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Abstract

The role of firms towards fulfilling needs and demands of stakeholdersbecomes 
the landmark of the Stakeholder Theory. Profit maximization under the 
monetary rewards should notbecome the main objective of the firms. The 
idea is contradictory from what has been detailed earlier in the well-known 
Agency Theory that assumes the obligation of firmis to maximize shareholders’ 
wealth. These two positions brought up the main contradictive idea within 
the conventional perspective of firms. With regards to this concern, the 
paper focuses on tiers of relationship of three main parties, i.e stakeholders 
of institutional investors, institutional investors and investee companies. 
Specifically, it aims to identify the roles of institutional investors from Islamic 
foundation, taking consideration on their position as the intermediaries 
between their own stakeholders and investee companies. The focus on 
institutional investors and their outstanding roles in the present context will 
be clarified from the contractual obligation under the Islamic framework, 
and this will be extended beyond the discussion in the Agency Theory and 
Stakeholder Theory. This paper theoretically explores and proposes the role 
of institutional investors in business environment in the way to manifest their 
responsibility towards stakeholdersfrom the Islamic framework.
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1.0 Introduction
Incompatible assumptions between the Stakeholder Theory and Agency Theory 
from the conventional perspective are continuously debatable. While Stakeholder 
Theory suggests the responsibility of the firmis to preserve the rights of stakeholders, 
AgencyTheory assumes that fulfilling the needs and demands of shareholders is 
thekey objective of firms. The same argument also goes to identify the best structure of 
internal mechanism of corporate governance, either from the Anglo Saxon or European 
approaches. The main concern is to safeguard the most important party related to the 
firms, especially with the growing agency problems faced by the worldwide large 
corporations.

This paper argues that the roles of institutional investors areincreasingly important, 
in which they can function as an effective external mechanism of governance and 
thereforebe responsible not only to their shareholders, but inclusively all stakeholders. 
The consideration is based on the changing landscape of the modern capital ownership 
and the arising numbers of the worldwide institutional investors which include mutual 
funds, pension funds, takaful companies and cooperative institutions and their holding 
amount.Based on the report by Ernst & Young, the asset of Islamic funds increased 
to USD58b in 2010, compared to only USD29b in 2004 with more than 100 fund 
managers (Ernst & Young, 2011). Current trends indicate that firmssolely owned by 
individual shareholders, as firstly highlighted by Berle and Means (1932), are no longer 
relevant (Lazonick& O‘Sullivan, 2000). This evidently shows the potential roles of 
these investors. 

As the basis for our argument, this paper appraises the relationship of institutional 
investors’ stakeholders, institutional investors(as separate entitiesfrom the investors/
shareholders) and their investee companies.This clarifies the ultimate objective of 
institutional investors,that is to whom they should perform their roles and the form of 
approaches to fulfil their roles. To achieve its aim, this paper is structured as follows. 
First, the paper reviewsthe conflicts of two main theories of firms; this is followed 
by discussions pertaining to theories from the Islamic framework. Then, the paper 
presents the external mechanisms of corporate governance and the roles of institutional 
investors and finally conclusions of the research study is provided.
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2.0 Objective of Firms

The evolution of business firms with their legal status and with widely dispersed 
ownership among shareholders emerged in the Western countries (see Berle & Means, 
1932). The ramification of the separation of ownership and control of business firms 
in the United States has been brought to light by Berle and Mean (1932), by referring 
to the need for large capital which led to the development of modern firms in the late 
19th century and onwards. 

Modern business firms arose as a result of the need to reduce the cost of production and 
to raise extensive capital from dispersed capital providers who invested to gain profit. 
Based on this assumption, a single capital owner is no longer able to provide the capital 
for a large developed modern corporation. Such an approach is based on what Berle and 
Mean (1932) named as the separation of ownership and controlwhich placed control 
in the hands of a board of firm and appointed managers, in which managers are given 
authority to manage the firm by the board. Under this type of capital structure, through 
equity ownership, business firms are no longer controlled by their owners who have the 
authority to control their assets as in the past. The firms through managers have their 
own status, in which they are ableto deal with outsiders and make agreements. 

Agency Theory contributes to theories of firms through the assumption that firms as 
separate entities represent the nexus of contracts between many separate individuals 
in the organization (Jensen &Meckling, 1976). At the point shareholders enter intoa 
recognized contract and contribute capital to the organization, they are considered as 
the principal and firms act as the agents; in which agents are deemed to obey and work 
for the principal. This explicit relationship based on the contractual agreement clarifies 
the ownership structure of firms, which belongs to the principal (Jensen &Meckling, 
1976; Jensen 1983).The role of the agents under the Agency Theory isfurther refined 
by Jensen and Meckling (1976), as follows:

…a contract under which one or more persons [the principal(s) engage 
another person (the agent) to perform some service on their behalf which 
involves delegating some decision-making authority to the agent (p. 308).

For the proponents of the theory, the objective of private companies is referred to as 
fulfilling shareholders objectives.  This objective is interpreted as to maximize the 
profit of shareholders in the form of monetary, and thus improve shareholder value (see 
Lazonick & Sullivan, 2000).Such an idea is coined by Friedman (1970) as: 
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There is one and only one social responsibility of business - to use its 
resources and engage in activities designed to increase its profit so long as it 
stays within the rules of the game, which is to say, engages in open and free 
competition without deception or fraud (p. 32)

This assumption of Stockholder Theory (Friedman, 1970) and the Agency Theory 
(Jensen &Meckling, 1976) is however criticised by the proponents of Stakeholder 
theorist as insufficient and lacking in ethical elements (Shankman, 1999, McAleer, 
2003).

Agency Theory establishes its foundation on neo-classical economics and positive 
economic assumptions (Noorderhaven, 1992), which emphasise on individualism. 
Accordingly, economic agents are viewed as having a tendency to maximise their own 
utilities (i.e. maximising own profit).There are two main assumptions of this theory 
which are: (i) information asymmetry between the principals and (ii) the need to 
control agents ‘behaviour by preserving the principals ‘interests. This theory assumes 
that there are two ways to control the agents’ behaviour; that is through: (1) outcome-
based contracts that should decrease managerial opportunism; and (2) information 
systems that inform the principals about managerial behaviour (Eisenhardt, 1989).

Conversely, Stakeholder Theorydeemsfirms as legal entities which have their own 
stakeholders. This theory has been extensively developed in the management discipline 
during the 1980s (for example, Freeman 1984, Carroll, 1989). The Stakeholder Theory 
is considered as a normative organisational theory by its supporters and promotes the 
element of equality and justice towards others (Nordberg, 2007). This theory goes 
beyond the previous perspective that regards firms as a nexus of explicit contracts, 
and only emphasises the importance of shareowners or capital owners. The firm is 
assumed as a nexus of the implicit and explicit contracts (see Hill & Jones, 1992; 
Asher, Mahoney & Mahoney, 2005). The explicit contract is performed between firms 
and investors, and the implicit contract refers to the underlying contract with other 
parties affected by the firms‘ behaviour. In relation to this, Friedman and Miles (2002) 
categorise types of stakeholders based on contractual agreements and non-contractual 
agreements: 

(1) an explicit recognised contract consisting of both a written and verbal contract 
between the involved parties;
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(2)  an implicit recognised contract is a contract that is approved by the involved parties;

(3) an implicit unrecognised contract is a contract that is unacknowledged by the 
involved parties but acknowledged only by certain parties; and

(4) a non-contractual relationship occurs when it is assumed that there is no social 
relationship or fragile relationship between the companies. 

For Stakeholders theorists, property is not regarded as exclusively belonging to owners, 
since the rights on property should be shared with other parties affected by those 
properties. Based on this assumption, the relationship between firms and stockholders 
is only a subset of a central relationship between firms and stakeholders (Hill & Jones, 
1992). Sternberg (1997) argues that stakeholders are important parties as they influence 
the existence of firms. According to Donaldson and Preston (1995), stakeholder 
groups include investors, political groups, customers, communities, employees, trade 
association, suppliers and government.

While the position of stakeholders as important parties to the firms is comprehensible, 
the issue is the guideline on the justification of stakeholders.  The status of the 
environment is excluded and questionable by many on the basis that it is non-human 
and non-organization and contributes nothing to firms. Phillips and Reichart (2000) 
in this case rejected the environment as one of stakeholders based on its features. 
However, theyacknowledged that environmental protection should be considered and 
their preservation can only be voiced by legitimate stakeholders.

In relation to the objective of firms, it is assumed that managers of firms need to use 
own judgments in making good decisions that can benefit stakeholders and not cause 
harm to them. Firms as separate legal entities must fulfill and honour their contracts 
with all stakeholders (Sparkes, 2001) since the existence of firm depends on their 
stakeholders. The firms’ responsibilities in the Stakeholder Theory include counter-
balancing the needs of all parties that have implicit and explicit contracts with them 
(Friedman & Miles, 2002). The firms are assumed to only be operated with the consent 
of all stakeholders, including the community in the location where they run their 
operations. Again, the issue is laying on the approaches to fulfill different needs of 
stakeholders, with their different contractual relationship with firms.

Discrepancies between the Stakeholder Theory and Agency Theory can be identified in 
several aspects, and these include the status of firms and shareholder/stakeholders, and 
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objective of firms.  Stakeholder theorists place their stances on normative justification 
and consider both economic as well as moral aspects and criticize the Agency Theory 
which only supports the profit maximisation of shareholders (economic aspect).In 
contrast, the Stakeholder Theory is also criticized on the assumption that it regards 
the stakeholders as the same level with shareholders.  Langtry (1994) states that 
matching the needs of all stakeholders may be unfair for the benefit of investors as 
the primary stakeholders of firms, and owners of private property, which is invested 
capital. Given that investors bear all the consequences of the firm‘s behaviour and 
performance, the standard and balanced treatment among all stakeholders by the firm 
seems unreasonable.

3.0 Firms and Conventional Theories of Firms from the Islamic Framework
Firms in the form of separate legal entities (Shakhsiyyah Qanuniyyah/Macnawiyyah/
Ictibariyyah)were formerly not recognized in Islamic Transaction Law due to the 
separation of the entity and its owners. In this case, only firm in the form of partnership 
is accepted, based on two main contracts which are musharakah and mudharabah 
contracts; in which, transactions were made directly to the individual partners (Saleh, 
1993;Ahmad, 2004;Islahi&Obaidullah, 2004;Cizakca, 2006). 

The Islamic Fiqh Academy in the Resolution (63/1/7) 1992 how ever approved the 
joint stock company by stating that the subject matter in the contract of buying the 
share is the unidentified portion of the company’s asset and the share certificate is 
a document attesting to the said portion (Islamic Development Bank& Islamic Fiqh 
Academy 2000, p. 127). This judgment directly recognizes and solves the issue related 
to the status of firms and shareholders.

Although there is an acknowledgement on the status of corporation, the property is 
considered to be owned by investors within the limits of Islamic regulations. There is 
no absolute possession in Islamic Law, even though Islam approves private property, 
since all these possessions belong to God and humans are trustees of these resources 
(including the environment). Muslims as vicegerents (khulafa’) should preserve their 
relationship with Allah s.w.t.  In contrast to the positive theories, Muslims should not 
pursue high gain while sacrificing the benefits to other stakeholders. This aspect is 
applied to firms that have their own separate entities. The foundation for this position 
has been emphasis in the Quran:
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But seek, with the (wealth) which God has bestowed on thee, the Home of the Hereafter, 
nor forget thy portion in this world: but do thou good, as God has been good to thee, 
and seek not (occasions for) mischief in the land: for God loves not those who do 
mischief. (28:77)

In comparison, Stakeholder Theory excludes the environment from the list of 
stakeholders based on its status as a non-separate legal entity, and which only 
incorporates environmental protection based on the objectives of other stakeholders 
(such as government and non-governmental organizations) (see Phillips, 2000; Norton, 
2007). The natural environment from the Islamic perspective is considered as one of 
the stakeholders of a firm (Beekun & Badawi, 2005, Beekun, 1997). Both humans and 
the environment must be incorporated as the parties that must be taken care of in all 
business activities of the corporations. Based on these discussions, it can be seen that 
there are some differences between the Stakeholder Theory and Islamic perspective of 
firms concerning the rights of investors and stakeholders.

While there are perceptions that this theory has some similarities with Islamic 
principles as it considers the benefit of the stakeholders, it actually differs from the 
Islamic perspective (Iqbal &Mirakor, 2004;Chapra, 2004;Beekun&Badawi, 2005; 
Dusuki, 2007; Greuning & Iqbal, 2008). Investors as the owners of capital based on the 
recognized contractual agreement, bear the consequences of their business losses and 
gains. As a result, the firms must follow the objectives of investors as capital owners, 
as long as the firms‘ activities are not infringing upon the rights of other stakeholders 
and are contributing benefits to these parties. Respectively, to share the equal ration 
of gain as well as liability of business activities among all stakeholders is obviously 
impractical, both for investors and stakeholders. In this case, Beekun and Badawi 
(2005) states: 

…Islam recognises the fact that the owners/financiers of a firm have the right to make 
a profit, but not at the expense of the claims of various other stakeholders. The firm 
does have the multi-fiduciary responsibility but…Islam does not view all stakeholders 
as having equal claim (p. 132).

The objective of firms from the perspective of Islam, as previously highlighted, is 
different from the Agency Theory and Stakeholder Theory. Under the Agency Theory, 
the agents must follow the objectives of the principals who are driven to maximise 
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their own wealth. Under the Stakeholder Theory, the firms as fiduciaries towards 
stakeholders share the values which they created through business activities with 
stakeholders (Cludts, 2000; Freeman, Wicks &Parmar, 2004). The firms are assumed 
to only operate prior to the consent of all stakeholders, including the community in the 
location where they run their operations. In the extreme position of the Stakeholder 
Theory, investors are regarded to be on the same level as the other stakeholders, 
indicating that owners and stakeholders have the same rights. Supposedly, firms as 
agents for their Muslim investors, who are willing to sacrifice high gain for the sake 
of complying with Islamic teachings, must manifest this objective in their investment 
activities. Since Islamic teachings obligate justice and fairness towards other parties, 
such as the community and the environment, the objectives of Muslims investors who 
are following Islamic teachings should automatically be considered so as to preserve the 
benefits of stakeholders. The objective of Muslim investors should not move away from 
the responsibility of the firms in the Islamic view, given that the firms as legal entities 
have their own responsibilities towards stakeholders, and the individual investors 
themselves have a responsibility towards community and other related parties as part 
of their obligations as individual Muslims. As such, business firms underthe Islamic 
framework must play an important role in considering which aspects should be taken 
as priority, and thus fulfil each party‘s rights. Based on this view, investors who aim to 
invest based on Islamic principles must be consistently willing to sacrifice some of their 
interests for the sake of other stakeholders’ benefits (see Chapra, 2000). Accordingly, 
business firms must fulfil their obligations based on a contractual agreement with 
investors and stakeholders, both in explicit and implicit contracts.

Based on these discussions, the firms from the Islamic stance are controlled by the 
contracts that they involve in and preservation of ummah and the environment.
Accordingly, this paper argues that the objective of firms consist of preservation the 
objectives of the capital providers and benefits of the stakeholders within the Islamic 
rules, consistent with Iqbal and Mirakhor (2008).

4.0 Corporate Governance Mechanisms to Monitor the Firms
Good corporate governance is vital to ensure companies function and achieve their 
objectives. Organization for Economic Co-operation and Development (OECD) 
defined corporate governance as “the way in which boards oversee the running of 
a company by its managers, and how board members are in turn accountable to 
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the shareholders and the company”(OECD 2004). In a relatively different manner, 
Turnbull (1997) mentions corporate governance as “describes all the influences 
affecting the institutional processes, including those for appointing the controllers and/
or regulations, involved in organizing the production and sale of goods and services” 
(p. 181).Even though these two definitions refer to the method on how the firms are 
ruled, both of them emphasized different approaches regarding who are considered as 
the main party for the company. For example, OECD emphasizes on the benefits of 
investors while Turnbull (1997) relates corporate governance with all related parties 
in a large picture. 

For Islamic based institutions, the emphasis is also given to elements of Islamic 
teachings. The Islamic Financial Services Board (IFSB) defines Shariah governance 
as: “the set of institutional and organisational arrangements through which an 
IFFS(Institutions offering Islamic financial services) ensures that there is effective 
independent oversight of Shariah compliance” (2009, p. 2).  To ensure the conformity 
with Shariah, firms are required to appoint Shariah Committee that has closed link with 
the Board of Directors (BOD).

In the conventional theories of firms, the main issue that is widely discussed relates 
to:How to monitor these firms so as not to diverge from the investors‘ objectives, based 
on shareholder values, or not to deviate from stakeholders‘ benefits from a normative 
view. There are several solutions for the agency problems include reward systems, 
equity incentives to managers, and monitoring through corporate governance. 

In practice, there are two types of approaches in governance of the corporation. On one 
hand, the power of the BOD over managers is weak and largely depends on market 
control, and this exists in the Anglo-Saxon model or outsider model (Lewis, 2002, 
Mumtaz, 2005). On the other hand, the insider model or European model organises the 
governance in a two-tier structure, which represents the main stakeholders to control 
the managers of the firm (Shleifer &Vishny, 1997). These stakeholders include the 
union, debtors, suppliers and shareholders. In addition, La Porta et al. (2000) regard 
the judiciary system and government as also having important roles in controlling 
the behaviour of firms and market players. Ideally, these two approaches point out 
two mechanisms of corporate governance, as follows: (i) the internal mechanism of 
establishing the board of directors, and (ii) the external mechanism of using the main 
stakeholders to influence the company through a two-tier structure. 
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Studies on corporate governance from an Islamic perspective show several forms of 
models based on Islamic principles, as proposed by scholars such as Ahmed and Chapra 
(2002), Iqbal and Mirakhor (2004), Choudhury and Hoque (2006), and Choudhury and 
Harahap (2007). Iqbal and Mirakhor (2004), for example, used the existing structure of 
corporate governance with some modification of the conventional Stakeholder Theory, 
especially in relation to the level of the stakeholders and the role of the firms in preserving 
the rights of all beneficiaries and non-beneficiaries. Using the existing external structure, 
Hassan and Chachi (2005) suggest a voice mechanism to be used by the Islamic financial 
institutions as external beneficiaries in promoting sustainable development4.

The discussion on the corporate governance from the Islamic perspective so far 
relates with the eligible stakeholders from the Islamic perspective, with most studies 
acknowledge and accept the roles of internal governance mechanism to control the 
firms. This paper agrees with Hassan and Chachi (2005) on the importance of the 
institutional investors, yet with a larger context of stakeholders, not only to preserve 
the environmental elements. 

5.0 The Role of Institutional Investors based on the Islamic Framework
This paper proposes that institutional investors should play their role in preserving 
rights of their stakeholders, and at the macro level, this includes the stakeholders of 
investee companies.The foundation of the claim is based on inter-related two tier 
contractual agreements that bound the institutional investors.The first tier is between 
the institutional investors and their shareholder. The second is between the institutional 
investor and investee companies. These two layers of contracts establish two ways 
explicit relationship between these two groups; (i) investors/shareholders and 
institutional investors and (ii) institutional investors and investee companies. 

 As a result, institutional investors as the intermediaries between their investors and 
investee companies should reconcile the needs of investors (their shareholders) as 
primary parties from other stakeholders as an honour towards contractual agreement 
(explicit and implicit) with those parties. The relationship between institutional 
investors and their stakeholders and how Islamic objective should influence their 
behaviors is shown in Figure 1. 

4.  Hassan and Chachi (2005) emphasis the roles of Islamic financial institutions are to protect the 
environment and lead in the environmental issues. The paper however does not stress deeply on the 
sources and validity of the roles.   
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Figure 1: The conceptual framework on the roles of institutional investors based on 
Islamic investment principles and adapted StakeholderModel    

Direct relationship under explicit contracts 
Indirect relationship under implicit contracts

It is important to note that, as in the previous discussions made, the rights and 
benefits of all stakeholders may not be on the same level following their relationship 
with institutional investors. Given that there are conflicts faced by firms in dealing 
with investors‘ and stakeholders‘ claims, which represent the main criticism of the 
Stakeholder Theory, the key question relates to how  firms preserve rights and be fair 
to all parties‘ needs. How can they play their role as fiduciaries towards investors and 
as non-fiduciaries towards stakeholders? 

In the case of institutional investors, there should be consistency between the 
responsibilities of beneficiaries (in this case, individual investors) towards their 
stakeholders and institutional investors’ responsibilities towards their investors and 
other stakeholders. In that case, there should be no contrasting investment aims among 
the investors and stakeholders who pursue Islamic-based economic activities. Hence, 
there should be no conflicts faced by institutional investors in fulfilling these aims. 
This will ensure the promotion of fairness among all stakeholders, and consequently 
facilitate the symbiotic and harmonious relationship between humans and other 
creatures.
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Despite the number of suggestions in the theory that have been proposed regarding the 
involvement of institutional investors in investee companies, the lack of involvement 
in investee companies evidently shows that institutional investors are not willing 
to engage in those companies, unless they are pressured by regulatory bodies or 
believe that their engagement can bring a higher gain. Based on what is referred to as 
‘unintentional moral agency‘ according to Wagner-Tsukamoto (2005), firms that are 
influenced by a conventional approach do not take into account moral elements in their 
practices unless they can provide contributions to the firm in terms of profit. As such, 
it is understandable why the adoption of ethical elements is a challenge for those firms 
that are involved in conventional investment. 

This view was rationalised by Wagner-Tsukomoto (2005); as follows:

…the costs of moral agency have to be considered for understanding why moral agency 
is difficult to pursue by the firm. If moral agency is costly and unprofitable, a firm 
suffers survival disadvantages in comparison to ‘less moral’ firms. Then, competitive 
market ordering instigates interaction dynamics which eliminate morals from the move 
of the game (p. 78).

Beyond the institutional investors‘ practices in the conventional part that considers 
the level of performance of investee companies as the main reason for engagement, 
institutional investors in Islamic perspective ought to unite normative elements in 
their activities and compliance with Islamic law. Furthermore, there is importance for 
Islamic-based institutional investors to play their roles as large shareholders, related to 
the Muslims society’s benefits such as in the halal compliance industry.

Reviewing the Islamic investment discipline, not much can be found on the discussion 
related to the roles of institutional investors offering Islamic investment in relation to 
involvement with investee companies, though the basis of these concepts is mentioned 
in Islamic teachings.  This paper thus contributes to this area by proposing the roles that 
should be played by the institutional investors as responsible owners on behalf of their own 
stakeholders. The basis of the involvement is their ‘ownership right of the unidentified 
portion’ of the company’s assets’ which come together with the equity ownership. 

6.0. Conclusion
This paper argues that the roles of the institutional investors are very important, in 
the context of preserving rights of their investors and stakeholders. While the Agency 
Theory highlights the shareholder values with the activities of institutional investors 
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is driven by an expectation of high return on investment and the Stakeholder Theory 
yet tries to resolve the legitimate stakeholders, this paper proposes that the roles of 
institutional investors from the Islamic framework stems fromthe basic humans’ roles 
and their obligations.Humans are responsible to protect their relationship with the 
Creator and all creatures, and bound by their contractual agreements that they enter 
into. These aspects are reflected in the roles of institutional investors (as separate entity 
from their investors) towards their stakeholders.Thus, the legitimacy of their roles is 
argued in this paper as originated from the contractual ownership between shareholders/
investors, institutional investors and investee companies, and the relationship of firms 
to respect rights of all creatures including humans and non-humans.

As such, the institutional investors from Islamic perspective must consider the benefits 
of their shareholders and stakeholders in their decision-making, and ex-ante, interim 
and ex-post investment activities. Furthermore, institutional investors need to monitor, 
supervise and engage with investee companies to ensure that these companies can 
perform well, in both financial and normative-based aspects. 

Without question, these institutional investors can lead to the improvement of the 
investee companies in Islamic compliance as well as financial performance. To ensure 
the effectiveness of this corporate governance mechanism, jurisdiction system and 
government role in supervising agent behaviour and in enforcing regulation is also 
significant. Nevertheless, government intervention in this situation should occur within 
certain boundaries, without directly influencing the market. 

Taken as a whole, if the institutional investors can play their roles very well, they will 
able to be a good forcetowards triggering the competitive environment, yet preserving 
rights of all parties including shareholders, employees, public, other minority 
shareholders and the environment as well as investee companies’ stakeholders.
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