual reports was addressed to
the general manager or chief executive
officer of each of the 44 remaining
companies. After follow-up letters
were sent, 42 companies responded
to the request for their annual reports,
a response rate of 95%. This high
response rate may reflect the willing-
ness of Kuwaiti companies to provide
their annual reports to non-share-
holders.

A total of 130 annual reports were
collected. Three companies were ex-
cluded from the study because of a
year-end date outside of the calendar
year. After reading all annual reports,
it was revealed that 108 companies
(108/127; 85%) were Shariah compli-
ant. Sixty-six companies had a Shar-
iah supervisory board (61%), whereas
the remaining 42 companies (39%)
only reported that they were in com-
pliance with Shariah law. Based on the
KSE’s classification, the sample of the
study can be classified as 31 real estate
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companies, 24 manufacturing compa-
nies, 5 food companies, and 48 service
companies. The 2009 annual reports
were selected because they were the
most recent data available on the
listed companies at the start of the
study. Table 1 summarizes the final
sample. For the purpose of this study,
the companies are classified as 29 in
the manufacturing industry and 79
non-manufacturing companies.

The Dependent Variable

The level of voluntary disclosure
(overall, conventional, and Islamic
information items) is measured by a
disclosure index, which is the depen-
dent variable. A properly constructed
disclosure index is seen as a reliable
measurement device for corporate dis-

closure (Marston and Shrives, 1991).
Consequently, it has been used by
prior disclosure studies.

The initial step in constructing the
index is to develop a voluntary dis-
closure checklist over and above what
is required by company law, IFRSs
(Kuwait has adopted IFRSs), and
stock exchange listing requirements.
With respect to disclosure of Islamic
information items, Willett and Sulai-
man (2001) suggested that voluntary
disclosure of Islamic information
items along with the conventional
information items in the financial re-
porting of the Shariah-compliant
companies is one way of developing
Islamic reporting. In Kuwait, Shar-
iah-compliant companies are listed on
the KSE and operate in a non-fully

Table 1
Selection of the Sample Companies

Description No. of listed companies
Companies listed on the stock market as of December 31, 2009 198
Financial companies listed on the market as of December 31, 2009 66
but excluded from the study

Non-financial companies listed on the market as of December 31, 132
2009 and included in the study

Annual reports available from company Web sites 88
Companies responding to request for their 2009 annual reports 44
Companies not responding to request for their 2009 annual 2
reports

Companies with a year-end date not in the calendar year 3
Total non-financial companies collected 127
Companies not in compliance with Shariah rules and principles 19
Final sample: companies in compliance with Shariah rules and 108

principles
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Islamic economic system. Therefore,
these companies are affected by the
conventional reporting system. More-
over, investment in Shariah-compli-
ant companies is not limited to
Muslim investors. Both Muslims and
non-Muslims can buy and sell these
companies’ shares. Haniffa and Hu-
daib (2002) argued that information
disclosure should assist Muslim deci-
sion makers in making religious and
economic decisions and help non-
Muslims decision makers make eco-
nomic decisions. As a result, the dis-
closure index includes Islamic items in
addition to conventional items.

Voluntary conventional items in the
checklist were selected based on pre-
vious studies in Kuwait (Al-Shammari
and Al-Sultan, 2010; Al-Shammari,
2008). With respect to Islamic informa-
tion items, an extensive review of prior
studies was undertaken to develop a list
of relevant Islamic information items
that should be disclosed by Shariah-
compliant companies. For anitem to be
included, it must have been used in
previous studies. However, only a few
empirical studies were found on the
development and use of a disclosure
index with Islamic disclosure (Hassan
and Harahap, 2010; Ousama and Fati-
ma, 2010; Othman and Thani, 2010;
Othamn et al., 2009; Maali et al., 2006).

To validate the checklist, three
steps were undertaken. First, the list

was further screened to eliminate any
mandatory items found in company
law, IFRSs, and stock exchange list-
ing requirements. Second, an internal
mandatory checklist, obtained from
one of the Big Four auditing firms,
was used for comparison with our
checklist to eliminate any mandatory
items from the checklist. Third, two
experienced practicing Kuwaiti ac-
countants from KPMG and Ernst &
Young, and two academics specializ-
ing in the area of disclosure and
financial reporting refined the check-
list to ensure its validity. The final
checklist instrument consisted of 132
voluntary overall information items:
86 conventional items and 46 Islamic
disclosure items. The checklist is given
in the appendix.

The overall voluntary disclosure
consists of seven themes as follows:

Corporate Environment

This category contains only con-
ventional information items. The in-
formation to be disclosed is related to
general information about the eco-
nomic environment in which the com-
panies operate. Other information
relating to general and specific corpo-
rate information may be useful for the
users of annual reports. Such informa-
tion could help users (Muslims and
non-Muslims) understand the corpo-
rate economic environment and the
company objectives and strategy.
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Employee Information

Social justice is stressed in Islam.
Accordingly, employees must be dealt
with justly. Muslim decision makers
need to know if the company deals
justly with its employees. Therefore,
exploitation and discrimination are
prohibited by Shariah rules and prin-
ciples. Information related to salaries,
nature of work, working hours, and
holidays leads to social justice. More-
over, education and training are es-
sential because of Islam’s emphasis on
the search for knowledge. Disclosure
of such information could help users
to know whether the company vio-
lates social justice for employees as
described in the Shariah rules and
principles.

Social Responsibility

This category contains information
items about prohibited activities, zakat
and charity (saddaq), wagqf®, current
value balance sheet (CVBS), value
added statement (VAS), and other so-
cial activity information items. Specifi-
cally, zakat is an obligation of
individuals and businesses. It is one of
the pillars of Islam, a tax based on
wealth. Zakat is obligatory only for
individuals; Shariah-compliant compa-
nies are not obligated to pay zakat on
behalf of shareholders. However, in
Kuwait, many Shariah-compliant com-

panies do pay it on behalf of their
shareholders. Therefore, such compa-
nies should disclose in the annual re-
port the sources and uses of the zakat.
They should also disclose any balance
of the zakat fund not yet distributed,
and the reasons for the delay in dis-
tribution. Unlike zakat, charity is vo-
luntary and encouraged by Islam.

In Islam, people’s accountability
includes accountability to the society.
Thus, disclosure of qualitative and
quantitative information related to
charitable activities could help Mus-
lim decision makers understand the
company’s contribution to the so-
ciety, as both the management and
the shareholders are accountable for
their actions to all the stakeholders of
the company. Shariah-compliant
companies should not engage in activ-
ities that violate Shariah rules, such as
charging interest (riba). Therefore,
companies must disclose these activ-
ities. Such information could help the
users understand how the operations
of the company have affected the well-
being of the society in terms of interest
(riba) and prohibited practices. It also
helps Muslim decision makers per-
form their religious duties.

Environment

This category contains information
about environmental protection pro-

(4)  Waqf is an inalienable religious endowment in Shariah law, typically denoting a building or
plot of land for Muslim religious or charitable purposes (Maali et al., 2006).
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grams or activities undertaken. Shar-
iah-compliant companies are expected
to disclose information about pro-
grams and activities undertaken to
discharge their accountability and
transparency to the society. Disclosure
of this information could assist users to
determine whether company activities
have an impact on the environment,
and, if so, how the company deals with
protecting the environment.

Corporate Governance

This category contains information
on the board of directors, its reporting,
and the Shariah supervisory board.
Information to be disclosed is related
to the names of directors, their educa-
tional qualifications, their commercial
experience, and other information that
could affect their performance. Such
information could help the users un-
derstand the quality of their directors
and their previous experience, which
could have an impact on the company
activities and performance. This cate-
gory also contains information on the
reporting of the board of directors,
such as the declaration about compli-
ance with Shariah rules and principles
and the board’s opinion on prohibited
transactions. Disclosure of this infor-
mation may tell Muslim users that their
company is in compliance with Shariah
rules.

Muslim decision makers are inter-
ested in the report of the Shariah

supervisory board because the report
shows whether the company is in
compliance with Shariah rules and
principles. Therefore, Shariah-com-
pliant companies should disclose such
a report. However, since a number of
Shariah-compliant companies do not
have Shariah supervisory boards, it is
not expected that these companies will
have such a report.

Ownership Structure

This information consists of three
items concerning the number of share-
holders and the amount of their own-
ership. Disclosure of the number of
Muslim shareholders and their share-
holdings allows Muslim users to un-
derstand the concentration of Muslim
ownership of Shariah-compliant com-
panies, which is relevant because
greater Muslim ownership of a com-
pany could create pressure on manage-
ment to demonstrate accountability
and transparency, especially for Isla-
mic information. In addition, this in-
formation could encourage potential
Muslim investors to invest in these
companies. In addition, disclosure of
information about the number of in-
stitutional investors and their share-
holdings and the number of shares
owned by the government could assist
users in understanding whether the
company in which they are investing
is controlled by institutional investors

102



Bader Al-Shammari

or the government or both. Such in-
formation may affect shareholders’
decisions about investing in these com-

panies.

Financial Information

The disclosure of financial infor-
mation is based on the concept of full
disclosure. This category contains in-
formation items related to profitabil-
ity ratios, liquidity ratios, and growth
and other ratios. It also includes in-
formation items on debts written off
and advertising. Such information
could help users assess the company
performance and its ability to meet its
obligations.

Market-Related Information

This category contains information
about the company’s shares. Specifi-
cally, it includes information about the
share price at year end, share price
trend and behavior, volume of shares
traded, and other relevant information
items. Information in this category
could assist users in understanding
the behavior of the company’s shares
and its performance in the market.

Typically the level of voluntary
disclosure depends largely on the in-
formation items included in the check-
list. This study measures voluntary
disclosure by using the 132 selected
information items. However, infor-
mation items relevance is harder to

define because users of financial re-
porting may have extremely different
interests. Although this study at-
tempts to use large lists of information
items to capture all information which
could be useful, it is limited by the
selection of items.

Scoring the Disclosure Items
and Disclosure Index

Each disclosure item was given
equal weight in the index, consistent
with prior voluntary disclosure stu-
dies. Information items could have
been weighted based on their per-
ceived importance; however, equal
weighting was preferred to avoid the
subjectivity involved in assigning
items’ weights of importance for dif-
ferent user groups (Othman and Tha-
ni, 2010; Al-Shammari, 2008; Barako
et al., 2006; Wallace and Naser, 1995;
Cooke, 1991). In addition, prior stu-
dies have argued that the results of the
equal weighting procedure tend to be
similar to those of other weighting
systems (Prencipe, 2004; Zarzeski,
1996; Chow and Wong-Boren, 1987;
Firth, 1979).

Each disclosure item scores one if
disclosed and zero if not, although no
penalty is imposed if the item is con-
sidered irrelevant. To ensure the judg-
ment of relevancy is not biased, the
following procedure was undertaken.
First, the entire annual report was
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read carefully before scoring to enable
the researcher to understand the nat-
ure and complexity of each company’s
operations and to form an opinion on
whether undisclosed items obviously
applied to the company. Second, an
independent faculty member coded
the checklists. Inter-rater agreement
was 96% and all disagreements were
resolved via discussion between the
two coders. This is consistent with
prior voluntary disclosure studies.
The scores for each item were then
added to derive the final score for each
company. The voluntary disclosure
index (I) for each company was then
calculated as the ratio of total actual
items disclosed to the maximum pos-
sible item score applicable to that
company. This approach has been
followed by the majority of disclosure

The Independent Variable

Data for all independent variables
were obtained from the annual re-
ports. Table 2 summarizes the inde-
pendent variables and their proxies.

Statistical Method

Based on the above, the regression
equation takes the following form:

lij = By + By Sizej + B, Profitability;
+B3Ownershipj + By Auditor

+BsIndustryj + € + ij

Where: I = the voluntary disclosure
index scores for sampled companies, i
= number of indices according to
overall and two categories of disclo-

studies. sure (1,...,3), and j = the jth company.
Table 2
Summary of Independent Variables
Variable Proxy

Company size
Profitability

Ownership
structure

Size of external
audit firm

Natural log of total assets

Return on equity = net profit/total shareholders equity

Number of shares owned by outsiders/number of outstanding shares at year end

Dummy variable coded 1 = a company audited by a local auditor with
international affiliation (Big Four); 0 = a company audited by a local auditor

without international affiliation (non-Big Four)

Industry

Dummy variable coded 1 = manufacturing company; 0 = non-manufacturing

Sources of information for the independent variables are a companys annual report or the annual
Companies Guide published by the KSE. Data are related to financial year-end.
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Results

Descriptive Statistics

Descriptive statistics for the over-
all, conventional, and Islamic volun-
tary disclosure indices are reported in
Table 3. The table indicates that the
average level of overall voluntary dis-
closure in Shariah-compliant compa-
nies is 15%. This is lower than
Ousama and Fatima (2010) found in
Malaysia (19%). The average volun-
tary disclosure for conventional items
is 17%, which is higher than Ferguson
et al.’s (2002) findings in Hong Kong
(13%) but lower than the findings of
Meek et al. (1995) in the United States,
the UK, and continental Europe
(18%); Leventis and Weetman (2004)
in Greece (37%); Ghazali and Weet-
man (2006) in Malaysia (31%); and
Ousama and Fatima (2010) in Malay-
sia (21%). With respect to Islamic
items, mean voluntary disclosure is
13%, lower than the disclosure of
conventional items and lower than
Ousama and Fatima’s (2010) (17%)
and Othman and Thani’s (2010)
(22%) findings for Islamic items in
Malaysia.

The mean level of voluntary dis-
closure is low because more than 85%
of the items that could be disclosed
voluntarily remain undisclosed. Lack
of voluntary disclosure by companies
could be attributed to the absence of
encouragement and pressure from

both the public and shareholders. This
result shows that Shariah-compliant
companies disclose more conven-
tional items than Islamic items. The
reason could be that conventional
information such as financial ratios
and market-related information is ea-
sily generated and published in the
annual reports. Shariah-compliant
companies may assume that users
such as financial analysts are more
interested in conventional items than
Islamic items and thus they disclose
more conventional information than
Islamic information.

Table 3 shows the minimum and
maximum percentages of overall, con-
ventional, and Islamic disclosures.
The minimum and maximum disclo-
sures for overall items were 4% and
44%, respectively; only three compa-
nies disclosed the minimum (6/132
items), and only one company dis-
closed the maximum (58/132). Mini-
mum and maximum disclosures for
conventional items were 4% and 49%,
respectively. For Islamic disclosure,
the minimum was 2% and the max-
imum 36%; five companies disclose
the minimum, and only one company
disclosed the maximum.

With respect to the independent
variables, there is a wide range of
variation within the sample, as indi-
cated by the minimum and maximum
values. Total assets (company size
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Table 3
Descriptive Statistics for the Dependent and Independent Continuous Variables
Mean Std. Dev. Min Max skewness  kurtosis

Dependent variables
Overall disclosure 0.15 0.09 0.04 0.44 0.954 0.472
Conventional disclosure 0.17 0.13 0.04 0.49 0.860 0.670
Islamic disclosure 0.13 0.07 0.02 0.36 0.828 0.630
Independent variables
Company size (KD million)* 133.00 291.00 3.41 2023.10 1.326 2.118
Profitability 0.20 0.11 -0.05 0.60 0.527 2.299
Ownership structure 0.46 0.17 0.08 0.87 2.185 4.083

*One $US = 0.305 KW Dinar. Company size was measured by total assets, The size distribution was, as
usual, skewed. Skewness was mitigated by utilising the natural logarithm of size in the regression
analysis, consistent with prior studies. Profitability was the ratio of net profit to total shareholders
equity, and ownership structure was the percentage of shares owned by outsiders (number of shares
owned by outsiders divided by total shares issued at year end).

measure), for example, has consider-
able dispersion in the scores, as repre-
sented by the minimum, maximum,
and standard deviation (Table 3).

For the categorical independent
variables, 69 companies were audited
by a local audit firm affiliated with one
of the Big Four, and 39 were clients of
local audit firms not affiliated with one
of the Big Four. For industry, there
were 29 manufacturing and 79 non-
manufacturing companies.

The data is analyzed to test nor-
mality distribution of the dependent
variable and the independent contin-
uous variables. If the data is not
normally distributed, the regression
analysis will be problematic. Table 3
shows the skewness and kurtosis va-
lues normally distributed because the
skewness value is between - 3 and + 3,
and the Kurtosis is between - 10 and

+10 (Kline, 1998). The K-S lilliefores
test statistic of 0.052 (p<0.01) also
supported a conclusion that the resi-
duals were normally distributed.

Before conducting regression ana-
lysis, multicollinearity was tested. One
reason for doing this is to indicate
whether multicollinearity could cause
estimation problems. Table 4 contains
a Pearson correlation matrix for the
continuous variables. The table shows
that the highest correlation coefficient
was 0.178 (between company size and
ownership structure). As a result, it is
not sufficient to impair the regression
results since the pair-wise correlation
coefficients are less than 0.80 (Gujar-
ati, 2003). However, another method
widely used to detect multicollinearity
is the Variance Inflation Factor (VIF).
This is reported in Table 5. Since VIF
did not exceed 10 for any variable in
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any model, it was concluded that
collinearity was not a serious problem
(Neter et al., 1983).

Analysis and Discussion of Results

This study is concerned with the
association between a number of spe-
cific corporate characteristics and the
extent of voluntary disclosure (over-
all, conventional, and Islamic disclo-
sure) in annual reports of Shariah-
compliant companies listed on the
KSE in 2009. Table 5 presents the
regression results for three models.
For overall disclosure, the model is
statistically significant at the 1% level
and the adjusted R squared (Adj R?)
suggests that 45% of the overall vo-
luntary disclosure variation is ex-
plained by the independent variables.
The R’ (adj.) was slightly higher than
in prior studies (25% found by Ousa-
ma and Fatima [2010] and 32% by
Othman et al. [2009]).

The results showed that the overall
level of voluntary disclosure was asso-
ciated with size, auditor, and industry.
Profitability and ownership structure

were insignificant. These findings lend
support to hypotheses H1, H4, and HS.
Size was positively associated with
overall voluntary disclosure. Shariah-
compliant companies audited by local
audit firms affiliated with one of the Big
Four auditing firms disclosed more
voluntary information than the Shar-
iah-compliant companies audited by
local audit firm not affiliated with one
of the Big Four auditing firms. There
were significant differences between
manufacturing and non-manufactur-
ing companies. The manufacturing in-
dustry companies seem to disclose
more information voluntarily than
non-manufacturing companies.

The subdivision of disclosure into
conventional and Islamic disclosure
yields insights into the overall volun-
tary disclosure.

Table 5 showed that the adjusted R
squared (Adj R?) was 44%, suggesting
that variables not included in the
model may explain the variation in
the conventional disclosure. The re-
sults report that company size, audit
firm size, and industry type were asso-

Table 4
Pearson Correlation Coefficients Matrix for the Continuous Independent Variables
Company size Profitability
Profitability 0.088
Ownership structure 0.178 0.074

Company size was measured by total assets, profitability was the ratio of net profit to total shareholders
equity, and ownership structure was the percentage of shares owned by outsiders (number of shares
owned by outsiders divided by total shares issued at year end).
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ciated with conventional disclosure.
Specifically, size was positively asso-
ciated with conventional disclosure.
These results were consistent with
Ousama and Fatima (2010), Al-Sham-
mari (2008), and Leventis and Weet-
man (2004), who found larger
companies had a higher level of vo-
luntary disclosure. Larger Shariah-
compliant companies may disclose
more conventional information be-
cause they face greater pressures and
they have a stronger dependence on
external capital. Audit firm size was
positively associated with conven-
tional disclosure. This indicates that
Shariah-compliant companies au-
dited by local audit firms affiliated
with one of the Big Four auditing
firms had a higher disclosure of con-
ventional information than Shariah-
compliant companies audited by local
audit firms not affiliated with one of
the Big Four auditing firms. A possi-
ble explanation for this result is that
Shariah-compliant companies au-
dited by local audit firms affiliated
with one of the Big Four auditing
firms have a stronger incentive to
signal to the market their higher audit
quality.

An industry effect exists. The re-
sults showed that companies in the
manufacturing industry disclose more
conventional information than those
in non-manufacturing industries. A
possible explanation is that Shariah-

compliant manufacturing companies
are more likely to affect the environ-
ment. Therefore, they might be mon-
itored by the government, Kuwaiti
environmental society, and the public
and thus they disclose more informa-
tion on environmental protection ac-
tivities, information related to the
general information about the eco-
nomic environment, summary of the
product produced, any new product
development, and safety and working
environment. However, non-manu-
facturing companies disclose more
information related to financial ratios
and market-related information.

The results also report that own-
ership structure was insignificant.
This finding implies that more and less
outsiders did not mean the demand for
voluntary disclosure increased or de-
ceased. A possible interpretation for
this result is that outsiders might not
apply pressure on their companies to
disclose more information because
they may rely on other information
sources which may have a good con-
tact with the companies such as finan-
cial analysts.

The results also showed that for
voluntary Islamic disclosure, the ad-
justed R squared (Adj R?) was 33%,
which is lower than for conventional
disclosure (Table 5). This suggests
that variables not included in the
model may explain the variation in
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Islamic disclosure. Unlike conven-
tional disclosure, the results reported
that only size was significant for Isla-
mic disclosure. Specifically, size was
positively associated with Islamic dis-
closure. A possible interpretation for
this result is that larger Shariah-com-
pliant companies disclose more Isla-
mic information than smaller
companies because they may become
more involved with the society and
want to discharge their accountability

to the society and stakeholders, parti-

cularly Muslim stakeholders. These
results are consistent with Ousama
and Fatima (2010) and Othman ez al.
(2009). The results also show that
other variables (profitability, owner-
ship structure, audit firm size, and
industry) did not explain the variation
in Islamic disclosure.

Based on the results, external audi-
tors encourage companies to disclose
conventional items over Islamic items.
The two types of auditors did not seem
to encourage their Shariah-compliant

Table 5
Regression Results

Overall disclosure Conventional disclosure Islamic disclosure

Independent variable

(expected sign) Coefficient VIF Coefficient VIF Coefficient VIF

Company size (+) 0.093 +++ 1.802 0.117 +++ 1.857 0.060 + ++ 1.858
Profitability (+) 0.005 1.119  0.042 1.121  0.001 1.121
Ownership structure (+) 0.011 1.132  0.030 1.144  0.022 1.144
Auditor (+) 0.010 + 1.092  0.012 + 1.095 0.012 1.095
Industry(-/+) +0.340 *** 5431 +0.214  ** 5.635  0.003 5.635
Constant -0.278 o +0.191 -0.454  wxx

Adjusted R’ 0.451 0.445 0.331

F 5.675 5.409 1.926

Prob. (F) < 0.001 < 0.001 0.045

No. of companies 108 108 108

+ + + ¢ test (one-tailed) is significant at p < 0.01; + 7 test (one-tailed) is significant at p < 0.01; ¥** ¢
test (two-tailed) is significant at p < 0.01; ** t test (two-tailed) is significant at p < 0.05. Company size
was measured by total assets, profitability was the ratio of net profit to total shareholders equity,
ownership structure was the percentage of shares owned by outsiders (number of shares owned by
outsiders divided by total shares issued at year end), auditor was a dummy variable coded 1 = a
company audited by a local auditor with international affiliation (Big Four) and 0 = a company audited
by a local auditor without international affiliation (non-Big Four); and industry was a dummy variable
coded 1 = manufacturing industry and 0 = non manufacturing industry.
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clients to disclose Islamic information
to help discharge their accountability
to the society and their Muslim share-
holders because Islamic disclosure may
not signal their success, and thus audi-
torsare notinterested to apply pressure
on their clients for more disclosure of
Islamic information. Although the re-
sults show insignificant differences be-
tween manufacturing and non-
manufacturing companies in Islamic
disclosure, manufacturing companies
disclose more information related to
activities toward the society whereas
non-manufacturing companies dis-
close more employees’ recruitment
such as employment of other special-
needs-group (i.e. handicapped).

Summary and Conclusion

This study sought to examine, in
an empirical way, the relationship
between a number of specific corpo-
rate characteristics and the extent of
voluntary disclosure (overall, conven-
tional, and Islamic disclosure items) in
the annual reports of 108 Shariah-
compliant companies listed on the
KSE in 2009. The extent of voluntary
disclosure is measured cross-sectional
using a self-disclosure index. The dis-
closure index was categorized into
overall (132 items), conventional (86
items), and Islamic (46 items) disclo-
sure. Three indices were used to ex-
amine the extent of voluntary
disclosure (overall, conventional, and

Islamic disclosure). A multivariate
regression analysis was employed to
test the association between the level
of voluntary disclosure and the speci-
fic corporate characteristics.

Results show that overall volun-
tary disclosure by Shariah-compliant
companies is 15%, lower than Ousa-
ma and Fatima’s (2010) value in Ma-
laysia (19%). The average voluntary
disclosure for conventional items is
17%, higher than Ferguson et al.’s
(2002) values in Hong Kong (13%),
but slightly lower than Meek ef al.’s
(1995) in the United States, the United
Kingdom, and continental Europe
(18%). The results also indicate that
the level of voluntary disclosure of
Islamic information is 13%, lower
than the findings of Ousama and
Fatima (2010) (17%) and Othman
and Thani (2010) (22%) in Malaysia.
The findings suggest that the extent of
voluntary disclosure of conventional
items is comparable to extant studies,
and higher than for Islamic items. The
mean levels of voluntary disclosure
are low because more than 85% of
the items that could be disclosed vo-
luntarily remain undisclosed.

The results of multivariate analysis
indicate that different specific corpo-
rate characteristics influence different
categories. Size was the only variable
that was positive and significant for
overall, conventional, and Islamic dis-
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closure. This finding strengthens the
argument that size, measured by as-
sets, is important in determining cor-
porate voluntary disclosure regardless
of the type of company (Shariah or
non-Shariah). A possible explanation
for this finding is that size is a proxy
for so many theoretical models. In
addition, the results show that, based
on the Islamic perspective, larger
Shariah-compliant companies dis-
close more Islamic information than
smaller companies because they may
become more involved with the so-
ciety and want to discharge their
accountability to their society and
shareholders, particularly Muslim
stakeholders.

For overall voluntary disclosure,
auditor and industry (in addition to
size) were positive and significant. The
results show that Shariah-compliant
companies audited by local audit firms
affiliated with one of the Big Four
auditing firms disclose more volun-
tary information than Shariah-com-
pliant companies audited by local
audit firms not affiliated with one of
the Big Four auditing firms. There
were significant differences between
manufacturing and non-manufactur-
ing companies. The manufacturing-
industry companies seem to disclose
more information voluntarily than
non-manufacturing companies. Prof-
itability and ownership structure were
insignificant.

The results indicate that size, audi-
tor, and industry were positively asso-
ciated with conventional disclosure.
Larger Shariah-compliant companies
disclose more conventional informa-
tion because they may face greater
pressures and have a stronger depen-
dence on external capital. Shariah-
compliant companies audited by local
audit firms affiliated with one of the
Big Four auditing firms had a higher
level of disclosure of conventional
information than Shariah-compliant
companies audited by local audit firms
not affiliated with one of the Big Four
auditing firms. It could be that Shar-
iah-compliant companies audited by
one of the Big Four auditing firms
have a stronger incentive to signal to
the market their higher audit quality.
The results show that companiesin the
manufacturing industry disclose more
conventional information than those
in non-manufacturing industries.

This study builds on the limited
Kuwaiti literature on determinants of
voluntary disclosure and fills a gap for
empirical studies on Shariah-compli-
ant disclosure practices. This study
investigated the extent of voluntary
disclosure (overall, conventional, and
Islamic disclosures) in the annual re-
ports of Shariah-compliant compa-
nies and to explain why some
companies disclose more than others.
Islamic voluntary disclosure deserves
special attention in the Middle East-
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ern countries because investors seek to
invest in Shariah-compliant compa-
nies to help them fulfill their spiritual
needs.

Several limitations should be
noted. First, the model explained
45% of overall variation, 44% of
conventional disclosure, and 33% of
Islamic disclosure. Although the mod-
el explained a significant part of the
variation in disclosure, there is still a
material part unexplained, which re-
presents the “‘noise” of the model.
Data availability limited the ability
to study some factors that have been
found to be important theoretically or
empirically in other disclosure studies
(share ownership by Muslims). As
additional information becomes
available about Kuwaiti Shariah-
compliant companies, the effects of
such factors should be investigated.
Second, this study is limited to one
source of information: annual reports.
Other disclosures that companies pro-
vide were beyond the scope of this
study. Future studies should investi-
gate the level of voluntary disclosure
through alternative media, such as the
financial press, analyst meetings,
stock market announcements, confer-
ence calls, and the Internet. Third, this
study assumes that disclosure items
have the same weight, and that Shar-
iah-compliant companies disclosing
the most information, selected the
most important information. A sur-

vey focusing on various annual report
user groups may provide further in-
sight into the reliability of this as-
sumption, especially in the case of
Kuwait.

Fourth, the study uses annual re-
ports from 2009, providing only a
starting point for future research.
Fifth, this study was undertaken be-
fore the establishment of the SAC of
the CMA on January 1, 2012. Future
studies should replicate this study to
assess differences with the existence of
the Council. Sixth, this study is limited
to non-financial Shariah companies.
Future studies should investigate the
issue with financial Shariah compa-
nies. Finally, in the field of corporate
disclosure in the Middle East, research
should extend this study over a longer
period, or alternatively involve com-
parative studies with other Arab
countries such as Gulf Co-Operation
Council (GCC) member states. Such
studies should investigate changes in
corporate voluntary disclosures
across time, and compare potential
variations in nations with disparate
social, political, and economic sys-
tems. This will help validate the con-
clusions of this study and overcome
the possibility that a small, single-
period study biases results.

The findings of this study have
important implications for lawmakers
in Kuwait in their efforts to ensure
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information adequacy and increased
efficiency of rapidly developing capital
markets. Specifically, information de-
rived from this study sheds light on how
to create better accountability and
transparency, especially among Shar-
iah-compliant companies listed on the
KSE. The findings provide evidence
that Shariah-complaint companies lack
voluntary disclosure, especially for Is-
lamic disclosure information. As a re-
sult, the findings should be useful to the
CMA (lawmakers) in Kuwait for im-
proving overall disclosure regulatory
practices by Shariah-compliant compa-
nies. More specifically, the CMA
should be more concerned with the
disclosure needs of users of smaller,
non-manufacturing Shariah-compliant
companies audited by non-Big Four
auditing firms. The Shariah supervi-
sory boards in companies may use the

findings to communicate with stake-
holders. This may assist in the strength-
ening of the Kuwaiti Shariah
supervisory boards. Preparers may use
the findings to match the amount of
information in their annual reports
with other companies to ensure capital
sourcing. Investors may use the find-
ings to understand the disclosure beha-
vior of Shariah-compliant companies
in Kuwait. Such findings may assist
them in diversifying their investment
portfolios. Furthermore, the findings
help Muslim decision makers make
economic and religious decisions.
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Appendix
Disclosure index checklist

Category

(5]

O 0 9 N »n A~

13

15
16
17
18

20
21
22
23
24
25
26
27

28
29
30
31

1- Corporate Environment

1-1 General information about the economic environment
General outlook of the economy

General outlook of the industry

Specific factors influencing business

1-2 General Corporate information

Brief narrative history of company

Description of organizational structure

Statement of corporate general objective

Statement of financial objectives

Statement of marketing objectives

Description of marketing network for finished goods/services

Summary of major products (services) produced
Information on last years’ performance
Financial history or summary-five or more years

1-3 Specific Corporate Information

Statement of corporate strategy (financial - marketing - social)

Impact of strategy on current results

Impact of strategy on future results

Qualitative forecast of sales (revenues)
Quantitative forecast of sales (revenues)
Qualitative forecast of profits

Quantitative forecast of profits

Qualitative forecast of cash flow

Quantitative forecast of cash flow

Forecast earnings per share

Assumptions underlying the forecasts
Discussion of competitive position of the company
Discussion of financial strength of the company
New products (services) development

Forecast of Research and development expenses
2- Employee information

2-1 Categories and distributions of employees
Geographical distributions of employees
Line-of-business distributions of employees
Categories of employees by gender

Categories of employees by function
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Cont. Appendix
Disclosure index checklist

No

Category

32
33

34
35
36
37
38

39
40
41
42

43
44
45
46
47
48
49

50
51

52
53

54

55

56

57
58
59

Reasons for changes in employees numbers

Number or % of Kuwaiti employees

2-2 Employees’ training

Amount spent on training

Nature of training

Policy of training

Number of employees trained

Impact of training on results

2-3 Employees’ work

Nature of employees” work*

Employees’ working hours*

Employees’ holidays*

Employees’ other benefits*

2-4 Employees’ recruitment

Recruitment policy

Names and salaries of senior management

Identification of senior management and their functions
Corporate policy on salary, allowances and others

Corporate policy on equal opportunities*

Employment of other special-needs-group (i.e. handicapped)*
Employment of other special-interest-group (i.e. ex-convicts, former drug-addicts)*
2-5 Information on employees’ qard hasan

Qualitative of benevolent loan to employees (gard hasan)*
Quantitative of benevolent loan to employees (qard hasan)*
2-6 Information on employees’ safety policy

Information on safety and working environment

Information on accidents

2-7 information on employees’ religions rights

Higher echelons in the company perform the congregational prayers with lower and
middle level managers*

Muslim employees are allowed to perform their obligatory prayers during specific
times and fasting during Ramadhan on their working day*

Proper place of worship for the employees*

3- Social responsibility

3-1 information on Riba and Gharar

Riba (interest) activities®

Amounts of expenses/revenue from riba transactions*®

Qualitative information on the prohibited transactions/activities*
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Cont. Appendix
Disclosure index checklist

Category

60

61

62
63
64
65
66

67
68

69
70

71
72
73
74

75
76
77
78
79
80
81

82

83

84

85

Amounts of profits or losses from the prohibited transactions other than riba
(interest)*

Information on Gharar*

3-2 information on Zakat

Information on computation of Zakar*

Amount of zakat fund*

sources of zakat fund*

Beneficiaries of zakat*

The balance of zakat fund, and reasons for non-distribution*
3-3 information on Saddaqa

Qualitative information on Saddaqa/Charitable donations*
Quantitative of Saddaga/Charitable donations*

3-4 information on Waqf

Qualitative information on Wagf*

Quantitative of Wagqf*

3-5 information on other social responsibility

Late repayments and insolvent clients/bad debts written-off
Current Value Balance Sheet (CVBS)*

Value Added Statement (VAS)*

How such amounts are to disposed of*

3-6 information on activities towards the society

Qualitative information on the contribution towards the society programs*
Amounts of the contribution towards the society programs*
Student employment

Sponsoring public health, sporting and recreational projects
Sponsoring educational conferences, seminars or art exhibits
Funding scholarship programs or activities

Children care

4- Environment

Qualitative information on environmental protection programs or activities under-
taken

Amounts information on environmental protection programs or activities under-
taken

Activities or projects undertaken by the company which could be unfriendly to the
environment

5- Corporate governance
5-1 information about boavd of directors

Name of the directors
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Cont. Appendix
Disclosure index checklist

Category

86
87
88
89
90
91
92
93
94
95

96
97

98
99
100

101

102
103
104
105
106

107
108

109

110
111
112

113
114

Age of the directors

Educational qualifications (Academic and professional)
Commercial experience of the executive

Other directorships held by executive directors

Commercial experience of the non-executive directors

Other directorship held by non-executive directors

Shareholdings in the company

Number of shares owned by management

Number of shares owned by directors

Directors’ remuneration

5-2 Report of the board of directors

Declaration about compliance with Shariah rules and principles*
Board’s opinion about the necessity and nature of prohibited transactions under-
taken*

Reasons for engagement in prohibited transactions*

The amount of revenue or expenses from prohibited transactions*

Information on forbidden activities: monopolistic practice, hoarding necessary
goods, price manipulation, fraudulent business practice, and gambling*

Anti-corruption policies*

5-3 Shariah supervisory Board

Report of Shariah supervisory Board*

Name of the Shariah supervisory Board*

Age of the Shariah supervisory Board*

Educational qualifications*

Other company’s supervisory Board held by member board of the Shariah super-
visory*

The Shariah supervisory board’s remuneration*

The Shariah supervisory Board’s view about the necessity of prohibited transac-
tions/activities*®

The Shariah supervisory Board’s opinion regarding validity of zakat’s computation™®
6- Ownership structure

Number of Muslim shareholders and its shareholdings*

Number of institutional investors and its shareholdings

Number of shares owned by the government

7- Financial Information

Financial ratios

Return on capital employed (Profitability ratios)

Liquidity ratios
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Category

115
116
117
118
119
120
121
122
123

124
125
126
127
128
129
130
131
132

Leverage ratios

Growth rate on earnings

Return on shareholder’s equity

Other ratios

Financial summary of 3 or more years
Qualitative information on debts written off*
Quantitative information on debts written off*
Qualitative information on advertising
Quantitative information on advertising

8- Market-related information

Stock exchanges where shares are listed

Share price at the year end

Share price trend/behaviour

Volume of shares traded trend

Market capitalization at year end

Market capitalization trend

Shareholders owned- 5% + of shares

Type of sharecholders (e.g., institutions, individuals)
Geographical distributions of shareholders
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