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Abstract

The research aims to empirically investigate the banks' capital structure determinants
by considering 386 listed and unlisted banks categorized into 74 IBs, 256 CBs, and 56 HBs
from 20 countries for 2008-2016 based on corporate and regulatory approaches. The main
findings are interesting. From a corporate approach, we find differences between 1Bs, CBs
and HBs regarding the determinants of their capital structure which offer an empirical
confirmation of the reduced information asymmetry in an Islamic finance context. From a
regulatory approach, the findings show similarities regarding the negative impact of deposit
insurance schemes on the regulatory capital for all types of banks. When focusing on IBs, we
evidence that banks subject to Shari'ah-compliant deposit insurance schemes hold lower

capital than those subject to conventional deposit insurance schemes.
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1. Introduction

Banks' corporate governance has become an important area attracting much
international attention, especially after the 2008 financial crisis (De Haan and Vlahu 2016).
Understanding capital structure is essential for banks as it affects their stability and ability to
provide liquidity and credits effectively (Diamond and Rajan 2000). The past quarter-century
of deregulation and the globalization of financial markets, combined with the rapid pace of
financial innovation and the moral hazard caused by frequent government bailouts, caused a
devastating financial crisis (Crotty 2009). Excessive leverage is one of the major causes of
bank fragility during the financial crisis (Crotty 2009). This crisis also highlights the

importance of considering banks' business models (Kohler 2014).

From a theoretical perspective, capital structure has always been a fundamental
dimension of financial analysis, starting from the famous proposition of Modigliani and
Miller (1958). When dealing with banks, the corporate approach of capital structure is
observed to explain the capital structure of these financial institutions (Berger et al. 1995;
Gropp and Heider 2010; Octavia and Brown 2010). Based on the regulatory approach,
regulation and safety nets also significantly impact banks' capital structure (Diamond and
Dybvig 1983; Berger et al. 1995; Gropp and Heider 2010; Octavia and Brown 2010; Allen et
al. 2014). The existing empirical literature on banks are limited in scope concerning
geography, for instance, the study of Gropp and Heider (2010) for listed US and UE banks
and Berger et al. (1995) for listed US banks; or economic context (e.g., Octavia and Brown

(2010) for banks in developing countries).

Islamic banks (Hereafter, IBs) capital structure is different in nature. IBs respect
specific ethical principles (e.g., profit and loss sharing, ban on dealing with interest,
tangibility and transparency requirement, ban on speculation and high risk-taking) making
them distinctive. Such unique characteristics may influence IBs capital structure. Capital
structure is a well-investigated area for conventional banks. For IBs, the capital structure is
also important, and few researches have been conducted on the capital structure. To the best
of our knowledge, no existing study compares IBs’ capital structure with that of conventional
banks (hereafter, CBs) and hybrid banks (hereafter, HBs). For IBs, empirical studies
regarding financial decisions are emerging, and the existing literature considers mainly the

corporate approach to explain IBs’ capital structure (Bitar et al., 2018; Meslier et al., 2020;
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Guizani, 2021, Guizani and Ajmi, 2021). Hoque and Liu (2021) recently considered the
regulatory approach but their study lacks considering the impact of safety nets and deposit
insurance schemes on IBs capital structure. We complement the existing literature first by
comparing three types of banks: IBs, conventional banks (Hereafter, CBs) and hybrid banks
(Hereafter, HBs: conventional banks with Islamic windows) and second by considering the
regulatory approach of capital structure with taking into consideration the impact of Shari'ah-

compliant deposit insurance schemes on IBs regulatory capital.

The research aims to empirically investigate the banks' capital structure determinants
by considering three types of banks. Our sample consists of 386 listed and unlisted banks
categorized into 74 1Bs, 256 CBs, and 56 HBs from 20 countries for 2008-2016. Depending
on the considered approach, we integrate several measures of capital structure. Based on the
corporate finance approach, we identify profitability, market to book ratio, dividend,
collaterals, and size as bank-specific determinants of banks’ leverage. When considering the
regulatory approach, we add regulation and deposit insurance schemes, conventional and

Shari’ah-compliant ones, as additional determinants of banks’ regulatory capital.

The main findings are interesting. From a corporate approach, we find differences
between IBs, CBs and HBs regarding the determinants of their capital structure which offer an
empirical confirmation of the reduced information asymmetry in an Islamic finance context.
From a regulatory approach, the findings show similarities regarding the negative impact of
deposit insurance schemes on the regulatory capital for all types of banks. When focusing on
IBs, we evidence that banks subject to Shari'ah-compliant deposit insurance schemes hold

lower capital than those subject to conventional deposit insurance schemes.

Our results contribute to the literature on Islamic banking, developing markets, and the
broader corporate finance capital structure literature in several important ways. Firstly, no
other study addresses a world-level test of bank determinants of the capital structure under the
three categorizations of IBs, CBs and HBs. Making several sup-samples to examine the
determinants of bank capital structure contributes to a better understanding of whether Islamic
ethical principles affect financial decisions. Secondly, the research considers separately listed
and unlisted banks and contributes to the scarce literature dedicated to the capital structure of
unlisted banks. The previous research focused mainly on listed banks (Caglayan and Sak

2010; Gropp and Heider 2010; Octavia and Brown 2010) or listed non-financial firms (Booth
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et al. 2001; Antoniou et al. 2008; Frank and Goyal 2009). Third, with using common bank-
level measures, we empirically investigate the determinants of IBs financial decisions and

find that standard and regulatory capital structure theories and empirical results can be applied

to IBs.

The rest of this chapter is organized as follows. Section 2 gives the literature review.
Section 3 specifies the research design. Section 4 describes the empirical results, and section 5

concludes.

2. Islamic banks' capital structure and its determinants

2.1.Corporate approach

The corporate finance theories on firm capital structure identified mainly taxation,
bankruptcy costs, information asymmetries, and conflicts of interest as main drivers of firms’
financial structure. These same theories are also considered to explain banks' capital structure
(Berger et al. 1995; Gropp and Heider 2010; Octavia and Brown 2010). Considering the
Islamic finance ethics in the classical theories of capital structure could lead to different
conclusions for IBs. Toumi et al. (2012) conduct a first theoretical explanation of IBs' capital
structure from a corporate approach and suggest that the trade-off arguments are similar, but

the pecking order arguments are weaker compared to CBs.

The trade-off theory suggests that the optimal capital structure results from a trade-off
between tax benefits and expected bankruptcy costs (Modigliani and Miller 1958; Myers
1984). Considering the Islamic finance context, the level of bankruptcy costs could be
theoretically lower compared with CBs. On one side, the religious beliefs of IBs customers
may induce loyalty and decrease default and bankruptcy costs (Abedifar et al., 2013). On the
other side, several features related to Islamic finance make IBs conceptually less vulnerable to
risk and thus reduce default costs (e.g., the traceability requirement in Islamic financial
transactions, the profit and loss sharing scheme, limited access to speculative and risky asset
classes). Based on the trade-off theory contributions, Toumi et al. (2012) suggest that the
capital ratio is lower theoretically due to decreased bankruptcy costs in IBs and that the tax

burden related to liabilities is calculated similarly for both IBs and CBs.



The pecking order theory suggests that firms prefer internal to external financing and debt
to equity due to information asymmetry between firm insiders and outside investors (Myers
1984; Myers and Majluf 1984). From this perspective, banks are highly leveraged as these
institutions are known to be opaque institutions, especially with respect to asset and loan
portfolio risk characteristics and quality (Miilbert 2009). However, information asymmetries
are addressed differently when considering Islamic finance ethics (Toumi et al. 2012).
Transparency in financial contracts and agreements is mandatory, and all stakeholders need to
be morally responsible with respect to each other to avoid a situation of incomplete
information (Toumi et al. 2012; Abdelsalam et al. 2016). All players are required to fulfill the
religious obligation of Amana (trust), forcing them to behave with respect to justice (Adl),
balance (Qist), and perfection (lhsaan) principles. This feature permits each stakeholder to
benefit from equal, adequate, and accurate information, thus reducing information
asymmetries. Furthermore, the traceability requirement in Islamic arrangements, the strong
link with the real economy, and the restricted set of investment opportunities allow outside
investors to have a clearer view of IB assets quality (Toumi et al. 2012). The Shariah
governance ensured by SSB also plays a central role in reducing information asymmetries in
IBs since it ensures that the financial interests of all stakeholders are protected, that IB
behavior complies with Islamic finance ethics, and that the transparency principle is respected
(Toumi et al. 2012; Abdelsalam et al. 2016; Farag et al. 2017). Based on the contributions of
pecking order theory, Toumi et al. (2012) suggest that pecking order arguments are weaker in
IBs as lower information asymmetries is expected in this context, and thus IBs should have a

higher capital ratio compared to CBs.

Third, the agency theory states that firms face a trade-off between equity and non-equity
financing due to agency costs. The optimal capital structure is obtained by arbitration between
debt benefits that reduce agency conflicts between shareholders and managers, and agency
costs of debt resulting from asset substitution effect and conflict of interest between
shareholders and debt holders (Jensen and Meckling 1976; Myers 1977; Jensen 1986;
Williamson 1986; Harris and Raviv 1990). For IBs, the agency structure is more complex
since the corporate structure deviates from the conventional forms and managers act in a
Shariah-compliant manner besides maximizing their shareholders' wealth (Archer et al. 1998),
as revealed in Table 1. Based on the agency theory, Toumi et al. (2012) suggest that the
optimal capital structure in IBs will be obtained by trading off between benefits and costs

related to different agency relationships. They conclude that IBs should have a different
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capital ratio compared with CBs when considering the new and the classical agency

relationships.

Table 1: Agency relationships in IBs

Nature Agency relationship identified in the literature for IBs and comparison with Potential impact on
a1 CBs IB capital structure
(2 3
Shareholders-Liability Lower agency costs in IBs because of the limited
claim holders possibilities of wealth transfers from shareholders
Traditional (Archer et al. 1998; to claim holders due to the impossibility for Favoring liabilities
Safieddine 2009; Toumi et ~ shareholders to engage in speculative and highly claim holders

al. 2012; Abdelsalam et al. ~ risky projects (Toumi et al. 2012).
2016; Farag et al. 2017)

Shareholders-managers Lower agency costs in IBs result from higher moral
(Archer et al. 1998; accountability and required transparency that Favoring equity
Safieddine 2009; Toumi et ~ encourages managers to be morally responsible
al. 2012; Beck et al. 2013; with respect to shareholders (Toumi et al. 2012;
Abdelsalam et al. 2016; Abdelsalam et al. 2016).
Farag et al. 2017)

Additional agency costs in IBs since managers act

New PSIA depositors-managers as agents of PSIA depositors (Toumi et al. 2012).
(with PSIA (Archer et al. 1998; Managers are free to decide how PSIA funds are

depositors) Safieddine 2009; Toumi et  invested and do not empower PSIA depositors to Favoring equity
al. 2012; Abdelsalam et al. ~ monitor their investment through representation in

2016; Farag et al. 2017) the board of directors (Abdelsalam et al. 2016).
Even if the depositors' means of pressure to control
managers appear to be more limited than those of
shareholders, they nevertheless have others mean
through the threat of withdrawing funds; PSIA
holders also exert disciplinary control on managers
via shareholders (Toumi et al. 2012).

Additional agency costs in IBs. Agency conflicts
regarding the bank risk level exist between PSIA

PSIA depositors- depositors and shareholders, but they are far less Favoring PSIA
shareholders important than those between shareholders and debt deposits
(Toumi et al. 2012) holders (because of the similarities of their

incentives). An increase in risk could generate a
wealth transfer from debt holders to shareholders,
but for PSIA holders, the problem is only of non-
optimal risk level (Toumi et al. 2012).

Additional agency costs in IBs result from

New difficulties for the SSB to exert control on
(with the Managers- Shariah managers to ensure that they operate in accordance | Favoring non-equity
Shariah Supervisory Board with Islamic finance ethics. These difficulties or equity financing

Supervisory (Toumi et al. 2012; should be of the same type and magnitude as those

Board) Abdelsalam et al. 2016) extensively studied in the literature on the board of

directors (Toumi et al. 2012). The existence of this
second layer of governance is expected to limit
opportunities for financial misstatements and
consequently moderate the higher agency costs in
IBs (Abdelsalam et al. 2016). The committee is
expected to act in the best interests of all
stakeholders  (shareholders, PSIA  depositors,
claimholders) (Toumi et al. 2012).




Based on the corporate approach, the empirical literature identified mainly market to book
ratio, profitability, collaterals, size, and dividend payout as standard determinants that are
reliably related to firm leverage ( Titman and Wessels, 1988; Harris and Raviv, 1991; Rajan
and Zingales, 1995; Frank and Goyal, 2009). Similar recent studies using the same variables

have emerged for banks (Gropp and Heider 2010; Octavia and Brown 2010).

Regarding profitability, more profitable firms will have more internal funding,
decreasing the need for external financing. Following pecking order, a negative relationship
between leverage and profitability is expected. Trade-off theory suggests the opposite result.
Trade-off theory suggests that profitable firms increase debts because firstly, they find
interesting tax shields, and secondly, they face lower expected bankruptcy costs. The most
profitable firms have more facilities to take on more debt, since the probability of repayment
is higher. As for IBs the pecking order arguments are weaker, we expect a higher impact of

profitability on the leverage ratio for IBs than for CBs.

For collaterals, a high proportion helps firms raise more debts secured by these assets
based on trade-off theory. Based on agency theory, using assets as collaterals limits the ability
of shareholders to engage in risk-taking behavior that significantly reduces debtholders'
exposure to asset substitution effect and increases leverage (Jensen and Meckling 1976).
Pecking order theory suggests that firms with a high proportion of collaterals are less sensitive
to information asymmetries, thus favoring equity. As for IBs the pecking order arguments are

weaker, for IBs we expect a lower impact of tangibility on the equity ratio than for CBs.

With regards to size, large banks would be exposed to a low risk of bankruptcy that
favors leverage following trade-off theory. Large firms have easier access to bank credit
market. Gropp and Heider (2010) and Octavia and Brown (2008) confirm this result for the
banking sector. Following pecking order theory, information asymmetries is lower in large
firms which should encourage equity financing. As for IBs the trade-off arguments are similar
and asymmetry is lower, we expect that size will have a greater positive impact on the

leverage ratio.

Finally, with regards to dividend, the pecking order theory suggests that paying
dividends helps to reduce information asymmetries since it allows information to be
conveyed, thus increasing equity. Dividend-paying firms transmit a good signal regarding

future prospects and could easily attract investors (Lintner 1965). Following agency theory,



shareholders may use dividends as a strategic weapon to discipline managers and align with
their interests. As asymmetry of information and agency conflict should be less important in
IBs, we expect that the impact of dividends should be lower on the equity ratio than the one

expected for CBs.

Regarding market to book ratio, a high value reflects greater investment opportunities
that give shareholders greater choices for future investments. According to the trade-off
theory, firms with high growth investment opportunities have higher bankruptcy costs that
limit leverage. Regarding agency theory, growth options promote the alignment of interests,
and equity financing is thus a choice (Jung et al. 1996). However, if growth opportunities are
low, debt is the appropriate vehicle to discipline managers (Jensen 1986; Stulz 1990). From a
pecking order perspective theory, firms with high growth opportunities and significant
funding requirements will primarily use external financing, which is less subject to
asymmetric information (Myers 1984; Myers and Majluf 1984). We expect that the impact of

market to book ratio on equity ratio will be higher for IBs than for CBs.

From a corporate approach, as the trade-off arguments are similar and the pecking
order arguments is weaker for 1Bs, we expect thus a different impact of standard corporate
determinants (Size, Market to book, Profitability, Collaterals, Dividend payout) on IBs’

capital structure, compared to conventional banks (Hypothesis 1).

2.2.Regulatory approach

Banks differ substantially from non-financial firms by the nature of debts and the
special treatment in the form of government safety net and prudential regulation (Merton
1977; Diamond and Dybvig 1983; Berger et al. 1995; Miller 1995; Macey and O'Hara 2003;
Gropp and Heider 2010; Octavia and Brown 2010; Allen et al. 2014). Such protection from
bankruptcy and the costs of financial distress affects capital requirements for banks (Berger et
al. 1995). From a regulatory point of view, regulators could force riskier banks to hold more
regulatory capital to protect themselves against costs of financial distress (Berger et al. 1995;

Gropp and Heider 2010; Octavia and Brown 2010).

In the Islamic banking context, the ability to engage in reckless economic behavior, as
well as the incentives shareholders to increase risks, are limited firstly by the requirement to

conform to Islamic finance morals and secondly, by the availability of SSB in the governance
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structure that guarantees to all stakeholders' compliance with Islamic finance rules. The
business model of IBs should conceptually allow IBs to pass through adverse shocks more
easily, thereby decreasing the costs of financial distress. We expect a lower impact of risk on

IBs' regulatory capital than CBs (Hypothesis 2).

The government safety net includes deposit insurance, unconditional payment
guarantees, and the entire panoply of regulation and supervision that is not directly related to
capital (Berger et al. 1995; Calomiris 1999). Banks resort to safety nets as a means of extreme
liquidity risk management that stabilizes the financial system and protects small and
uninformed depositors from adverse shocks and associated costs (Diamond and Dybvig
1983). Safety net policies limit depositors’ tendency to overreact by changing the incentives
of depositors (Calomiris 1999). Safety nets tend to reduce the bank level of capital
requirement since their introduction reduces the likelihood of bank failure and isolates banks
from the potential market discipline (Berger et al. 1995). Higher deposit insurance coverage is
thus associated with higher leverage and lower capital requirement in banks than others with
similar portfolios not subject to deposit insurance. IBs hold safer portfolios and, consequently,
less regulatory capital is theoretically required than CBs. IBs do not have to provide liquidity
insurance to Mudarabah-based profit-sharing investment account holders. However, several
studies highlight the divergence between the treatment of investment accounts in practice and
the theoretical conception (Archer and Karim 2006, 2009; El-Hawary et al. 2007; Farook et
al. 2012; Toumi and Viviani 2013). When IBs' returns on investment accounts are weak, their
depositors could exercise power over the IB managers due to their ability to withdraw their
deposits (Toumi et al. 2012; Aysan et al. 2016). To avoid massive withdrawal of funds and
market discipline that IBs' depositors could exercise upon negative information indicating
poor investment returns, IBs may be constructively obliged to manage the payout of profits to
investment account holders, mainly with the absence of adequate tools for that purpose

compared with CBs (Farook et al. 2012; Toumi et al. 2018).

Most IBs do not benefit from Islamic protection schemes in several jurisdictions, and
their deposits are mostly protected under conventional schemes®. Aysan et al. (2016) observe

that deposit insurance affects the incentives of IBs' depositors to exert market discipline as in

® Main differences exist with conventional schemes (IFSB, 2011). First, products covered under deposit
insurance are Islamic deposits and may be extended to PSIAs. Second, members are IBs. Third, premiums are
paid from IBs' funds. In the case of PSIAs, premiums may be paid from PSIAs funds. Finally, expenses incurred
and any investment of premiums should comply with ethical principles of Islamic finance.
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a conventional context. More interestingly, their study reveals that the nature of deposit
insurance, being Islamic or conventional, impacts the intensity of the market discipline of IBs'
depositors. Conventional deposit insurance schemes appear to increase the market discipline
of IBs' depositors, compared with a situation where IBs are protected by Shari'ah-compliant
deposit insurance schemes (Aysan et al. 2015, 2016). IBs' depositors show a greater tendency
to discipline their banks if the deposit insurance lacks religious quality and is not compliant
with Islamic finance rules.

We expect, thus, a different impact of the Shariah-compliant deposit insurance
schemes on the regulatory capital of IBs, compared to conventional deposit insurance

schemes (Hypothesis 3).

3. Research design

3.1.Sample

We consider three categories of banks: Islamic banks (IBs), conventional banks (CBs) and
hybrid banks (HBs: CBs with Islamic windows). We consider both listed and non-listed
banks. In contrast to the literature, which usually examines listed banks (Berger et al. 1995;
Gropp and Heider 2010; Octavia and Brown 2010), we include unlisted banks to give a more

representative picture of the banking sector®.

We collect Data from the Bankscope database. We considered banks with codes C1, C2, and
C* as they publish consolidated financial statements (Mollah et al., 2016). Then, we checked
for the categories of banks. We note that first, some IBs are missingly classified as CBs.
Second, Bankscope does not classify HBs as a third category. To solve such a problem, we
manually scanned the financial services provided by banks through consulting their websites.
We then filtered the remaining banks by considering only countries having both Islamic and

conventional banks.

b Listed banks are typically larger, have significantly higher non-deposit funding, and are usually more closely
monitored by the market than banks that could force managers to expand into more risky non-interest income
activities (Kohler 2014). Listed banks are also controlled by institutional investors with greater expertise in
processing information and monitoring managers and can exert greater control than atomistic shareholders
(Kohler 2014). Furthermore, listed banks usually have a more dispersed ownership structure giving their
managers greater scope to generate private benefits of control than unlisted banks (Barry et al. 2011).
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Our final sample covers 386 banks implemented in 20 countries over the period 2008-2016.

Banks are categorized into 74 1Bs, 256 CBs, and 56 HBs.

Table 3: The country-wise distribution of the sample. Period: 2008-2016

Panel A: Islamic banks Panel B: Conventional Panel C: Hybrid banks | Panel D: All
(IBs) banks (CBs) (HBs) banks
Listed | Unlisted | Total | Listed | Unlisted | Total | Listed | Unlisted | Total Total
Bahrain 4 3 7 4 4 8 1 1 2 17
Brunei 0 1 1 0 1 1 0 0 0 2
Darussalam
Egypt 3 0 3 8 10 18 1 3 4 25
Indonesia 1 5 6 23 21 44 12 5 17 67
Iraq 1 2 3 5 0 5 0 0 0 8
Jordan 2 1 3 9 0 9 0 0 0 12
Kuwait 3 0 3 4 1 5 0 0 0 8
Lebanon 0 1 1 4 29 33 1 1 2 36
Malaysia 1 16 17 3 18 21 0 5 5 43
Oman 0 0 0 1 0 1 4 1 5 6
Qatar 3 1 4 3 1 4 2 0 2 10
Saudi Arabia 4 0 4 3 0 3 4 0 4 11
Singapore 0 1 1 4 9 13 0 0 0 14
Syria 2 0 2 7 1 8 0 0 0 10
Thailand 0 1 1 9 8 17 0 1 1 19
Tunisia 0 1 1 10 4 14 0 0 0 15
Turkey 3 1 4 12 14 26 0 0 0 30
UAE 6 2 8 5 1 6 7 1 8 22
UK 2 0 2 7 11 18 1 5 6 28
Yemen 0 4 4 0 2 2 0 0 0 6
Total 35 39 74 121 135 256 33 23 56 386

3.2.Variables specification

From a corporate finance approach, the empirical literature identified mainly market to

book ratio (MTB), profitability (Prof), collaterals (Coll), size, and dividend payout (Div) that

are reliably related to firm leverage (Frank and Goyal, 2009; Harris and Raviv, 1991; Rajan

and Zingales, 1995; Titman and Wessels, 1988). Similar recent studies have emerged for

conventional banks (Gropp and Heider 2010; Octavia and Brown 2010).

From a regulatory approach, we also consider the bank risk (Risk) and the availability

of an explicit conventional deposit insurance scheme (DeplIns) and an Islamic deposit

insurance scheme (ShDeplIns). We also consider the following control variables, the gross

domestic product per capita (GDP) and Inflation (Inf), as in Gropp and Heider (2010) and

Bitar et al (2018). As for the macroeconomic factors, they reflect the environment in which
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banks operate. In order to avoid effect of outliers, all variables are winzorized at 0.5% and

99.5% (See Table 2).

Table 2: Variables definitions

Variables Definitions Sources
Leverage 1- Equity to total assets Bankscope
RegCapital Tier 1 capital divided by risk-weighted assets Bankscope
Deposits Total customer deposits (current, saving, and term) to total | Bankscope
assets. For IBs, deposits correspond to Mudharaba and non-
Mudharaba based deposits: unrestricted PSIAs + Murabaha
deposits, medium-term Wakala financing + saving accounts
+ current accounts
NDeposits Leverage ratio minus deposits ratio Author's  Calculation
from Bankscope
MTB Market value of assets to book value of assets Bankscope
Prof Return on average assets. Bankscope
Coll Total securities + Cash and due from banks + derivatives + | Author's Calculation
Land and buildings + other tangible assets. from Bankscope
For IBs, there are no conventional derivatives
Size Ln (total assets) Bankscope
Div Dummy variable that takes the value of 1 if the bank pays a | Bankscope
dividend in a given year, zero otherwise
Deplns Dummy variable that takes the value of 1 if explicit deposit | International
insurance is available and zero otherwise Association of Deposit
Insurers www.iadi.org
ShDeplns Dummy variable that takes the value of 1 if there is separate | International
deposit protection for IBs and CBs in a given jurisdiction | Association of Deposit
and the value of O if there is a single conventional deposit | Insurers www.iadi.org
protection scheme for all banks and IFSB  website
www.ifsb.org
Risk In(z-score). The value is equal to In [(return on average | Author's calculation
assets + capital to assets ratio)/Standard deviation of return | from Bankscope
on average assets over three years]
GDP The annualized growth rate of GDP per capita World Bank database
Inflation Inflation rate. World Bank database

3.3.Econometric modeling
We run first the corporate standard regression on Leverage of IBs, CBs and HBs as in
Gropp and Heider (2010). The corporate literature consider Market to book, profitability,
collaterals, size and dividend payout as the main variables explaining firm’s capital structure (
Gropp and Heider 2010; Octavia and Brown 2010; Frank and Goyal, 2009; Harris and Raviv,
1991; Rajan and Zingales, 1995; Titman and Wessels, 1988) (See Eq.1).

Leverage;s = Bo + f1 MTB;_1 + [, Profit—1 + B3 Coll; 1 + B4 Size; 1 + s Div; +
GDP, + Inflation, + ¢, (Eq. 1)
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We then break it down into Deposits and NDeposits to test the standard regression on
leverage components of banks. The corporate finance literature does not explicitly distinguish
between debt and non-debt liabilities. However, the financial structure of banks differs from
non-financial firms by including deposits, a source of financing generally not available to

firms (Miller, 1995). We also consider listed and unlisted banks separately.

In equation 2, we investigate the regulatory approach of bank capital structure, and we test the
potential effect of Risk and the availability of an explicit deposit insurance scheme (DepIns)
on the regulatory capital (RegCapital) and leverage. For IBs, we test the impact of
introducing the Islamic explicit deposit insurance scheme (ShDeplIns) to capture the impact
of IB depositors' market discipline. We also regress the same variables of equation 2 on

leverage and the component of leverage.

RegCapital ;, = By + py MTB;1_41 + P, Profis—1 + B3 Coll;_1 + By Size; 1 +
Bs Div; . + B¢ Risk; ¢+ B, Deplns;, + GDP, + Inflation,+&;, (Eq. 2)

4. Regression results

4.1.  Descriptive statistics

Table 4 provides descriptive statistics. Descriptive analysis reveals that, although 1Bs hold
on average a lower proportion of deposits (65.52 % vs. 66.88 % for CBs and 70.53 % for
HBs), they are observed to have the highest capital ratio (15.8 % for IBs vs. 13 % for CBs and
12.23 % for HBs). Similarly, the regulatory capital ratio for IBs is 17.53 % compared with
16.37 % for CBs and 14.17 % for HBs. Results also show that IBs record on average lower
return on assets (1.10 % vs. 1.26 % for CBs and 1.77 % for HBs). Regarding the market to
book ratio, IBs are observed to have a higher value compared with CBs (1.73 % vs. 1.49 %)
and a lower value than that of HBs (1.93 %). Furthermore, the value of collaterals is lower in
IBs (47.89 %) compared with CBs (51.08 %). HBs are observed to have, on average, a lower
proportion of Collaterals (41.11 %). Regarding bank size, IBs are relatively smaller (14.57)
compared with CBs (14.98). Results regarding risk indicate that IBs have the lowest value on
average (3.31 for IBs vs. 3.73 for CBs and 3.79 for HBs).
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Table 4: Descriptive statistics

Panel A: Panel B: Panel C:
Variables Islamic banks | Conventional | Hybrid banks Panel D: All banks
(IBs) banks (IBs) (HBs)

Mean SD Mean SD Mean SD Mean SD Max Min

RegCapital 17.53 | 842 | 16.37 | 7.42 | 1417 | 431 | 16.18 | 7.23 | 51.04 | 4.67
leverage 84.19 | 10.70 87 824 | 87.76 | 6.41 | 86.61 | 8.57 | 96.96 | 40.09
NDeposits 20.93 | 20.57 | 20.84 | 17.37 | 17.22 | 13.79 | 20.30 | 17.55 | 94.18 | 0.24
Deposits 65.52 | 21.18 | 66.88 | 18.42 | 70.53 | 15.04 | 67.21 | 18.52 | 9546 | 2.25
MTB 1.73 1.24 1.49 | 0.88 1.93 1.02 1.62 | 1.001 | 7.96 0.02
Prof 1.10 2.47 1.26 1.64 1.77 1.28 1.31 1.78 | 11.17 | -10.3
Coll 4733 | 21.40 | 51.08 | 21.64 | 41.11 | 13.48 | 48.93 | 20.88 | 99.48 | 8.48

Div 0.48 0.46 0.47 0.34 | 0.56 0.29 | 048 0.37 1 0

Size 1457 | 1.50 | 1498 | 2.06 | 15.68 1.6 1501 | 1.94 | 21.55 | 7.81
Risk 3.31 1.11 3.73 1.11 3.79 1.02 3.67 1.11 6.91 0.14
Inflation 478 434 | 444 3.57 4.83 344 | 4.56 371 | 26.17 | -15.1
GDP 5.04 5.39 54 4.32 5.28 3.58 532 | 446 | 53.23 | -10.1

Table 5 provides the matrix of Pearson correlation coefficients and indicates a relatively
weak association between the variables on average. MTB appears to be positively correlated
to Prof implying that banks with high market-to-book ratio tend have high profitability.
Besides, a positive relationship is observed between Prof and Div suggesting that banks with
high profitability tend to pay high dividend. A similar relationship is detected between Prof
and Risk showing that high profitable banks tend to be riskier. Furthermore, greater banks
(Size) tend to pay more dividends (Div) and record higher levels of Risk. Finally, the negative
correlation between Deplns and Risk highlights that riskier banks tend to benefit more from
deposit insurance schemes. Finally, we note that no problem of multicollinearity is detected

based on VIF tests.

Table 5: Correlation matrix

MTB Prof Coll Size Div Deplns | Risk Inflation | GDP
MTB 1
Prof 0.12* 1
Coll -0.11% | -0.05%%* 1
Size 0.02 -0.001 | -0.22™ 1
Div -0.01 0.18™ | 0.009 | 0.17™ 1
Deplns -0.12" | -0.12™ | 0.09" | -0.02 | -0.10™ 1
Risk -0.09" | 0.18™ | -0.04* | 0.11™ | 0.23*" | 0.07™ 1
Inflation 0.16" | 0.18™ | 0.022 | -0.14™ | -0.01 |-0.034*| 0.05™ 1
GDP -0.05 | 0.09" | 0.037 | -0.19" | 0.001 | -0.28" | -0.08" | 0.15 1

w% ** and * correspond respectively significance at 1%, 5 % and 10 %
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4.2.Regression results: the standard corporate approach

Table 6 presents the results related to capital structure determinants based on the
corporate approach. Models 1 and 2 give results related to the determinants of banks’

leverage, whereas Models 3-6 present results related to leverage components.

Models 1 and 2 give results on the determinants of leverage for listed and unlisted
banks, respectively. When considering listed banks, the findings show the significance of all
variables at 1 % and 5% levels and suggest that the standard determinants of capital structure
apply to listed banks. These findings align with those of Gropp and Heider (2010) for listed
US and EU large banks and those of Octavia and Brown (2010) for banks in developing
countries. A pure regulatory view is thus observed to be not the only explanation for the

capital structure of listed banks; the standard corporate approach also contributes to it.

Globally, we find that larger listed banks with the greater market to book ratio, greater
dividend payout, lower profitability, and lower collaterals tend to be more leveraged. Our
results align with those of Octavia and Brown (2010) for listed banks in developing countries
but are slightly different from those of Gropp and Heider (2010) for listed banks from
developed countries. For instance, one possible explanation for the positive relation between
market to book ratio and bank book leverage is that a high value reflects overpricing in the
capital market. As suggested by the pecking order theory, the high degree of information
asymmetry between the bank insiders and the market therefore results in banks issuing more
debt (Octavia and Brown, 2010). In addition, the positive relation between dividends and
bank book leverage indicates the relatively higher cost of having equity. Banks that commit to
paying out dividends to their shareholders prefer to finance their operations with debt.
Furthermore, the negative association of profitability with leverage could be explained under
the pecking order theory that argues that firms prefer internal financing over external funds,
allowing more profitable firms to be less levered over time. Finally, the negative impact of
collaterals could also be explained under the pecking order theory that suggests that banks
with a high proportion of collaterals are less sensitive to information asymmetries, thus

favoring equity and lowering leverage.
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Regarding unlisted banks, the standard corporate regression explains less bank
leverage ratio with only profitability and size having a negative and positive impact
respectively at the 5% and 1 % significance levels. Larger unlisted banks with lower
profitability tend to be more leveraged than listed banks. Our results are in line with Bitar et
al. (2018) suggesting that the effect of classical determinants on the capital ratios of banks is
also driven by the disciplinary role that the financial markets play in the capital structure

decisions of publicly listed banks, compared to unlisted banks.

Table 6: Capital structure determinants. All banks. Period 2008-2016

Leverage Deposits Ratio (Deposits) Non(—ll\?gi);zlstistsliano
Listed Unlisted Listed Unlisted Listed Unlisted
(H (2) 3) 4) 5) (6)
MTB w1 1,02%%% -0,12 0,75%%*
(Std Err) 0.2) 0.3) 0.2)
Profy; —0,86%** -0,08%* -0,4%%* 0,45 -0,31 -0,49
0.1) 0.1) 0.3) 0.5) 0.3) (0.55)
Coll; -0,001* -0,01 -0,07** -0,06 0,03%* 0,06
(0.02) (0.01) (0.05) (0.05) (0.04) (0.05)
Div 1,50%#%%* -0,6 0,06 -0,07 0,75 -7.9
(0.6) 0.5) (0.8) (2.12) 0.8) (2.00)
Lisize) 1 2,30%%* 3,6%** 0,54%%* 0,24 4,21 %% 3,64%*
(1.2) 0.5) 1.7) 2.1 (1.6) 2.1)
Inflation -0,07#** 0,04 0,06 -0,15 -0,01 0,19
(0,05) (0,07) (0,05) 0,1) (0,06) 0,1)
GDP -0,01 0,09 -0,09 -0,25 -0,01 ##** 0,35
(0,06) (0,07) 0,1) 0,2) (0,09) (0,18)
Constant 49,5%%* 32, 2%%% 65,2%%* 65,7%%* -52,7%* -37.4%*
(5,98) 8,7) 3,7 (33,2) (26.54) (8,92)
R? 0,33 0,38 0,17 0,06 0,21 0,03
Wald Chi 2 1,24 %#3%% 1,50%:%* 3,48 %% 7,06%** 9,6% 7,15%%*
N. Obs. 805 596 800 582 800 590

wHk Rk F denote statistical significance at 1%, 5% and 10% level respectively.

When splitting the sample into 1Bs, CBs, and HBs as shown in Table 7, the results
confirm the contribution of the standard corporate approach in explaining leverage mainly for
listed banks. We observe some differences between all categories of banks confirming the
hypothesis 1. Globally, we find that larger listed IBs and CBs with greater market to book
ratio, greater dividend payout, lower profitability, and lower collaterals tend to be more
leveraged, which aligns with those of Octavia and Brown (2010) for listed banks in
developing countries. The results for IBs are consistent with Bitar et al. (2018) when focusing
in the impact of size, profitability, and collaterals on leverage. Our results for IBs are also

similar to Hoque and Liu (2021) findings regarding profitability, size, collaterals, and MTB.
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Furthermore, compared to listed CBs, market to book and collaterals are observed to
have approximately the same significant impact on non-equity financing of listed IBs. In
contrast, size and profitability have a significantly greater impact on leverage (Models 1 and
3, table 7). As for IBs, the trade-off arguments are similar, and asymmetry is lower, size
appears to have a greater positive impact on leverage for IBs than CBs and HBs for both listed
and unlisted banks. Similarly, we find a higher impact of profitability on leverage for IBs than
for CBs due to the weaker arguments of the pecking order theory in IBs. For the same
arguments, dividend payout has a lower impact (insignificant) on leverage in IBs than CBs.
Finally, when focusing on unlisted banks, the standard corporate approach appears to explain

better IBs' capital structure (Model 2).

Table 7: Corporate finance approach. Period 2008-2016. The dependent variable: Leverage

Panel A: (IBs) Panel B: (CBs) Panel C: (HBs)
Listed Unlisted Listed Unlisted Listed Unlisted
ey 2) 3) ) 5 (6)
MTB w1 0,78** 0,74%%* 0,47+
(Std Err) 0.4) 0.2) 0.2)
Prof 1 -0,54%%* -0,41 -0,15 0,09 0,18 0,06%%*
0.1) (0,3) (0.20) 0,5) 0,4) 0,3)
Coll s —-0,06%* —-0,06%* —0,06%** 0,03 0,13%#%* -0,02
(0.04) (0.03) (0.02) (0.04) (0.8) (0.02)
Div 0,23 —2,48%%* 0,85% 0,04 -0,36* 1,48*
0.9) 0,9) (1,1) (1.2) 0,5) (0,80)
Sizewt 5,53%%% 5,00%* 1,39%%#%* 3,00%* —1,27%% 0,64
(0.66) (1,8) (2,08) (1.6) (1,5) (1,2)
Inflation -0, 15%%* 0,05 —0,10%%* 0,02 0,06 0,004
(0.09) 0,1) (0,06) (0.08) (0,08) 0,07)
GDP 0,01 %#%* -0,04 0,08 0,21** -1,18%%* -0,14
(0.15) (0.1) (0.06) (0.08) (0.06) (0.08)
Constant 13,2 15,62 66,5%*% 37,9%%% 102,8%*%* 78,9%%*
(13,5) (27,9) (7,4) (3,26) (8,75) (19,4)
R? 0,47 0,45 0,35 0,43 0,19 0,53
Wald Chi2 1,87%#%%* 11,48* 1,008#** 3,64 %%* 2,6%%* 1,65%*%*
N. Obs. 160 138 519 376 126 82

k% * denote statistical significance at the 1%, the 5% and the 10% level, respectively

Models 1 to 12 in Table 8 present the estimation results of the standard corporate
regression on deposit and non-deposit ratios for IBs, CBs and HBs. Empirical results show an

effective substitution between deposit and non-deposit liabilities.
Globally, we find that the corporate approach works less for the components of
leverage, and the variables of the standard corporate finance approach do not retain their

importance. When considering the R? in Table 6, we observe that values are higher for
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regressions on bank leverage than regressions on bank deposit and non-deposit liabilities. The

standard corporate models’ weak explanation power is also confirmed when we consider each

bank type separately, where fewer variables are significant in the standard corporate approach

(see Tables 7 versus 8). These results are consistent with regulation as a second approach to

explain capital structure. Our results are in line with Berger et al. (1995) and Gropp and

Heider (2010) who argue that corporate capital structure theories cannot be fully applied to

banks due to regulation and the specific capital structure of banks where deposits are an

essential component in financing sources.

Table 8: Corporate finance approach. IBs, CBs and HBs. Period 2008-2016
The dependent variables: Deposits and Non-Deposits Liabilities

MTB i
(Std Err)

Prof .1

Coll ¢

Div

Ln(size) t-1

Inflation

GDP

Constant

RZ
Wald Chi2
N. Obs.

Panel A: Islamic banks (IBs)

Panel B: Conventional banks (CBs)

Panel C: Hybrid banks (HBs)

Listed Unlisted Listed Unlisted Listed Unlisted
Dep NDep Dep NDep Dep NDep Dep NDep Dep (9) NDep Dep NDep
)] @3 3) “ (%) (6) @) (®) (10) 1n (12)
0,5 0,12 -0,30  0,88** 0,21 0,26
(0.6) 0.5) 0,3) 0.4) 0.5) 0,4)
-0,02 -0,51 0,71 -1,04 0,11 -0,29 0,76 -0,63 -1,02% 1,08 1,8%* -1,76
0.4) 0.4) (1.5) (1.3) 0,3) 0.4) 0,5) 0.4) 0.8) (0.77) (1,7 (1,5)
-0,16%* 0,10 -0,44%* 0,36%* 0,01 -0,05 0,18%%* -0,10 0,06 0,04 -0,01 -0,01
(0.07) (0.06) 0,2) 0,1) (0,05) (0,05) (0,08) (0,08) (0.19) (0.14) 0.1) 0.1)
068 -0,56 -3,45 1,28 -1,17 1,89 -0,06 -0,07 -0,97 0,74 4,63 -3,15
(2.04) (1.7 (3.5) (3.8) (1,1) (1.3) 1.7) (1,7 (0.87) (0.87) (3.3) (2,6)
-1,24 -0,14%%* -11,7 16,09* -0,73  4,30* 1,40 2,15 -5,47* 5,25%% 2,98 —2,3Hk*
(4.03) (0.99) (10,03) (9,03) 2,1 2,1 3.1) (3,04) (3.07) (2,23) (3.00) (2.3)
-0,04 -0,10 -0,36 0,45 -0,09  -0,02 —0,24%%* 0,26* 0,09 -0,02 0,77%  =0,76%*
0.1) (0.14) (0.6) (0,53) (0,06) (0,07) 0,1) 0.5) (0.09) (0.09) 0.3) 0.3)
-0,1%** 0,07 -0,64 0,65 0,07 -0,01 -0,20 0,39 0,003 -0,19 -0,94 0,80
0.3) (0.25) (1.14) 1,02 0,1) 0.1) 0.3) 0.2) 0.1) (0.14) 0.7 0.7
96,8 -81,1%* 26,37 -23,56 | 80,8** -50,1 33,59 =5,50 | 99,1***  —79,6%* 16,44 62,4
(21,16) (41,5) (15,8) (14,31) | (344) (36,0) (48,6) (46,2) (45.8) (33.,8) (46,3) (34,5)
0,34 0,13 0,16 0,05 0,23 0,33 0,10 0,06 0,16 0,13 0,34 0,23
3, 4%k D 4k 5,8%%% 4,17 5,1%%% 5 Sk 7, 1% 4 D%k 5,8%%% 1,38k 3,7k 9,3k
160 160 131 135 514 514 369 373 126 126 82 82

wkx Rk ¥ denote statistical significance at the 1%, the 5% and the 10% level, respectively

4.3.Regression results: the regulatory approach

Table 9 and Table 10 report results based on the regulatory approach. The variables

Risk and the availability of deposit insurance schemes are added to all regressions as

explanatory variables.

As shown in Models 5-8 in Table 9, Risk is observed to have a significant positive

(negative) impact on deposit liabilities (respectively non-deposits). The higher risk the outside
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investors face, the more discount they demand on the price of issued securities. Consequently,
banks will prefer financing through free-risk debt or low risk-debt instead of equity. However,
when splitting the sample into IBs, CBs and HBs (Table 10), we find that risk drives the
regulatory capital only for conventional banks. The impact of risk appears lower for IBs,
confirming our second hypothesis Hyp 2. From a regulatory point of view, regulators could
force riskier banks to hold more regulatory capital to protect themselves against costs of
financial distress (Berger et al. 1995; Gropp and Heider 2010; Octavia and Brown 2010). In
the Islamic banking context, the ability to engage in reckless economic behavior, as well as
the incentives shareholders to increase risks, are limited firstly by the requirement to conform
to Islamic finance morals and secondly, by the availability of SSB in the governance structure

that guarantees to all stakeholders' compliance with Islamic finance rules.

Table 9: Regulatory approach, all banks. Period 2008-2016

Regulatory capital Leverage Deposits ratio Ndeposits ratio
(H (2) (3) 4) (5) (6) (7N (3)
Listed Unlisted Listed Unlisted Listed Unlisted Listed Unlisted
MTB 0.02 0.76%%* 2.64%%% -1.94 %%
(Std Err) 0.17) 0.2) 0.4 (0.37)
Prof 0.56%*% 1.45%*%* -2.01%** -1.24%%* -2 31%%* -1.61%* 0.41%*% 0.63
(0.15) (0.26) (0.14) 0.21) 0.3) (0.71) (0.29) (0.66)
Coll s 0.04**%* 0.04**%* -0.001 -0.01 -0.01 -0.05 -0.005 0.03
(0.01) (0.01) (0.01) (0.01) (0.02) (0.04) (0.02) (0.04)
Div 0.19 -0.09 0.97* 0.12 2.71%* 7.04%%% -1.64 -6.85%**
0.5) (0.73) 0.5) (0.65) (1.21) (2.28) (1.05) (2.15)
Size.; -0.61%** -1.14%%* 1.01#%* 1.96%%* -1.85%%* 2.04%%% 2.57%%% 0.01
0.11) (0.19) (0. 13) 0.17) (0. 24) 0.57) (0.22) (0.53)
Risk -0.06 -0.26 0.24 -0.13 1.67%#%%* 1.82%* -1.41%%* -2.56%**
(0.18) 0.27) (0.19) (0.24) (0.19) (0.86) 0.37) 0.79)
Deplnsurance -0.65%%* -1.51%%* 0.75%%* 0.45 -1.61°%* -1.86 2.38%** 2.47%*
0.3) 0.27) 0.3) 0.41) 0.71) (1.47) (0.64) (1.4)
. 0.03 0.04 -0.13%** 0.13* -0.01 0.50 -0.15% 0.50
Inflation
(0.04) (0.09) (0.04) 0.07) (0.09) (0.28) (0.08) (0.28)
GDP -0.13%%* -0.11 0.36%%* 0.06 0.55%%* -0.15 0.20%* -0.15
(0.04) (0.11) (0.04) (0.07) (0.11) (0.28) 0.1) (0.28)
Constant 22.69%** 31.7%%% 73.05%%*%  60.03%** 88.7*** 28.02%%* -13. 1% 33.68%%*
(2.04) (3.37) (1.87) (2.85) (4.38) (2.85) 3.9) (9.42)
Wald Chi 2 45.5%%* 86.03*** | 260.9%** 164.7%** 31.4%%% 71.85%%* -13. %% 71.85%%*
R2 0.10 0.23 0.29 0.30 0.20 0.07 0.20 0.05
Number of
189 197 189 197 189 197 189 197
banks

Besides, results in Table 9 reveal that deposit insurance schemes are negatively
associated with the regulatory capital at 5 % and 1 % level for listed and unlisted banks,
respectively (Models 1 and 2). We also find that listed banks under the protection of deposit

insurance schemes tend to have higher leverage (Models 3 and 4). Our results are consistent
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with the related theory on the effect of regulation and safety nets on capital structure. Safety
nets tend to reduce the bank level of capital requirement since their introduction reduces the
likelihood of bank failure and isolates banks from the potential market discipline (Berger et al.
1995). The introduction of deposit insurance schemes in banks leads thus to lower capital
levels and higher leverage compared to banks with similar portfolios not subject to deposit
insurance (Berger et al. 1995). Our result is consistent with these banks having better access
to debt markets because they may be less likely to default as we observe a significant positive

impact on non-deposit liabilities for listed and unlisted banks (Models 7 and 8, Table 9).

Table 10: Regulatory approach. IBs, CBs and HBs capital structure determinants. Period: 2008-2016
The dependent variable: The regulatory capital (RegCap)

Panel A: Panel B: Panel C: Panel D:
Islamic banks Conventional banks Hybrid banks All banks
(IBs) (CBs) (HBs)
Listed Unlisted Listed Unlisted Listed Unlisted Listed Unlisted
1 2 3) (C)] (5) ©) @) )] ©® (10)
MTB -0,13 -0,003 —0,56%* —-0,39* —-0,46*
(Std Err) (0.63) (0.5) 0.2) 0.2) 0.2)
Prof ., 0,86%* 0,88%* 0,28 0,4% 0,002 1,33%:* 0,83 -0,31 0,53%* 0,68
0.4) 0.3) (0,25) (0.24) (0.3) 0.5) 0.5) (1.5) 0.2) 0.2)
Coll,, -0,04 -0,04 0,03 0,07 0,05 0,002 0,02 0,08 0,02 0,02
(0.03) (0.03) (0.04) (0.05) (0.03) (0.03) (0.05) (0.06) (0.02) (0.03)
Div 1,87* 2,01% 0,27 1,41 -0,02 =35 -2,29%* 0,3 0,19 -1,02
(1.06) (1.07) (1.1) (1.22) 0.7) (1.5) 0.9) (1.9) (0.6) 0.9)
Size., -3,56%* -3,4%% -1,14 -0,25 —0,81%  —=2,32%#* -0,93 -0,89* B o N Wit
(1.6) (1.6) (1,08) (1.02) 0.4) (0.5) (0.6) (0.6) 0.4) 0.4)
Riske, -0,27 -0,26 0,76 0,41 0,46%* 0,41 -0,6%* 0,7 -0,06 0,33
0.4) (0.5) (0,67) (0.58) 0.2) 0.4) 0.3) (0.8) 0.2) 0,2)
Deplnsurance -1,46 -2,9kskk -0,60 -0,67 -0,68 -0,86 -0,89%:* 1,46%*
(1.3) (1,33) 0.9) (1.1) (1.1) 2.7) 0.7) 0.7)
-0,51 -5,48%#*
ShDepInsurance (2.06) (1)
Inflation -0,04 -0,03 -0,17 -0,15 0,13%:k* 0,19* -0,10 0,20 0,06 0,04
0.1) 0.1) 0.2) (0.3) (0.04) (0.11) 0.1) 0.2) (0.04) (0.09)
GDP -0, 4% () 4otk -0,6 -0,99%* -0,13 -0,31* 0,03 -0,16 -0,13%:* -0,23
0.1) 0.1) 0.4) 0.4) (0.09) (0.18) 0.1) 0.1) (0.07) 0.1)
Constant 75,8%kk - T) 4k 33,2% 19,3 25,3%#% 5D Gk | 3F sk D Gk | 33 ek A7 Ak
(26.5) (26.4) (17,2) 17,2) (2.45) (10,5) (11,2) (9.08) (6,8) (7,7)
R2 0,38 0,37 0,46 0,35 0,14 0,44 0,28 0,21 0,13 0,23
Wald Chi2 5,08%#% 5 1@%** | D5 Skk  5() FQwEE | ] (5%* 6,1* 8,86* T4,73%%x |13 5 14,8%*
Number of 117 117 78 78 345 213 108 52 566 335
banks

*k% %% and * denote statistical significance at the 1 %, 5 % and 10 % level respectively.

However, when considering the different categories of banks, the significant negative
impact of explicit deposit insurance schemes on the regulatory capital is only confirmed for
unlisted IBs (see Table 10). Regarding IBs, the Shari’ah-compliant deposit insurance scheme
has a more pronounced significant negative impact on the regulatory capital than the
conventional deposit insurance scheme, confirming our third hypothesis (Hyp 3). Our results

indicate that IBs under Shari'ah-compliant deposits insurance scheme tend to have lower
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capital requirements (Models 3 and 4, Table 10). Our findings are in line with Aysan et al.
(2016), who found that conventional deposit insurance increases IBs depositors' market
discipline, compared with a situation where IBs are under the protection of Islamic deposit
insurance. In light of this conclusion, IBs subject to Islamic deposit insurance face lower
market discipline and thus the related liquidity problems which lead to lower capital
requirement compared with banks subject to conventional deposit insurance schemes.

Conclusion

The objective of the chapter is to understand the capital structure of IBs, CBs, and
HBs. We build on the theoretical contributions of the classical financial theories to explore the
impact of Islamic principles on the capital structure of banks. We have considered both
corporate finance and regulatory approaches. We empirically investigated factors that
significantly affect IBs, CBs, and HBs capital structure by considering listed and unlisted
banks. Depending on the approach considered, we integrate several measures of capital
structure.

Regarding the corporate approach, we identify profitability, market to book ratio,
dividend, collateral, and size as specific bank determinants of capital structure. When
considering the regulatory approach, we add risk and deposit insurance schemes as additional
determinants. To conduct our analysis, we make several sup-samples and run panel
regressions. The sample includes 386 banks categorized into 74 IBs, 256 fully-CBs, and 56
HBs from 20 countries for 2008 - 2016. In sum, from a corporate finance approach, we
assumed that the trade-off arguments are similar but that the pecking order arguments are
weaker due to lower information asymmetries in the Islamic finance context. The differences
captured between the regression results for IBs, CBs and HBs offer a first empirical
confirmation that the information asymmetries are less important in IBs, thus changing the
equity and non-equity financing level and the extent of the impact of determinants. When
considering the regulatory approach, we find that impact of Islamic deposit insurance is
observed to be negatively and significantly important, revealing that IBs subject to Islamic
deposit insurance hold lower capital requirement levels than other IBs subject to conventional

deposit insurance.

The results presented extend the literature on bank capitalization in developing and
Islamic financial markets and has important policy implications. As current international

financial markets and regulatory standards evolve in order to develop sound financial systems
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and bank governance, our results help explain how Islamic bank managers choose between

debt and equity financing, especially in developing countries.

For research limitations, the study has not constructed a new capital structure theory
specific to IBs but only apply the classical concepts and theories of capital structure
(information asymmetry, agency theory, trade-off theory, pecking order theory) to the Islamic
context. Despite these interesting results, the determinants of capital structure of IBs cannot

probably be explained only by traditional capital structure theories.

For future research, specific theories should be developed to discover specific
determinants of IBs’ capital structure. Exploring these new determinants requires considering
the presence of dual governance systems and the ethical constraints. This specific framework
is necessary to avoid applying models grounded on expected utility maximization choice

theory in a context where ethical objectives and constraints are important.
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