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ABSTRACT

This study aims to examine corporate finance as well as bank specific, market and
regulatory determinants of capital structure based on data of 33 publicly-listed Islamic
banks in 12 countries between 2008 —2017. At the same time, taking a broader sample
of 65 listed and unlisted Islamic banks from the same countries, this study also
examines the financial stability parameters that effectively predict distress in Islamic
banks. Apart from testing corporate finance parameters from past literature by
systemically choosing between pooled ordinary least square, fixed and random effect
models for panel regression, this study adds several idiosyncratic, legal and regulatory
determinants of capital structure unique to Islamic banks. The significant factors are
tested for market and book leverage as well as newly introduced ‘Islamic banking
leverage’ that considers the impact of risk absorbency on investment accounts. The
results show that larger Islamic banks with higher growth opportunities, more
tangibility, smaller profitability and lower risk are likely to have higher leverage.
Similarly, the findings suggest the important role played by investment accounts, off-
balance sheet assets and regulatory environment in leverage decisions, providing
evidence of the significance of trade-off and pecking order theories in the capital
structure of Islamic banks. The results are more robust for market leverage and confirm
the relevance of market-based determinants in understanding Islamic bank capital
decisions. Among the macroeconomic variables, GDP growth, inflation and exchange
rate are found to be significant. The findings also confirm that there are significant
differences in the motivations of leverage in smaller vis-a-vis larger, systemically
important Islamic banks, which suggests a relatively simple determinant model for
smaller, non-systemic Islamic banks. For predicting distress in Islamic banks, logistic
regression and Cox proportional hazard models were employed for testing 10-year
annual data of 65 Islamic banks from 12 countries in a CAMELS framework. The study
also intended to discover whether simple ratios perform better than more complex, risk-
weighted measures in predicting distress in these banks. Apart from testing base model,
a total of eight alternative capital and leverage indicators were examined in the model
that mainly relied on financial and accounting data, and supplemented by market
leverage for listed banks. In order to capture the variability in cross-country analysis
and the impact of economic conditions and shocks, the study also added several
macroeconomic indicators in the model. The results suggest that several formulations
of equity-based, risk-weighted capital ratios and standard stability indicators offer a
robust framework for the regulation and supervision of Islamic banks. Similarly, the
findings suggest that market leverage for listed Islamic banks and gross revenue ratio
for full sample are relevant for appraising Islamic bank stability and should be
considered by standard setters and bank supervisors in their supervisory toolkit as well
as other stakeholders such as investors, creditors and fund providers. The findings,
however, reflect that the relatively simpler Basel III leverage ratio do not offer effective
early warning signal. The study was limited by the unavailability of consistent data for
listed Islamic banks in fully Islamic banking systems such as Iran and Sudan, and data
of other countries for a longer time period. Similarly, the study does not investigate the
‘optimality’ of capital structure from the perspective of bank performance, profitability
or efficiency. Moreover, several other potential determinants could have been tested
had the data been available. For bank distress prediction, qualitative and non-financial
factors are not included. On the same note, more than one variable for each CAMELS
dimension could be tested in future studies.
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CHAPTER ONE
INTRODUCTION

1.1 BACKGROUND

Firms use borrowed money as an investment strategy to increase their potential return
on investment. An optimal mix of equity and debt will result in the maximisation of a
firm’s value and minimisation of the cost of capital on an overall basis (Sheikh &
Qureshi, 2017). Thus, while the use of borrowed capital or debt to finance assets or
investment in various financial instruments by ‘leveraging’ the firm has long since been
used, theories to understand their underlying motivations only started developing in the
second half of the last century, with the proposition of capital structure irrelevance
introduced by (Modigliani & Miller, 1958).

Since Modigliani and Miller’s conjuncture on the irrelevance of a firm’s capital
structure in perfect markets, literature on capital structure has significantly evolved.
Various theories have been developed over the years offering determinants of leverage
and decision making of firms on their capital structure, though the empirical analyses
of these theories have sometimes offered conflicting results. Some of these theories
include the pecking order theory, trade-off theory, signalling theory, managerial timing
theory, etc. (Miglo, 2010). In some other theories, the concept of “dynamic capital
structure” was introduced which endeavoured to overcome the limitation of static or

one-period capital structure models (Haron, 2016; Sorokina, 2014).



1.1.1 Capital Structure Decisions in Banks and Islamic Banks
It is to be noted that the capital structure of financial firms, especially banks, was
considered significantly different from those of non-financial firms for two reasons:
1) banks take deposits to run their business; and 2) banks are highly regulated by the
governments (Gropp & Heider, 2009). This understanding, nonetheless, was
transcended in last two decades when several researchers attempted to study the capital
structure of banks by applying well-tested corporate finance theories. These studies —
mostly undertaken on banks in advanced economies — demonstrated that apart from
regulatory capital requirements, there are other drivers of bank capital holdings which
are similar to firms in other sectors, and that many banks keep ‘discretionary capital
holdings’ or a ‘buffer’ of capital over and above the stipulated requirements.

One of the initial models on bank capital structure was offered by (Diamond &
Rajan, 2000) who argued that a banks’ capital structure decisions are motivated by
factors distinct from other non-financial firms due to their key role in providing funding
and liquidity to entrepreneurial projects. This was followed by a number of other studies
on bank capital structure such as (Allen & Carletti, 2013; Allen, Carletti & Marquez,
2009; Baker & Wurgler, 2013; DeAngelo & Stulz, 2014; Gropp & Heider, 2009;
Shleifer & Vishny, 2010); and (Sorokina, 2014). All these studies (elaborated in the
literature review), while differ in approach, concur on the significance of studying the
underlying factors and determinants of capital structure in banks, due to their
differentiating characteristics from other firms and their unique business model that
relies on high leverage due to customer deposits and debt-based instruments.

The emergence of Islamic banks on financial sector landscape in mid-1970s as
a niche in some Muslim majority jurisdictions introduced an alternative banking model

with distinct operational and product characteristics, balance sheet structures and risk



profiles. While other sectors in Islamic finance such as takaful, Islamic funds, sukiik,
microfinance etc. have also gained ground over time, Islamic banking remains the
largest segment of Islamic finance with over USD 1,700 billion worth of assets,
covering about 76% share in Islamic finance (IFSB, 2018). The asset growth has also
helped increase the market share of Islamic banking in domestic markets, which has
resulted in enhancing financial inclusion, deepening financial markets and mobilising
funds for development in certain countries (Ahmed, 2009; Bitar, Kabir Hassan &
Hippler, 2018). The Islamic banking sector has achieved a market share of more than
15% of the overall banking sector in over 12 countries, with at least four of these
countries showing a market share of over 50% (IFSB, 2018; IMF, 2018).

At the institutional level, many Islamic banks have grown in size and complexity
and have expanded beyond their border, to become regional and international players.
This growth of Islamic finance, especially Islamic banking across regions, has seen
several Islamic banks achieve sizeable cross-sector activity and market connectivity
which can result in them being considered as domestic systemically important banks by
their regulators (IFSB, 2013). Owing to this significance, and its unique risk profile, the
Islamic banking sector has financial stability implications for the domestic as well as
regional markets (Beck, Demirgiic-kunt & Merrouchec, 2013; M. Hasan & Dridi,
2011; IMF, 2017).

The increasing significance of the Islamic banking sector at domestic, regional
and international levels has resulted in an increase in research and studies on the Islamic
financial sector. Nevertheless, there is still limited literature available on the empirical
investigation of classical capital structure theories on Islamic banks, more specifically
on the determinants which motivate the capital structure decisions in Islamic banks.

Similarly, there is also a dearth of literature on whether capital and leverage



determinants in Islamic banks have common determinants with conventional banks and
firms (Bitar et al., 2018). Investigating the determinants of Islamic bank capital is
important as capital regulation is the key regulatory tool applied by the central banks
and regulatory authorities® as guided by the standards issued by the Basel Committee
on Banking Supervision (BCBS) and the Islamic Financial Services Board (IFSB).
Capital regulation also serves as the primary instrument in the toolkit of
regulatory and supervisory authorities (RSAs) throughout the world to monitor the
performance of their banks, and is an early warning signal for corrective supervisory
action if a bank falls below the stipulated requirements (Mayes & Stremmel, 2012).
That being said, however, the size and scale of global financial crisis (GFC) has shown
that owing to its reliance on risk weights, regulatory capital adequacy ratio (CAR) does
not offer sufficient information to predict an impending distress in a banking institution
(Kellermann & Schlag, 2013). It was the application of different risk weights for various
asset classes that induced banks to engage in financial innovations through off-balance
sheet vehicles, securitisation and financial derivatives, which allowed the banks to
indulge in ‘capital arbitrage’ and increase the leverage ‘without any limits’ (Admati,

2016).

!'In most of the sample jurisdictions, central banks play the role of both the regulatory and supervisory
authority (RSA) for the banking sector. However, in at least two sample countries, the role of bank
regulation and supervision — including that of Islamic banks — is performed by independent bodies such
as Banking Regulation and Supervision Agency (BRSA) in Turkey and Financial Services Authority (or
Otoritas Jasa Keuangan - OJK) in Indonesia. Therefore, while at most places, the terms central bank as
well as RSA have been used interchangeably, in practice they could be different entities. Due to this
distinction, these terms are sometimes used separately in this thesis to refer to different underlying roles
between a financial sector regulator and a supervisor.



1.1.2 Financial Distress Indicators in Islamic Banks

The global standard setter for banks, the BCBS responded to this issue with two key
measures: 1) introducing a non-risk weighted leverage ratio as a ‘backstop’ to CAR,
with the impact of off-balance sheet assets fully considered, and ii) stipulating two new
standardised ratios for liquidity management — Liquidity Coverage Ratio and Net Stable
Funding Ratio. Accordingly, in addition to focusing on the predictive power of CAR
for bank distress, the literature produced post-GFC has also given consideration to the
imposition of leverage ratio and its implications for banking supervision. Some
literature has also suggested several alternative ratios such as gross revenue ratio,
tangible common equity (TCE) ratio, base risk weight ratio etc. with the claim that these
ratios offer better, or at least equivalent, predictive power on bank distress as the
classical CAR.

However, there is fewer literature and studies available in Islamic banking
which have empirically tested the possible metrics that can serve as early warning
indicator of distress in Islamic banks. This could be due to the relative stability as well
as infancy of Islamic banking sector. At the same time, there have not been many
outright liquidations of Islamic banks in past decade or so. Nevertheless, it will not be
correct to state that Islamic banks have been totally immune to any financial distress as
previous studies such as (Abou-El-Sood, 2015; M. Hasan & Dridi, 2011; Pappas,
Izzeldin & Fuertes, 2016) have recorded. For example, some Islamic banks in various
jurisdictions have faced challenges in meeting regulatory CAR, some have been

dissolved, while others have been taken over by supervisors.? There has also been

several Islamic bank mergers or acquisitions due to financial difficulties. Many banks

2 Some Islamic banks in Bangladesh included in the sample have their CAR lower than regulatory
requirements. Similarly, some banks such as Asya Participation Bank in Turkey have been put under
supervisory control in the past.



