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Abstract

This study investigate the impact of capital structure on the Islamic banks performance
during 2008-2013. Selected a sample of 5 Islamic banks on the basis of availability of
data. From the findings of the study demonstrate that the impact of capital structure and
size is positive and significant on Islamic banks performance. However, Assets Growth is
negatively and statistically non-significantly associated with banks performance.
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1. Introduction

Capital structure is the combination of debt and equity that a firm uses to finance
its business (Damodaran, 2001). Miller and Modigliani (1958) recommended that, under
perfect capital market, there is no change in debt and equity financing as regard to the
value of the firm. Hence, financing choice adds no value. Evidence recommended that
this does not hold in reality. Although, capital structure is one of the essential financial
decisions for any corporate firm. Furthermore, the impact of capital structure choice will
help the firm’s ability to deal with its competing situation. Moreover, capital structure of
a corporate organizations is a combination of equity and debt that a firm uses to improve
its business operation. Therefore, specific strategy of a firm should deal with the suitable
combination of equity and debt to finance its assets. Capital structure decisions, not only
involve investment decisions for a business organization. It includes a massive amount of
funds and has long term implications for a corporations. However, Modigliani and Miller
(1958) examined and discussed that capital structure is not relevant in an ideal situation, a
capital market with, investor’s homogeneous expectations no transaction costs associated
with debt and no taxes.
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In 1963, Miller and Modigliani proposed the presence of corporate taxes a firm apply
debt as much as possible in order to increase firm value by increasing the tax shield
benefits. The capital structure decision with the firm performance was suggested in
several numbers of theories include the tradeoff theory, pecking order theory and agency
cost theory. Pecking order theory suggest that firms will mainly rely on inside funds and
if the funds are not enough to meet organizational goals then they will go for debt
financing and at the end issue equity to cover any remaining requirements (Majluf &
Myers, 1984). Gleason, Mathur and Lynette (2000) recommend that use of various levels
of equity amount and debt amount in the firm’s capital structure is one of the firm exact
strategies utilized by executives to increase firm’s profitability. Therefore, organizations
try to develop its competitive edge in the marketplace through a combination of equity
and debt (Myer, 2001). James and Headlock (2002) concluded that corporate firms prefer
debt financing because they assume a higher return. Moreover, leverage improve firm
performance (Champion, 1999).

A number of studies was elucidated to analyze the subject to examine the impact
of capital structure on organization profitability. Some studies prove that there is positive
impact of capital structure on organization performance. Roden and Lewellen (1995)
revealed significantly positive association between capital structure and organization
performance. Moreover, same results demonstrate by (Berger and Patti (2006); Chien and
Cheng (2010); Jang and Park (2013) Psillaki and Margaritis (2007). However, some of
the studies conclude inverse relationship between capital structure and firm financial
performance. (Chakraborty, 2010; Ebaid, 2009; Gleason, 2000; Hayajneh & Soumadi,
2012; Paudyal & Guney, 2008). Mujahid and Malik (2014) banks play a primary role in
the economic performance through their financial intermediation function, monetary
policy mechanism and in providing economic stability.

Globally various research work conducted to investigate the impact of capital
structure on Islamic banks performance in different region with a different time periods.
However, limited number of studies done due to the fact that data of Islamic banks have
been unavailable due to their recent growth (Merchant, 2012). In the context of Pakistan
small research work is investigated. Therefore, this study pursued to fill the research gap
and to investigate the Impact of capital structure on the financial performance of Islamic
banks in Pakistan.

2. Literature Review

Miller and Modigliani (1958) the widely known theory of “capital structure
irrelevant proposition” presented that leverage does not influence the organization value
under perfect market situation. Miller and Modigliani indicated that in ideal world there
is no transaction cost associated with funds raising, no tax effect and all information
provided by organization is reliable then capital structure does not influence an
organization value. Hamaada (1969) and Satiglitz (1974) support the theory. However,
this theory was based on expectations which in contradiction with real world. Where
organizations generally utilize an optimum level of debt (Campello, 2006). Miller and
Modigliani Irrelevancy theory of has been criticized on the base of the Irrelevance theory
undertakes perfect market situations and balanced economic behavior according to

Ullah, Ilyas, Khan & Khan 80 ISSN: 2520-0739



Journal of Business and Tourism Volume 01 Number 01
January — June, 2015

Chaganti et.al. (1995) theory restricted and only applicable for small business firms. After
their initiative demonstration present that capital structure is irrelevant to organization
value, In 1963 Miller and Modigliani reviewed their theory of capital structure by adding
corporate tax assistances as an element of the capital structure. In this new aspect,
important component of taxation is the recognition of interest as tax deductible
expenditure. To support this dispute, Miller and Modigliani describe that a firm increase
debt financing will partially benefit from low tax payment called tax shield. M&M
indicate that a firm increase its debt financing can get more profit and increase firm value
because increase in debt finance also increase the tax shield benefits for the firms.

M&M theory support for other theories that are proposed by other scholars with
the attention of other market limitations. Majluf and Myers (1984) elaborated this theory
they says that a firm will primarily depend on internal source of financing, no chance of
information asymmetry firm will produce high returns are expected to utilize less debt. In
addition, Mackling and Jensen (1976) has advanced agency theory where they conclude
that agency costs are those costs that are attached the agent, monitoring expenses by the
principal and an outstanding loss. The presence of agency problem arises owed to the
clashes among business executives and shareholders or between debt holders and
shareholders, to reduce the agency cost use of debt more reliable tool for it. Leverage can
force executives to produce and pay out cash, just because interest expenses are
mandatory. Interest expense will decrease the amount of residual cash flows. Thus, debt
is observed as a sensible method to decrease the agency costs. Newman and Kinsman
(1998) recommended that advanced levels of debt are associated with lower firm
performance based on the association amongst three analyzes of debt level. The finding
reveals that short-term debt was negatively associated with earnings but positively
associated with long-term debt. Though generally results determine an opposite
association between debt and firm performance. Chhibber and Majumdar (1997) support
this result because this research study indicate a negative association, which is not in
consensus with agency theory as generally recognized. Furthermore, size found to be
positively associated with firm performance.

Gleason et.al. (2000) investigate the association between performance and
leverage by ROA. The findings show that debt has a negative and significant impact on
performance. Research by Lara and Mesquita (2003) indicate that long-term debt has
negative sign while a short-term debt has a positive sign. It also recommended that short-
term debt is exercise among the most effective firms; short-term debt easily rises from
financial organizations. Sipahioglu and Philips (2004) investigate the association between
capital structure and firm performance and find insignificance association between
financial performance and firm debt level. This result is inverse with earlier research was
done by Miller and Modigliani (1963) in which they illustrates that debt does not
directed to higher returns and performance as indicated in information asymmetric theory,
but could recently devote to low performance as indicated in agency theory. This
investigation recommended that the organizations that have a lower level of debt perform
better than firms have a high level of debt. Abor (2005) investigate the 22 firms listed in
the Ghana results indicates that short-term debt has positive and statistically significant in
association with return on equity. Short term debt is less costly than long term debt as
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results show positive and significant but increase in long term debt decrease organization
profitability. While for total debt the result shows positive association, increase in debt
level will lead increase in profitability. The result also shows positive association for both
sales growth and firm size. These findings support the James and Hadlock (2002) where
more debt use by profitable firms. However, Carpentier (2006) findings shows no
significance correlation between change in debt and change in value. Only size and
profitability found significant which are positively associated with change in value in
each variable. While assets growth is not significant to change in value. Abor (2007)
initiate a negative association between all the dimensions of the capital structure and
organization performance in the study of Ghana.

In study sample of South African organizations found short term debt statistically
significant and have a positive impact with return on assets it illustrate that short term
debt is implied to be comparatively less costly, increasing short run funds is due to low
interest rate and in return get high profit. The result shows negative association for long
term and total debt. Because long term debt charges higher, cost and gets low returns.
These findings support the Abor (2005) study. Furthermore, study found positive
significant for size and a negative result for sales growth on return on assets (ROA)
(Abor, 2007). Raheman (2007) conducted a study of 94 corporate firms listed in
Islamabad Stock Exchange (ISE) Regression and Pearson’s correlation analysis find the
relationship of capital structure with firms profitability, after evaluating financial
statements of the firms it is proved that capital structure has impact firm profitability.
Malekian, Lotfollahpour & Bagheri (2012) analyze the 400 firms from 12 sectors listed in
Tehran Stock Exchange (TSE); the study indicates that positive association among capital
structure and firm performance. Priya and Nirajini (2013) used data from trading firms
listed in Sri Lanka Stock Exchange (SLSE) from the year 2006 to 2010 and used multiple
regression and correlation analysis and the result indicates a significant association
between capital structure and firm performance. Impact of capital structure on financial
institutions first analyzed by Berger (2006) results show a positive association between
capital ratio and earnings ratio of the bank. Campello (2007); Psillaki and Margaritis
(2007); found that if a firm increased debt level and firm’s assets are more tangible than
the firm’s performance will also increase as compared to the market rivals. Tang, Jang
and Chen (2008) investigated that firm value increases if a firm used only debt for
financing activities.

According to Liu and Cheng (2010) if the leverage of a firm is balanced the
capital structure will be positively related to firm performance. Morogie and Erah (2010);
and Champion (2010); also support Margariti and Psillaki (2007); by finding that capital
structure positively related to firm performance. Chowdhury (2010) study investigate 77
listed firms on Chittagong and Dhaka Stock Exchange, results provide a positive and
strong correlation among capital structure and organization performance. Firm
performance and capital structure is positively related to each other. Shoaib (2011).
Badriyah and Ismail (2011) examined the Malaysian listed banks the results indicate a
positive association between leverage and profitability, assets and firm growth also found
positive association with each other. Capital structure positively related to the firm
profitability means if capital structure increases the profitability of a firm will also
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increase, Aman (2011). Jang and Park (2013) found a positive association among capital
structure and firm profitability after the analysis of 308 firm data from 1995-2008
efficient use of debt reduce cash flow and increase firm performance. Song and Huang
(2006) study investigate Chinese firms results indicates a negative association between
capital structure and firm performance. Leverage is negatively relation to performance.
Ghosh (2007). Hameed et.al (2007) investigates Oman firms study found a firm
performance is negatively and significantly related to capital structure decision. Madan
(2007) examine the importance of capital structure decision with the whole performance
of corporate firms. Study found that a few firms positively affected by leverage and the
rest of all corporations effect negatively. Tian and Zeitun (2007) analyze the firm’s
capital structure through return on assets and return on equity results indicates significant
and positive impact on firm performance the results support the previous work done by
Myers (1997) that firm STD to TA have a high growth and performance. The size of firm
found a positive effect on performance large size firm has low level of bankruptcy costs.
Ebaid (2009) results indicates total debt and short term debt negatively effect on
organization financial performance measure through return on assets. In addition,
measure through return on equity (ROE) capital structure has no effect on banks
performance. The result for return on equity (ROE) is same with Mahmoodi and Saeedi
(2011) but not for the return on assets (ROA) who found it is associated with short term
debt, long term debt and total debt.

Thornton and Molyneux (1992) first to discover the determinants of banks
profitability, they study sample consist of 18 Countries for the period of (1986-1989). The
study found a positive and significant relation between the return on equity and interest
rate, government ownership and concentration ratio in each country. Mendes and Abreu
(2002) examine the determinants of banks interest and profitability for European
countries. The study found that banks the lower bankruptcy cost because of their size and
providing different type of product and services that translate better performance and
profitability. While a negative significant in all regressions models. The study also find
inflation rate and unemployment is relevant to the bank’s profitability. Bergr (2006)
examine the financial institutions found a positive association among earning of banks
and capital structure decision. In 1997, DeYoung test the banks efficiency and indicate
that there is a positive association among efficiency, quality of loan and bank capital.
Banks are highly levered as compared to non-financial institutions; banks are influenced
by debt in the same way as other non-financial institutions, (Flannery, 1994).

The major function of a bank is to make loans; financial institution is highly
levered than others. Muller (2008). Banks functional approach to capital structure
proposed by Rajan and Diamond (2000) suggest that banks capital structure determinants
should by be modeling the important function of banks performance. Ismail and Pratomo
(2006) investigate the agency cost theory on Malaysian banks and found that lower
equity ratio leads to high-profit efficiency Shoaib and Siddiqui (2011) agreed with Ismail
(2006) who done their study on Pakistani banks As applies case in Indonesian Banks. The
study aims to test the profitability indicators and performance of Islamic bank in
Indonesia, where the survey found that investment funds that do not include benefits have
no effect on the profitability of banks. (Izhar & Asutaya, 2007). Saeed (2013) investigate
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impact of capital structure on the performance banks, which took five years from 2007 to
2011 to be examine, performance measure through return on equity, return on assets and
earnings per share. While the elements of the capital structure include long term debt,
short term debt and total debt to capital ratio. Results show positive association between
elements of capital structure and performance of banks. Bashir (2000) investigate the
elements of Islamic bank’s financial performance across 8 different countries for the time
period of (1993-1998). Many of the capital structure determinants were used to predict
the Islamic banks efficiency and profitability. The study took the Taxation,
Macroeconomics environment and Financial Markets situation as control variables. The
study results show that loans to total assets, leverage lead to a higher level of profitability.
Hassan and Bashir (2004) results show that the Capital assets ratio is performing better in
Islamic banks as compare to conventional banks that show well capitalization of Islamic
banks. These results further support by (Igbal, 2001 & 2004) the study also conclude that
Depositors of conventional banks are safer than Islamic banks depositors because the
rate of return is fixed in conventional banks as compare to Islamic banks return where it
is not fixed that why depositors demand more rate of return. More favorable ratio as per
international standard in Islamic banks is Profit ratio. The study also reports that
international banks are more profitable as compare to national Islamic banks. Association
of taxation with banks profitability found negative and macroeconomics and stock market
improvement have a positive effect on Islamic banks profitability.

In order to accomplish the goals of the financing of any company, it must be a
funding process suited in harmony with company goals, through the identification of the
optimum mix of financing, the capital structure which will lead to the extreme possible
value, valuable source of funding include a mix of debt and equity, will finance projects
through debt commitment and responsibility which results in an effect on cash flows,
regardless of the success of the project, as earlier research study done by Khalid and
Zaher (2014). Test the consequence of capital structure on the performance of Jordanian
Islamic Banks in which they use several financial ratios as independent variables (Total
Assets Ratio, Ratio of Financing, Liquidity ratio, Equity ratio and bank concentration
ratio) while the performance took as dependent variable that is measured by Scale Tobin
Q (market value of bank), the study found a positive effect for each ratio only
concentration ratio has a negative effect while liquidity ratio has no effect on
Performance. A firm’s performance effect by debt maturity and capital structure choice
debt maturity effects a firm’s investment options. In addition, the tax rate is anticipated to
have an impact on organization performance. Therefore, examine the impact of capital
structure elements on a firm’s performance will provide indication of the effect of capital
structure on organization performance (Zeitun, 2007).

2.1 Hypothesis of the Study
H;: There is no Impact of capital structure on the performance of Islamic banks in
Pakistan.
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Capital Islamic Banks
Structure y > Performance
Debt to Assets Return on Equity

Assets Growth & Size

Figure 1: Conceptual Framework of the Study
3. Research Methodology
The study populations consist of all Islamic banks in Pakistan but some banks
operate with both Islamic and conventional banking practices. Therefore, only five pure
and classified Islamic banks were selected for investigation. Nature of data is secondary.
And collected from the State bank of Pakistan annually Publication and Annual reports of
the particular Islamic banks.
3.1 Variables of the study
3.1.1. Dependent variable
To measure the performance used return on equity as proxy. It is calculated

through net income divided by shareholders equity. Return on equity show how a firm
use shareholders equity to generate profit.

Independent Variable

a. Debt to Total Assets
Ratio of debt to total assets and debt is supposed to have a positive impact on the
profitability of the banks (Khalid & Zaheer, 2014).

b. SIZE
Is the control variable and represent the bank size, to measure the size study take the
natural logarithm of the size of the Bank's assets, larger-sized banks mostly take
advantage of their large size to acquire the cost savings which increase the profit of those
banks (Goaied & Naceur, 2001).

c. Assets Growth
Growth assets are intended to grow bank investment. Such as shares, different
investments and property, and tend carry higher level of risk, however have the potential
to deliver higher returns over longer investment time frames.
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Variables

Abbreviation

Measurement

Return on Equity

Debt to Total Assets

Assets Growth

Firm Size

ROE

DTA

AG

SIZE

Net Income / Shareholders’ equity

Total Debt / Total Assets
Assets current Year - assets previous
year / Assets current Year

Ln ( Total Assets )

Research Model

Multiple regression model is used:
ROE; = BotB1DTAi + B2SIZEj + BsAG +Hit

Where:

ROE; is return on equity of bank i at time t.
DTA is capital structure ratio of bank i at time t.
SIZE; is size of bank i at time t.

AG; is asset growth of bank i at time t.

Wi is error term.

4. Results and Discussion

Table 4.1: Regression Analysis
Variable Coefficient Std. Error t-Statistic Prob.
Constant -2.349 0.317 -71.417 0.000
DTA 0.132 0.124 1.067 0.001
SIZE 0.091 0.014 6.375 0.000
AG -0.007 0.088 -0.078 0.938

Adj-R-Square 68.3%

Coefficient of DTA is positive and statistically significant at level of 1%. Therefore, the
Null Hypothesis has been rejected. Moreover, t-value is less than 2 that show a weak
impact of DTA on ROE which means that each 0.1% increase in Debt will increase
13.2% of profit for Islamic banks. The results support the study of (Abor (2005); Aman
(2011); Jang and Park (2013); Khalid and Zaheer (2014); Myers (1997); Priya and
Nirajini (2013); Zeitun and Tian (2007). However, the results are different from the stud
studies of (Ebaid (2009) and Sipahioglu and Philips (2004). The results further indicate
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that the coefficient of size is positive and statistically significant at the level of 1%, that
show a strong impact of size on Islamic banks performance. The result of size variable
support the study results of (Abor (2005); Gleason et.al. (2000); Khalid and Zaheer
(2014); Raheman et.al, (2007); Saeed et.al. (2013). Assets Growth find negative and
statistically insignificant at a level of 1%, results of AG support previous studies
conducted by of (Abor, 2007); Haseeb and Arif (2013); Saeed et.al. (2013). Rz implies
that 68.3% of the variation in performance (ROE) can be explained by the model
variables.
5. Conclusion

In this research study researchers investigate the impact of capital structure on
Islamic banks performance during 2008-2014. Used multiple regression models for
analysis. From the results of the study found that Debt to Assets and size have positive
and significance impact on Islamic banks performance, however, Assets Growth is
negatively and insignificantly related with Islamic banks performance.
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