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Kuat Waluyo Jati (Indonesia), Linda Agustina (Indonesia),
Indah Muliasari (Indonesia), Diah Armeliza (Indonesia)

ISLAMIC SOCIAL REPORTING
DISCLOSURE AS A FORM
OF SOCIAL RESPONSIBILITY

OF ISLAMIC BANKS IN INDONESIA

Abstract

Sharia-compliant companies had to add Islamic Social Reporting when disclos-
ing Corporate Social Responsibility information due to its characteristics. Sharia-
compliant companies in Indonesia still do not do this much, and it is very interesting
to study, because every sharia-based entity must comply with sharia provisions in all
aspects of its activities, including when compiling social reporting. The purpose of
this study is to analyze the influence of profitability, liquidity, leverage, and an Islamic
Governance Score on Islamic Social Reporting in Islamic commercial banks in
Indonesia. The sampling is carried out using a purposive sampling technique for up to
10 Islamic commercial banks with a six-year observation period, so there are 60 units
of analysis. The data are collected using a documentation technique. The analysis in the
study uses panel data regression. Based on a Random Effect Model, the study showed
that profitability and leverage do not affect Islamic Social Reporting, while liquidity
and the Islamic Governance Score had an impact on the Islamic Social Reporting.

Keywords Islamic social reporting, Islamic governance score,
profitability, liquidity, leverage
JEL Classification M14, M41

INTRODUCTION

The corporate sustainability depends not only on profits, but also
on maintaining harmony with the social environment around it.
Some efforts that lead to better local communities in all aspects
are known as Corporate Social Responsibility (CSR). Act No. 40 of
2007 on Limited Liability Companies requires reporting on CSR in
Indonesia. Companies also recognized and considered the impor-
tance of disclosing CSR information (Khoirudin, 2013). This also
held true for Islamic commercial banks, although most were not
been listed on the Indonesia Stock Exchange (IDX).

Indonesian Islamic banking statistics show that Islamic commer-
cial banks in Indonesia are now in the growth stage. The growth
of Islamic banks in Indonesia has led to the birth of an ethic of
disclosing social responsibility. As an Islamic-based entity, an
Islamic bank had to pay attention to the environment and sur-
rounding communities as a form of its concern and responsibility.
Unfortunately, CSR was not able to fully disclose information on
social responsibility in general on the Islamic themes. Therefore,
Islamic Social Reporting (ISR) must exist to complete the disclo-
sure of social responsibility information that was contained in CSR.
ISR, which is still voluntary, results in different reporting by each
Islamic entity.
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Researchers have developed an Islamic Social Reporting (ISR) index, which measures the imple-
mentation of social responsibility by sharia banks (Othman, Thani, & Ghani, 2009). This index is
suitable for Islamic banking because it reveals various matters related to Islamic principles. There
are six categories in the ISR index, namely investment and finance investment and finance, prod-
ucts and services, employees, the community, the environment and corporate governance. Each
category is measured by items in accordance with sharia (Islamic) principles. However, the disclo-
sure of ISR in Indonesian Islamic Commercial Banks in the last few years is still not full, even from
the six categories available. There are seven items that were not disclosed at all (Rosiana, Arifin, &
Hamdani, 2015).

Studies related to sharia banking CSR began to develop in Indonesia, including Fitria and Hartanti
(2010), who found that overall higher scores were obtained by conventional banking than sharia bank-
ing. For Islamic banking institutions, the results of scoring with the ISR index are lower than those of
the Global Reporting Initiative (GRI) index. In addition, Othman and Thani (2010) explained that the
level of ISR in the annual reports of companies that were sampled in the study was considered to be
minimal. Therefore, it is important to carry out ISR-related research in Indonesia so that Islamic entities
use appropriate indices to conduct social disclosure.

1. LITERATURE REVIEW

Haniffa (2002) states that ISR is an extension of so-
cial reporting on the role of companies in the econ-
omy and in a spiritual perspective to meet people’s
expectations. ISR’s emphasis is on the social justice
of reporting related to the environment, minority
rights, and employees. In the Islamic context, a
community has the right to know about organiza-
tional activities in order to see whether a compa-
ny continues to operate according to Islamic laws
and achieves the set goals (Baydoun & Willett,
1998). ISR continues to be extensively developed
by Othman, Thani, and Ghani (2009) and now us-
es six categories to measure it, namely: Funding
and Investment; Products and Services; Employee;
Community and Social Affairs; Environment; and
corporate governance. Each category is measured
by items in accordance with sharia principles.

This research was developed based on Sharia
Enterprise Theory, Legitimacy Theory, and
Stakeholder Theory. Sharia Enterprise Theory
puts God at the center of all things as the return
of man and the universe. Therefore, humans
only act as His representatives (khalitullah fil
ard). This causes humans to obey all God’s laws.
Human and natural obedience is intended to re-
turn to God with a calm soul, and this process
involves unification of oneself with fellow hu-
mans and nature as well as with various inher-
ent laws (Triyuwono, 2012).
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Shariah Enterprise Theory is more appropriate
for an economic system that bases itself on sharia
(Islamic) values. The implication of this theory is
everything in this world belongs to Allah and is
only left for the humans and must be managed as
well as possible. Owned assets must not be stock-
piled or deposited, so that they can be rotated and
productive and useful for others. Therefore, the
use of assets should be through implementing so-
cial responsibility, because one of the obligations
of Islamic banking is to care about people around
it by providing social responsibility as best as
possible.

Barkemeyer (2007) mentions that there are two
things that become the strength of the use of le-
gitimacy theory in explaining corporate social re-
sponsibility in developing countries. First, a clear-
er picture of a company’s motivation to increase
social responsibility is seen from the profit max-
imization motive. Second, organizational legiti-
macy can include cultural factors that shape dif-
ferent institutional pressures in different contexts.
The description can be the basis that the theory
of legitimacy can be used to explain CSR disclo-
sure. Disclosure of corporate social responsibility
is done to get positive value and legitimacy from
the community.

Explanation of corporate governance mechanisms

by disclosing corporate social responsibility can
use the theory of legitimacy. The corporate gov-
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ernance mechanism gives the company confi-
dence to disclose its corporate social responsibil-
ity. This means that with an adequate corporate
governance mechanism, the company will still re-
ceive positive benefits that get legitimacy from the
community, which ultimately affects the increase
in its profits in the future.

Stakeholder theory explains the corporate CSR
disclosure as a way to communicate with stake-
holders. The implication is that the company will
voluntarily implement CSR, because it is part of
the company’s role to the stakeholders. This the-
ory, if applied well, will encourage the company
to implement CSR in the best possible manner.
Through the implementation of CSR, it is expect-
ed that the stakeholders’ desires can be accommo-
dated well to generate a harmonious relationship
between the company and its stakeholders. A har-
monious relationship will result in the achieve-
ment of sustainability by the company.

Given previous research, some factors influenc-
ing ISR include size, profitability, leverage, board
composition and industry type, bank type, issu-
ance of ownership certificate (sukuk), company
age, proportion of independent commissioners,
size of the board, size of the Islamic supervisory
board, environmental performance, Islamic se-
curities, and Islamic Governance Score (Othman,
Thani, & Ghani, 2009; Maulida, Yulianto, & Asrori,
2014; Rosiana, Arifin, & Hamdani, 2015; Lestari,
2016). Due to some differences in results of previ-
ous research, this study will reexamine the influ-
ence of profitability, liquidity, leverage and Islamic
Governance Score on ISR disclosure.

2. HYPOTHESES
DEVELOPMENT

This study uses return on assets (ROA) to measure
profitability. This ratio is used, since out of several
profitability ratios, ROA is most often highlight-
ed in the analyses of financial statements. This
is because ROA is considered capable of show-
ing the success of a company in making a prof-
it. ROA can predict future benefits, as seen from
past benefits measured using ROA. Profitability
is the ability to earn profits. The more profit the
company earns, the higher the cost of disclos-
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ing social reports. So, the companies in profita-
ble position will tend to disclose wider informa-
tion in their annual reports. Othman, Thani, and
Ghani (2009), Taufik, Widiyanti, and Rafiqgoh
(2015) reveal that profitability has a positive in-
fluence on ISR disclosure, while Rosiana, Arifin,
and Hamdani (2015) state that profitability has
no effect on ISR disclosure.

HI: Profitability has an impact on Islamic Social
Reporting.

Liquidity is a condition that shows the company’s
ability to fund its operations and pay oft short-
term debt. Companies in a good financial posi-
tion are likely to disclose more information in ISR
than those with lower liquidity. Strong financial
companies will tend to provide broad informa-
tion than those with weak financial conditions.
Companies with good liquidity have good finan-
cial structure. So, if the public is aware of these
conditions, the company will indirectly show the
validity of its performance.

This study uses the Financing-to-Debt Ratio
(FDR) to measure Islamic banking liquidity in
Indonesia. The use of FDR is based on interesting
things related to tradeoffs that arise when meas-
uring the liquidity with FDR. When FDR reaches
100%, on the one hand, it will be considered that
the bank has good liquidity because it is able to
channel its financing from third parties’ funds
collected. But at the same time, Islamic banks
that reach 100% FDR will be named by the Bank
of Indonesia (as the regulator of banking activi-
ties) as being under pressure because their short-
term funds have run out.

Liquidity is the company’s ability to pay off its
short-term obligations without having to liquidate
its long-term assets. This study takes a view that if
liquidity is seen in FDR, then when it is said that
liquidity reaches or is close to 100%, Islamic banks
will not disclose their ISR. It is because they do
not want stakeholders to know that they are under
pressure to fulfill short-term funds. Companies
with good liquidity will tend to disclose extensive
information to show their credibility, but will re-
verse if FDR reaches 100%. According to Kamil
and Herusetya (2012) and Putra (2014), liquidity
has no effect on ISR disclosure.
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H2: Liquidity has an impact on the disclosure of

Islamic Social Reporting.

The leverage ratio shows the company’s ability to
meet the payment of all debts, both long-term and
short-term debts. Companies that have high lev-
erage have the obligation to meet their credit in-
formation needs. The higher the level of leverage,
the more likely they will violate the credit agree-
ment, so that they will try to report that current
profits are higher. To report profits as high, man-
agers must reduce some costs, including those on
CSR activities. Kamil and Herusetya (2012) reveal
that the leverage ratio has a negative effect on CSR
disclosure.

Leverage is the ability of an entity to repay its debts.
Meek, Roberts, and Gray (1995) argue that compa-
nies that have a high level of leverage have broad
and open disclosures, so that the lenders can have
higher trust in them. Companies with the high
debt level tend to meet information needs of cred-
itors. More information about the company’s abil-
ity to pay its obligations is needed by shareholders
and creditors. Kamil and Herusetya (2012) reveal
that the leverage ratio has a negative effect on CSR
disclosure. Rosiana, Arifin, and Hamdani (2015)
and Taufik, Widiyanti, and Rafiqoh (2015) state
that leverage does not significantly influence the
disclosure of ISR.

H3: Leverage has an impact on the disclosure of
Islamic Social Reporting.

Islamic Governance Score (IGS) is a proxy for the
characteristics of the sharia supervisory board
(SSB) as measured by the presence of sharia su-
pervisory board members, the number of SSB,
cross membership, educational background, and
the experience or reputation (Farook & Lanis,
2007). According to Wan Abdullah, Percy, and
Stewart (2011), SSB can improve the CSR disclo-
sure, because it can make good comparisons on
several companies’ reporting, so that it can find
out which one is the best. The main functions of
the sharia supervisory board are to direct, review
and oversee the activities of Islamic banks and to
ensure that they are running in accordance with
Islamic laws. The authority possessed by the SSB
is believed to be able to increase the disclosure of
Islamic banking social responsibility. Farook and
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Lanis (2007), Wan Abdullah, Percy, and Stewart
(2011), and Haniffa and Cooke (2002) prove that
Islamic governance scores have a positive effect
on the disclosure of Islamic Social Reporting.
Whereas Taufik, Widiyanti, and Rafiqgoh (2015)
and Rosiana, Arifin, and Hamdani (2015) state
that the Islamic Governance Score cannot influ-
ence the Islamic Social Reporting index.

H4: Islamic Governance Score has an impact on
the disclosure of Islamic Social Reporting.

3. DATA AND METHODS

This study aims to analyze the influence of prof-
itability, liquidity, leverage, and Islamic govern-
ance scores on Islamic social reporting. The re-
search was conducted among ten Islamic banks in
Indonesia for the six-year observation period. The
sampling was done using a purposive sampling
technique to receive a representative sample in ac-
cordance with predetermined criteria. The criteria
were as follows:

1) Islamic banks that issued annual reports for
six consecutive years;

2) Annual reports could be available from each
bank’s website; and

3) The data required for the study were fully
available.

The sample used in this study is 10 Islamic banks
with 60 units of analysis.

This study used one dependent variable, the ISR,
and four independent variables, namely profita-
bility, liquidity, leverage and Islamic Governance
Score (IGS). ISR disclosure was measured by
Islamic Social Reporting index, based on Othman,
Thani, and Ghani (2009), containing 44 items.
Profitability was measured by Return on Assets
(ROA), which was the result of net income sharing
divided by total assets. Liquidity was measured us-
ing the Financing-to-Deposit Ratio (FDR), using
the formula for the total share of financing pro-
vided by the banks at the expense of third parties.
Leverage was measured using the Debt-to-Equity
Ratio (DER), which was the quotient of total debt
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with total equity. Islamic Governance Score was
measured by the presence of the sharia supervi-
sory board members, the number of SSBs, cross
membership, educational background and experi-
ence or reputation.

Data analysis techniques in this study were de-
scriptive and inferential statistics using panel
data regression. Regression was used to see the
relationship between the disclosure of Islamic
banking social reports in accordance with Islamic
principles and the independent variables of profit-
ability, liquidity, leverage and Islamic Governance
Score. Before testing the hypothesis using the pan-
el data regression analysis, testing was conducted
to determine the estimation methods of testing,
whether using a common effect, a fix effect, or a
random effect.

4. RESULTS

Table 1 describes variables used in this study. All
variables have an average value greater than the
standard deviation, except for profitability. This
shows that the data is well distributed.

Table 1. Variable description

Source: Processed data.

Variable N Min Max iMeani S.td..
: : : : ‘deviation

Uquidity  : 60 46 . 168 0 9083 ' 13874
leverage 0 .60 . 06 1224 :27947: 263441
Profitability | : €0 :-l74 @ 320 : 8011 . .87407
Islamic
governance 60 .50 1.00 .9000 16723
Ii;?rlésgual 6021 74 as8s 14296
Valid N
(listwise) 60 - B - -

This study uses panel regression testing with a ran-
dom effect estimation method, since the test re-
sults using E-views lead the researchers to apply
the estimation method. The results of hypothesis
testing are shown in Table 2. They show that only
Liquidity and Islamic Governance Score can in-
fluence Islamic Social Responsibility with the sig-
nificance value of 0.0478 and 0.0001, respectively,
while the profitability and leverage have no effect.
The independent variables in this model only have
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an effect of 18.93% (R? of 18.93%). Table 3 summa-
rizes the acceptance or rejection of hypotheses.

Table 2. Hypotheses testing results

Source: Processed data by E-view.

Variable Coefficient Std. error§ t-statistic Prob.
c 0193701 | 0.142286 : 1.361351 | 0.1790
Profitability —0.003024 0.8535
Leverage —0.004127 0.5127
Liquidity -0.208078

Islamic : : :
governance : 0.552924 : 0.130416 @ 4.239688 : 0.0001
score i i i i

Table 3. Hypotheses acceptance or rejection

Hypotheses © Conclusion
H1: Profitabili i i i )
rqﬁtablllty has an impact on Islamic social Rejected
Jreporting e
H2: L|_qU|d|Fy has an !mpact on the disclosure of Accepted
Islamic social reporting e e
H3: Leverage has an impact on the disclosure of .
) ; . H Rejected
Islamic social reporting e I
H4: Islamic Governance Score has an impact on
Accepted

the disclosure of Islamic social reporting

5. DISCUSSION

Profitability has no influence on the disclosure of
Islamic Social Reporting (ISR). This explains that
high or low level of profitability cannot determine
the extent of disclosure of ISR by the Islamic com-
mercial banks in Indonesia. The companies that
earn high profits may not necessarily have high so-
cial activities and social reporting, and with high
profits, these companies will focus on maximum
achievement of profits, so that reporting of social
activities does not get too much attention, as do
those which have lower profits. Not all low-profit
companies can pay for social reporting or vice ver-
sa, and as a solution of low profits, the companies
will create a good corporate image through im-
proved social reporting.

Haniffa (2002) states that in the Islamic perspec-
tive, a company must be willing to provide full
disclosure without seeing whether it will pro-
vide benefits or not. Therefore, when profitability
is either high or low, it will still disclose its ISR.
According to the Sharia Enterprise Theory (SET),
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Allah is the center of everything, He is the Highest
stakeholder, and everything that exists is trust-
worthy, so it must be managed seriously. By pay-
ing attention to this theory, the companies with
high or low profitability will always well manage
His mandates, demonstrating a high degree of ISR
disclosure.

According to Stakeholder Theory, companies must
be responsible to their stakeholders; one form
of their responsibilities is ISR reporting, so even
though they have low profitability, they will al-
ways report ISR because it is part of their account-
ability. The Legitimacy Theory explains that in
order to survive well, the companies must receive
legitimacy from the community, always observing
applicable customs and norms.

One form of the companies’ compliance with the
norm is social activity towards the community,
which they report as a form of their accountability.
Thus, they will always disclose their social activities
to receive legitimacy from the community, not pay-
ing attention to the level of profitability. The results
of this study are in line with Hossain and Hammami
(2009), Wahyuni (2018) and Rosiana, Arifin, and
Hamdani (2015), who stated that profitability has no
effect on Islamic Social Reporting (ISR).

Liquidity influences the disclosure of Islamic Social
Reporting (ISR). Liquidity is the company’s abili-
ty to finance its operational activities and short-
term debt. Those that have good liquidity, will cer-
tainly disclose more social activities. However, in
this study, liquidity, as measured by FDR, shows a
negative effect, meaning that when the liquidity of
an Islamic bank is high, it is unlikely to make an
ISR disclosure. Indriani (2013) explains that com-
panies will disclose more detailed information if
their liquidity conditions are weak. This is because
with weak liquidity conditions, managers want to
inform stakeholders that the company’s condition
is still position. In other words, the information
disclosure made is used to show the other positive
side that has been achieved by the company.

In this study, liquidity has a negative effect on ISR
due to the sample data showing that the average
Islamic banking liquidity in Indonesia during the
observation year was 0.901, which means liquidity
ratio close to 100%. Referring to SE No. 9/24/DPbS
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on the assessment of the soundness of commer-
cial banks based on sharia (Islamic) principles, it
can be seen that there are five composite ratings.
Low rating means that Islamic banks and business
units are classified as good and able to overcome
the negative effects of economic conditions and
financial industries. On average, during the year
of observation, Islamic banking in Indonesia is in
composite three, which is 85% (lower than 100%).
This condition shows that Islamic banking has
some weaknesses, which cause its composite rat-
ing to deteriorate if it does not immediately take
corrective actions. So, it was clear that this con-
dition put the Islamic banking in a depressed po-
sition, because it approached 100% of its liquidity
ratio and was classified as composite three.

Islamic banks are institutions that collect and dis-
tribute funds from and to the public and get cap-
ital investors, so that they are trusted to maintain
public funds and investments (Hassan & Harahap,
2010). As a result of extremely high liquidity that
exceeds the Bank Indonesia’s requirements, the
banks’ management have decided not to disclose
ISR if it is based on its liquidity ratio. Therefore,
in addition to being transparent in management,
Islamic banks must also be transparent in terms of
morals, that is they must report the management
of these funds on ISR. However, in terms of the
FDR, it applies a contradictive condition, where
higher liquidity will reduce the ISR disclosure to
maintain the stakeholders’ legitimacy to Islamic
banks. This study is in line with Affandi and
Nursita (2019); other studies related to the effect
of liquidity on ISR are those by Purwani, (2018),
Kamil and Herusetya (2012) and Putra (2014),
which showed that liquidity had no effect on the
disclosure of Islamic Social Reporting (ISR).

Leverage does not influence the disclosure of
Islamic Social Reporting (ISR). This shows that
high and low leverage of a company does not af-
fect the disclosure of its ISR. Lestari (2016) states
that disclosing ISR does not affect debt repayment.
Companies with high leverage strongly depend on
creditors, and the creditors usually want the com-
pany (debtor) to be open in its management pro-
cess, including social activities undertaken by the
debtor. In addition, Williams and Zinkin (2010)
state that Islam requires the companies to be
transparent in conducting their business activities.
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Therefore, the companies will be more flexible in
reporting their social activities. This can be ex-
plained by the stakeholder theory, where the credi-
tor is one of the stakeholders, so the company must
take responsibility for them, and the disclosure
of ISR is one form of accountability to the credi-
tor. Conversely, those with a low level of leverage
will always report on their social activities so that
their image in the community acquires legitima-
cy. In addition, stakeholders are very concerned
about the company’s activities, which can harm
banks and unfair trades and apply Islamic values
in every aspect of life, so Islamic banks should be
able to ensure accountability to their ISR without
taking into account corporate leverage (Di Bella &
Al-Fayoumi, 2016).

Legitimacy theory explains that in order for com-
panies to survive, they need legitimacy from the
community. Through the disclosure of ISR, a com-
pany will create a good understanding of the com-
munity that it cares about them so that the legit-
imacy can be obtained and the continuity of the
company is maintained. These results are in line
with the those of Kasih and Rini, (2018), Rosiana,
Arifin, and Hamdani (2015), and Lucyanda
and Siagian (2012), which showed that leverage
does not affect the disclosure of Islamic Social
Reporting (ISR).

Islamic Governance Score influences the dis-
closure of Islamic Social Reporting (ISR). The
Islamic Governance Score, which is proxied by
the characteristics of the sharia board, deter-
mines the disclosure of ISR by the company. That
is, as the function of the sharia supervisory board
is to ensure that the company runs in accordance
with Islamic principles, the reports produced by
the sharia board provide certainty to the share-

Banks and Bank Systems, Volume 15, Issue 2, 2020

holders and corporate clients that the company
has fulfilled the ethical expectations they want
(Aribi & Gao, 2011).

Farook, Kabir Hassan, and Lanis (2011) noted that
in Qur’an and the Sunnah of the Prophet Muham,
there are several verses that prescribe charity to
create a just and responsible social economic life,
including zakat, waqf, and alms. Since Islam re-
quires the implementation of those concepts, the
Sharia Supervisory Board will ensure that the
company implements this concept in the form of
social activities. Williams and Zinkin (2010) state
that Islam requires all companies to be transpar-
ent in conducting business activities. When the
company has done the charity, it will report it in
its ISR. Thus the tighter the supervision/role of the
sharia supervisory board, the higher the disclo-
sure of the ISR. This can be explained by the the-
ory of sharia enterprises theory (SET) that Allah
is the center of everything, Allah is the Highest
stakeholder, and everything that exists deserves
trust, so it must be managed seriously.

In Islam, one form of mandates is that rights of
others are in someone else’s property. One of the
mandates is the existence of the company and its
assets, performance and profits, so out of these
three things, there are other people’s rights that
need to be shared and channeled in social activi-
ties. Thus, the higher the supervision of the sharia
supervisory board that is proxied by the Islamic
Governance Score, the higher the disclosure of
Islamic Social Reporting by the company. The
results of this study are in line with Haniffa and
Cooke (2002), Farook and Lanis (2007) and Wan
Abdullah, Percy, and Stewart (2011), who state that
Islamic Governance Score has an impact on the
disclosure of Islamic Social Reporting (ISR).

CONCLUSION

This study illustrates that profitability and leverage do not affect ISR. In Islamic principles, social val-
ues have a sufficient share to ensure that relations between creatures work as they should. The company
makes a profit or not, has a large or small debt, the company naturally presents its social report.

Liquidity and IGS influence ISR. It is clear that when an entity has good liquidity, it means that it has
sufficient ability to carry out social reporting when such reporting requires costs. While the effect of
IGS on ISR means that the sharia supervisory boards at sharia banks in Indonesia have been properly
fulfilling their duties to ensure that sharia principles are respected.

http://dx.doi.org/10.21511/bbs.15(2).2020.05
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This study was conducted on Islamic banking in Indonesia, which could lead to differences in results for
other business sectors. Future studies may use facilities other than Islamic banks, such as companies
that conduct sharia business and are listed in the Indonesia Sharia Stock Index.
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