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Abstract

This paper conducts a comprehensive review of relevant empirical literature on the impact of
capital structure on bank’s liquidity risk. Based on the existing literature, capital structure has
a considerable impact on banks’ liquidity risk either in positive or negative thought. However,
we discover that empirical evidence on all of this relationship is heavily skewed in favour of
conventional banks and firm’s perspective. As a result, we urge that further research should
be done in this area specifically in Islamic banking standpoint in order to gain a better
understanding of the impact of capital structure on banks liquidity risk. This is due to the fact
that the optimal capital structure for bank will trade-off the effects of bank capital specifically
on the liquidity creation. Therefore, it is hoped that this paper can give a guideline to the
policymakers, banking regulators, shareholders and other stakeholders to balance between
capital structure and liquidity creation in order to evade from the issues of bank run and
insolvency.

Keywords: Islamic Banking, Liquidity Risk, Capital Structure, Empirical, Theory

Introduction

Since the aftermath of the 2007-2008 Global Financial Crisis, bank’s liquidity has been one of
the most fascinating topics in the field of banking and finance. This is because the ample
liquidity at United States banks fuelled the increased risk-taking that led to the Global
Financial Crisis (GFC) occurred. Furthermore, during the crisis, liquidity risk was identified as
one of the primary causes that contributed to the failure of banks all over the world. Due to
this, Basel Committee on Banking Supervision (BCBS) as a policy maker introduced new
regulation on liquidity in order to evade liquidity risk and limit the possibility of a bank run to
enable banks to be more stable in the market (BCBS, 2010).
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The liquidity measures are founded on the conviction that banks need sufficient liquid
assets to retain its intermediary function in the event of external shocks that could affect the
economy as a whole (Kim & Sohn, 2017). This could thus affect a wide range of banking
activities, in particular banks as liquidity providers through the lending and borrowing
transaction (DeYoung, Distinguin & Tarazi, 2018). After a negative shock to their liquidity
situation, banks could tighten lending rules, therefore reducing the credit scale for the
economy. But how liquidity affects banking conduct is likewise regarded to be unsure (Roulet,
2018).

Similarly, academic scholars have emphasised the importance of banks to ensure the
sufficiency of liquidity in order to avoid from the issue of bank run. For example, Ali (2006)
stated that banks might confront with liquidity risk in the circumstance that banks are unable
to meet with their short-term obligation such as to meet the demand for withdrawal needs.
Also, scholar such as Ayub (2017) have divergent view on liquidity risk in which liquidity risk
arise due to the wrong assumptions and improper decisions about higher earnings which fail
in the payment system because of integrity and malfeasance.

Based on theory, banks produce liquidity to supply sufficient money to clients or
depositors (Diamond, 1984). Moreover, bank employ its function as a risk transfer might
convert risk by expanding riskless deposits to finance risky investment while at the same time
generate profit (Mairafi, Hassan & Arshad, 2018). Thus, the bank shall preserve a sufficient
amount of liquidity to enable them to meet with the obligations and at the same time must
protect the availability of cash and cash equivalents to ensure the issues of bank run not exist
(Diamond, 1984).

Extant literature provided different views on the bank liquidity. Also, the studies focus
more on the important factors affecting liquidity risk which led to the scantiness of studies on
the issue of bank liquidity which link to the capital structure. For instance, studies by Akhtar
et al (2011); Igbal (2012); Ramzan & Zafar (2012); Ahmed et al (2011); Amin et al (2017); Al-
Harbi (2017) provided and empirical benchmarks for considering the major factors or
determinants of bank liquidity risk. They found that liquidity risk is positively correlated with
bank profitability, bank size, financial leverage and capital adequacy.

Other studies by Sibilkov (2009); Sarlija & Harc (2012); Khangah & Admadnia (2013);
Burksaitiene & Draugele (2018); Bukair (2019); Sumani & Roziq (2020) provided divergent
views on liquidity risk. Accordingly, these studies are of the view that capital structure give a
significant influence towards the liquidity risk despites of the common major factors discuss
in the most past literatures. This is due to the fact that, by providing appropriate capitalisation
and higher liquidity creation, bank could have less damage from financial distress, as the risk
are sufficiently covered (Diamond & Rajan, 2000). However, most of these studies discuss the
relationship between capital structure and liquidity risk in the perspective of firms. To the
best of authors’ knowledge, there is quite limited studies conducted on banking point of view.
Thus, this motivate the authors to carried out some review on previous studies regarding to
this relationship.

In this paper, we shed light on this issue by providing a review on theoretical and
empirical studies on past liquidity risk and the impact of capital structure on liquidity risk in
order to show other directions for future research. This would provide more insight into
numerous aspects affecting liquidity risk of banks in order to provide guideline to researchers,
policymakers and other stakeholders. This paper deals exclusively with empirical studies,
which focus on liquidity risk and capital structure, in which researchers can use for further
readings. Thus, the objectives of this article are as follows:
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1. To review the concept of liquidity risk and theoretical intuition between liquidity
risk and capital structure.
2. To assess the previous studies on the determinants of liquidity risk.
3. To review the relationship between liquidity risk and capital structure based on
the findings from previous studies.

Our paper is a bit differs from existing literature survey that focused mainly on
determinants of banks’ liquidity risk. However, limited studies focused on the association
between the capital structure impact on the bank liquidity risk. Also, this paper focuses more
on recent studies on bank liquidity risk and capital structure. The rest of the paper proceeds
are as follows: the concept of bank liquidity risk, theoretical intuition on liquidity risk and
capital structure, as well as empirical insight on bank liquidity risk which split into two
subtopic, which are; i) past studies on liquidity risk, and ii) the impact of capital structure on
bank liquidity risk. Finally, concludes the study.

The Concept of Bank Liquidity Risk

According to Banque De France (2008), the definition of liquidity is quite vague since it has
many ways to define liquidity. In another point of view, liquidity is a notion that is not only
difficult to define since the definition are vary depending on the situation but at the same
time, it also difficult to be ignored (Calvo, 2013). In economics perspective, liquidity refers to
the situation in which the asset can be easily converted into another such as cash or cash
equivalent asset (Igbal & Mirakhor, 2011; Ali, 2013; Hasan, 2014; Sanghani, 2014). This can
be illustrated where a car has lower liquidity compared to gold, and treasury bills have higher
liquidity compared to corporate bonds. However, cash in terms of money seems to be the
most liquid assets as it can easily converted into other assets without query (Hasan, 2014).

In banking point of view, banks are prone to deal with cash as the tools of liquidity
since banks operate on a fractional reserve principle in which there is a trade-off between
liquidity and profit. Basically, liquidity is necessary for banks in order to encounter any
shortcoming either expected or unexpected in the balance sheet. Higher in liquidity indicated
the bank’s ability to transform its asset into cash quickly in order to meet the demand from
the withdrawer. Lack of liquidity might give an adverse impact to the bank’s ability in
managing portfolios. The above statement is supported by Ali (2006) where bank might
confront with liquidity risk in the circumstance that banks are unable to meet the current
obligation. The past experienced revealed that liquidity risk arise due to the incorrect
supposition and inappropriate decision for higher earnings that flaws in failure of payment
system due to deficiency of integrity and misconduct (Ayub, 2017).

In practice, the differences between the Islamic and conventional banks are
comparatively small in which Islamic banks also confront with financial distress even though
Islamic banks do not deal with the element of interest. Although, Islamic banks seem to have
more liquidity compared to conventional banks, there is an evidence indicate that Islamic
bank were forced to shut down their operation such as the Islamic financial institution in
Turkey, Ihlas Finance House, was enforced to shut down its operation in 2001 due to financial
distress that arise from liquidity problem (Ali, 2006). Due to this, the issue of liquidity
management become one of the significant alarms to both Islamic and conventional banks
where the institutions were trigger to avoid from liquidity deficiency (Ayub, 2017).

According to Islamic Financial Service Board (IFSB, 2015) revealed that Islamic banks
confront with liquidity risk due to several factors, such as:

i The lack of Shariah-compliant liquidity instrument
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ii. Limited of debt transfer as Islamic banks need to comply with Shariah-

compliant

iii. Insufficient of secondary market activity

iv. Lack of accessible tools to supervisory authorities for providing liquidity
support to IIFS either in standard or tight market conditions

V. The absence of Shariah-compliant open market operations

Due to the above factors, the Islamic banks need to maintain an excessive cash and need to
have high-quality liquid assets (HQLA) as compatible with the conventional. Due to the
requirement to maintain sufficient liquid assets in order to support banks’ daily operation,
these factors have given an impact to the performance and competitiveness towards Islamic
banks with conventional banks (IFSB, 2015).

The lack of Shariah-compliant liquidity instrument and insufficient access to secondary
market activity also has been discussed by Ariffin (2012) as well as Mohammad and Shahwan
(2013) where the authors stated that these factors become main issue that lead to liquidity
risk. This is because the financial instruments are not sufficient enough to permit Islamic
banks raise fund when needed. Meanwhile, in contrast to conventional, the financial
instruments are based on interest and the banks do not bond with any Shariah rulings. For
instance, Islamic banks commonly rely on commodity Murabahah or mark-up basis based on
Tawarruqg contract for short-term investment in order to meet liquidity requirement.
However, many scholars dispute this arrangement because the legislation have still to be
clarified or unclear. Due to this, other Shariah-compatible contract such as sukuk have been
announced as one of the liquidity tools. The application of sukuk structure enable Islamic
banks to buy or sell sukuk reliant to the liquidity position and pay or obtain profit in return
(Ariffin, 2012). In addition, Ayub (2007) suggest that another contract such as Mudharabah,
ljarah and parallel Salam also should be included as one of the Islamic bank’s liquidity tools.

As one of the financial institutions, Islamic bank is often debated as an institution that
prone to face with liquidity problem (Ray, 1995) and is one of the stunted factors in
development of growth (Vogel & Hayes, 1998). This can be seen in terms of the diversity of
contract that are easily diluted very limited compared to conventional banks (Mohamad et
al., 2013). This is because the nature of Islamic banking itself where all operation should be
free from the element of interest and prevent the bank from fulfilling liquidity requirement
easily as implemented by the conventional banks (Ariffin, 2012).

According to Ismal (2010), stated that Islamic banking needs to meet specific or unique
characteristics related to risk profile and Shariah ruling before issuing any method in liquidity
management. This matter should be emphasized to avoid any issues such as issues related to
usury or interest in meeting the requirement of liquidity risk which is based on Shariah
conjunction (Ismal, 2010). For instance, Islamic bank is not allowed to make borrowing at
short notice through discounting debt obligation receivables and also does not have a lender
of the last resort facility based on Shariah ruling (Ariffin, 2012). This means, Islamic banking is
exposed to liquidity risk because banks are bound in investment that are non-liquid assets
such as ljarah assets and also profit-sharing arrangements in Mudharabah or Musyarakah
contract.

In place of the liquidation issue has been one of the utmost concerns among banks, Basel
Il provide rule regarding to liquidity where banks are necessitated to hold a liquid asset buffer
and need to have high-quality liquid assets in order to avoid from liquidity shortage (Ayub,
2017). This means that the assets must be in a state that is easy to access and also easy to
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dilute in order to meet liquidity requirement when needed. Likewise, Bank for International
Settlement (BIS) also mentioned that the issues of liquidity have become a vital concern
among the international policymakers as it can reflect the financial stability of a country
(BCBS, 2008). The effective management of liquidity risk can enhance the ability of banks to
meet with cash flow obligations and also can avoid from financial distress.

Theoretical Intuition on Liquidity Risk and Capital Structure

According to the theory of financial intermediation, there are two significant areas to the roles
of banks which include liquidity creation and delegated monitoring (Diamond, 1984; Berger
& Bouwman, 2009). The roles of banks as intermediaries enables to overcome the problem
of information asymmetries and reduced cost of exchange between borrowers and lenders
(Pagano, 2011). The intermediaries’ function is to counter the market imperfection issues
related to the different perception between lenders and borrowers which might lead to the
moral hazard or adverse selection (Khaldi & Hamdouni, 2011).

Diamond (1984) demonstrate that banks create liquidity in order to provide customers
or depositors with sufficient money for withdrawal needs. In addition, banks transform risk
by increasing riskless deposits in order to finance risky investment portfolio while generating
returns from the function of risk transfer (Mairafi et al., 2018). In this circumstance, bank must
retain adequate amount of liquidity to fulfil their obligations promptly. Furthermore, bank
must be able to guarantee the fast and efficient liquidity creation by safeguarding cash and
cash equivalents against liquidity deficit (Diamond, 1984; Mairafi et al., 2018).

As liquidity played a significant role during the global financial crisis 2007 — 2009, most
banks have suffered as a result of the lack of wise management of cash flows. Concerning to
this matter, new regulatory liquidity standards have been proposed by Basel Committee on
Banking Supervision to complement the new capital framework. It is aiming to improve
liquidity requirement in order to avoid from the banks to take an assertive transformation of
liquidity which might lead to excessive liquidity risk (Acosta-Smith, Arnould, Milonas & Vo,
2019). As pointed by Diamond and Rajan (2000), increase in bank capital can reduces liquidity
creation by the banks and allow banks to survive in the market and evade financial distress.

It can be argued that banks do not purely independently optimise their liquidity
choices. Any bank can have incentives to use similar techniques when other banks are willing
to take more risk (Bonfim & Kim, 2012). Due to the explicit or implicit commitment of the
lender of last resort, such collective risk-taking techniques may be ideal on an individual basis
and enable banks to boost profitability without increased the probability of insolvency.

Basically, banks can generate liquidity due to its deposits are delicate and inclined to
runs. Furthermore, in the circumstance that uncertainty increased, this will make the deposits
extremely delicate in which case there is a role for outside bank capital (Diamond & Rajan,
2000). Increased in bank capital would result decrease in liquidity in which facilitates the
banks to sustain in the industry and at the same time, banks can avoid the financial distress.
Diamond and Rajan (2000) also mentioned that the optimal capital structure for bank will
trade off the effects of bank capital specifically on the creation of liquidity, the cost of distress
faced by banks, and also the ease of forcing repayment from the debtors.

In the event of a tough capital raise conditions, banks could retain a buffer stock of
liquid assets to avoid inadequate cash or to enable possible lending in time (Fama, 2013).
Although banks provide borrowers high liquidity, credit is badly liquid assets for banks. They
may swap credits to meet liquidity standards, but this is quite difficult if market conditions
are not conducive (Sawada, 2010). According to Diamond and Rajan (2000), in the
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circumstance that liquidity demand increases in future, banks will tend to constrain their
credit expansion. In other point of view, banks can be assumed to have more incentives to
grow their loans if there is sufficient liquidity, especially to give immediate cash to depositors
(Dang, 2021).

According to Acosta-Smith et al (2019), the bank capital can have an impact on the
liquidity risk via two canals. The role of capital in absorbing losses is fall under the first canal.
Since capital serves as a buffer that can absorb possible losses, higher-capital banks
supposedly to be less exposed to liquidation. Meanwhile, the second canal is known as
incentive canal. This can be implemented by encouraging a bank capital change to manage a
bank’s liquidity risk. The past study conducted by Gomez and Vo (2019) indicated that bank
prefer to encounter their liquidity risk cautiously in a situation where their leverage is low.
Gomez and Vo (2019) has come up with a model where banks can encounter their liquidity
risk standing through the assessment of their liquid asset. In this circumstance, banks seem
to hold an adequate buffer of liquid asset in order to absorb any losses arise from liquidity
risk.

On the other hand, the notion of delegated surveillance indicated that banks play as
delegated supervisors in investing in their customer’s behalf (Diamond, 1984). This function
could lead to an issue with the agency, as indicated by the agency theory and the conflict of
interest between capital providers and company supervisors (Jensen & Meckling, 1976).
According to Sarker (2000), the agency problem arises due to the asymmetric information and
high monitoring costs. Whereas, Aggrawal and Yousef (2000) found that the tendency of bank
to utilize debt financing was due to an increase of agency costs. Due to the profit-sharing
contract, the entrepreneurs or mudharib have high incentives to increase costs through
increased personal benefits (Sanusi, 2002). Meanwhile, Ramly (1995) and Aggrawal and
Yousef (2000) further examine this asymmetric information problem caused by moral hazard
and adverse selection in Mudharabah financing.

Moral hazard occurs after the transaction is made (Khaldi & Hamdouni, 2011) where
there is inefficiency of banks as a capital provider to choose an entrepreneur or mudharib
prioritizes private benefits by utilizing investment equipment and expenses for personal gain.
The capital supplied is not used efficiently as what agreed in the contract and the
trustworthiness of the entrepreneur are dubious. While the adverse selection problem arises
before the transaction occurs (Khaldi & Hamdouni, 2011) when the bank decides to carry out
high risk projects managed by the entrepreneur who do not have experience in business and
lack of skills in entrepreneurship. Since banks as a capital provider had incur a higher cost, the
banks are enforcing to find alternatives by replacing the previous entrepreneur in order to
ensure the continuity of the project or investments. Due to this, the Islamic banks also have
a possibility to confront with failure as similar to the conventional banks. Therefore, banks
should conduct their operation robustly in which banks need to manage and allocate their
sources correctly and utilize the sources wisely with reasonable risk. By doing so, banks can
enhance their liquidity standing and can uplift the creditworthiness among the borrowers and
investors (Sahyouni & Wang, 2019).

Empirical Insight on Bank Liquidity Risk

In modern economic world, the banking system plays a quite significant role. The existence
of a bank not only supports a country in promoting its economic growth, but also transform
itinto a state-owned agency by giving a great impact on economic well-being (Suyanto, 2021).
According to Mohammad (2013), one of the most vital functions of banks is the ability to
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acquire funds from short-term deposits so as to finance credits in a long-term period. Due to
this role, banks are prone to confront with liquidity risk (Berger & Bouwman, 2009). This is
due to the fact that liquidity and solvency of banks are closely related (Ariffin, 2012). This
means, banks that have a better liquidity control can reduce the risk of banks to face with
financial distress and have lower possibility to be insolvent.

Basel Committee on Banking Supervision (2008) states that bank liquidity is referring
to the capability of bank to increase fund in assets and of satisfying commitments as they
arise without inadmissible losses. The definition laid down by BCBS integrated the liquidity
creation and liquidity risk, because their primary position as financial intermediaries exposes
them inevitably to the liquidity risk. Thus, in this paper, we discuss the empirical research on
liquidity risk into two subtopics, namely; 1) past studies of liquidity risk, and 2) the impact of
capital structure on liquidity risk.

Past Studies of Liquidity Risk

Notwithstanding many of past literature conducted on conventional banking stated that
conventional banking structure is more fragile to run compared to Islamic banking system
(Samad & Hassan, 2006; Beck et al., 2013). However, the fact revealed that Islamic banking
also suffered with financial distress (Rizkiah, 2018). The well-known case of Islamic banking
run occurred in Turkey which known as lhlas Finance House (Hayali et al., 2012). From the
case, many researchers started to investigate on why this issue happen and relate it with
liquidity problem. According to Amin et al. (2017), most of the previous study on liquidity risk
are commonly conducted on conventional point of view and only recently some studies
documented on Islamic banking perspective.

The strand of literature shows that many studies regarding to the determinants of
liquidity risk has been conducted on Pakistani Islamic banks. The studies demonstrate major
liquidity risk factors, for instance profitability (Akhtar et al., 2011; Igbal, 2012), size (Igbal,
2012; Ramzan & Zafar, 2012), financial leverage (Ahmed et al., 2011; Igbal, 2012), capital
adequacy (lgbal, 2012), and tangibility and age (Ahmed et al., 2012). At the same moment,
Muharam and Kurnia (2012) conducted a study on Islamic banks liquidity risk in Indonesia and
found that there is a positively significant by profitability factors which measure via return on
asset (ROA) and return on equity (ROE), while capital adequacy indicated negative
relationship which contradict to Igbal (2012).

Meanwhile, liquidity risk of Islamic banks in Malaysia indicated positive relationship
by profitability, growth of GDP, size and short-term interest rate. However, some indicators
revealed negative relationship towards liquidity risk such as financing, capital adequacy ratio
and inflation rate (Mohamad et al., 2013). A negative relationship between CAR and inflation
also can be found in Al-Harbi (2017). While some studies found that capital adequacy ratio
indicated a significant positive relationship towards liquidity risk (Ghenimi & Omri, 2015;
Effendi & Disman, 2017; Linh et al., 2018). However, Linh et al. (2018) found inflation rate is
negatively correlated to liquidity risk which is parallel to Mohamad et al. (2013).

A study on liquidity risk in Islamic banking was also conducted involving several
countries within a scope of study. For instance, Alman and Oehler (2010) performed a study
involved Gulf Cooperation Countries (GCC), Southeast Asia, Brunei, Turkey and Egypt showed
that liquidity transformation of Islamic banks in these countries is negatively influenced by
risk, interbank requirements and leverage. While, in the scope of GCC countries, Al-Khouri
(2012) has documented that capital, return on assets and bank size become the main factors
affecting liquidity transformation in these countries. The author claimed that large banks with
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excessive capital supply deem to provide more liquidity for banks though profitability
decrease the liquidity created.

In the meantime, a liquidity risk study was also conducted in a comparison between
Islamic and conventional banking involving GCC countries. This study can be found in Ghenimi
and Omri (2015) indicated that bank size, ROA, ROE, net interest margin, capital adequacy
ratio and inflation are positively correlated to liquidity risk. This finding is consistent with
conventional banks excepts GDP growth has a negative and no significant impact on liquidity
risk. The result of negative impact of growth of GDP is contradict to Jaara et al. (2017) as their
study showed a positive relationship to liquidity risk for a comparative study with
conventional banks in MENA and SEA region.

A study by Al-Harbi (2017) employed the ordinary least-square (OLS) fixed effect
model in examining liquidity risk determinants for Islamic banks in OIC countries from 1989
to 2008. It was discovered that efficiency, off-balance sheet, profitability, size, market
capitalization, concentration is positively significant to liquidity risk. While, capital, foreign
ownership, credit risk, GDP, inflation, monetary policy, deposit insurance is negatively
significant to liquidity risk.

Another study by Amin et al. (2017) employed GMM approach in investigative
relationship between the effect of cost efficiency on liquidity risk on OIC Islamic banks from
1999 to 2013. This study revealed that all risk factors and cost efficiency is simultaneously
determined. The factors such as cost efficiency, capital, bank specialization, credit risk,
profitability, size, GDP and inflation show positive impact to liquidity risk. With respect to the
link between liquidity risk and market concentration, it shows not significant relationship
among them. The authors claimed that the smaller and less-developed structure of the
banking system in emerging countries is likely to explain the insignificant relationship found
in this study that lead market concentration not effective to give impact to liquidity risk.

The Impact of Capital Structure on Bank Liquidity Risk
One of the important decisions in the corporate finance fields is the capital structure which
refers to the way a firm finances its assets through merging debts and equity (Keown et al.,
1985; Gitman & Zutter, 2012; Gul & Cho, 2019). In other words, when a company or institution
decides to expand its operation or market, it needs some sort of capital and this may be in
the form of debt or equity. Generally, making ineffective decisions about capital structure can
cause firms to face financial problems and eventually bankruptcy. The firm's management
establishes capital structure in order to maximize the value of firms (Alipour et al., 2015).

Accordingly, other strand of literature focused on the impact of capital structure on
the bank liquidity risk. This is because of the significant specific characteristics of the banking
sector. For instance, the sum of capital influences the number of banks can cause borrower
to pay their obligation. As increased capital reduces the creation of credit by banks, the bank
can ask the borrowers to pay their liquidity requirement on time. Nevertheless, a bank may
face lower impact of financial distress by being sufficiently capitalised and higher liquidity
creation as the risks are sufficiently covered (Diamond & Rajan, 2000).

Classically, banks hold capital to act as buffer in order to avoid liquidation or solvency.
At the same time, banks hold liquid assets such as cash and securities in order to safe guard
against sudden withdrawals by the depositors or commonly known as bank run (Saidbenberg
& Strahan, 1999). This is in line with Acosta-Smith et al. (2019) where banks need to hold large
amount of liquid assets since it is less profitable than illiquid assets. Due to this, it will be fairly
costly for a bank with small amount of capital to cover liquidity risk, which encourage the
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bank to confront with excessive liquidity risk. Therefore, banks’ liquidity allows for further
understanding of the potential relationship between liquidity risk and capital structure as
there is increasing interest in literature (Sibilkov, 2009; Sarlija & Harc, 2012; Khangah &
Admadnia, 2013; Burksaitiene & Draugele, 2018; Bukair, 2019; Sumani & Rozig, 2020).

For example, Sarlija and Harc (2012) investigate the impact of liquidity on the Croatian
firm’s capital structure. In this study, there are several proxies used to measure the liquidity
ratio such as current ratio, quick ratio and cash ratio. While, for leverage proxies, three proxies
used such as debt ratio, debt to equity ratio and debt factor. The finding shows that all the
proxies of capital structure are statistically significant negative association to all proxies of
liquidity ratios. Meanwhile, cash ratio reported no significant effect on leverage proxied by
long-term debt ratio This study can be concluded that firms that hold more liquidity can be
less leveraged. However, this finding is inverse to Sibilkov (2009) where this study revealed
there is a positive relationship between capital structure and liquidity of United States public
companies. The author claimed that firms with more liquid may be found to be more
leveraged. In the circumstance if the firm are unable to perform its obligation on liabilities,
the firm is in the safe state as they have sufficient liquid assets to cover their debts (Sibilkov,
2009).

Similarly, a study by Khangah and Admadnia (2013) study the impact of capital
structure on liquidity of firms listed in Tehran Stock Exchange (TSE). In this study, leverage
(total debt / total capital) is used as a proxy for capital structure. While, cash flows to assets'
ratio, cash flows to net income and the ratio of cash flows to equity act as proxies for liquidity
measurement. The result shows that leverage has an adverse significant relationship to cash
flow to assets which means, increase in long-term liabilities will decrease the value of cash
flow to assets of firms. Meanwhile, a significant positive relationship between leverage and
cash flow to net income and cash flow to equity ratio. This means increase in liabilities of firm
will increase the value of cash flow to net income and cash flow to equity ratio Khangah and
Admadnia (2013). According to static trade-off theory by Bradley, Jarrell and Kim (1984), more
liabilities are used in those firms which are more liquid. Furthermore, debt act as control tool
to avoid the use of free cash. Based on Hung and Sung (2006), higher portion of liabilities can
therefore bound firm’s manager with greater liquidity and profitability.

Another study by Burksaitiene and Draugele (2018) investigate the relationship
between capital structure and liquidity of firms in Baltic countries. In this study, three proxies
of capital structure used such as equity ratio, debt capital ratio and leverage ratio. While for
liquidity, current ratio, quick ratio and liquidity ratio has been used to study the impact of
these relationship. The result indicated that a negative relationship between capital structure
ratios and liquidity ratios which implies the more capital is used by the firm’s equity structure,
the lower the liquidity risk of firms, while the greater the debt capital, the higher the risk face
by the firms. In addition, the current ratio and quick ratio is also strongly negative relationship
to liquidity. This means, the higher amount of external debt such as interest payments could
pose a potential hazard of scarcity of cash which could be decisive to the firm.

Bukair (2019) used current account over total assets for leverage proxy, while current
ratio (liquid asset / total assets) for liquidity proxy in order to determine both relationships.
The liquidity proxy used in this study is similarly used by Akhtar et al. (2011) and Igbal (2012)
in their research. Before the analysis was made, Bukair (2019) expected that there was a
positive relationship between these two variables. Fortunately, after analysis was made via
Generalized Least Square (GLS) regression, liquidity become one of the most important
factors of Islamic banks capital structure in GCC countries with a positive significant value.
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The result of this study conforms to the hypothesis that was made during the beginning of
the study. This result is consistent with Sibilkov (2009) and Ahmed et al. (2011). Bukair (2019)
explained that high-level liquidity hold by Islamic banks might lead to lower risk in which
allows managers to increase their shareholder interest instead of creditors by reducing the
cost of debt. Furthermore, holding more cash can give advantage to banks by lending more
and increasing levies in the credit market.

Latest study by Sumani and Roziq (2020) examine the relationship between capital
structure and liquidity policy on manufacturing companies listing on the Indonesian Stock
Exchange. The result documented that capital structure has a significant positive impact on
liquidity. This result is parallel to Sibilkov (2009) and Bukair (2019) even though they are from
different sample of study. Sumani and Roziq (2020) provide their stand where firms with high-
debt level prone to have high cost of capital and might contribute to the reduction of firm’s
profitability. In the event of decreasing in profitability, it can lead to declining of cash flow in
which firms will utilize cash holdings, liquid assets and cash in order to cover the cost of
capital. This might lead the firms to face with the risk of insolvency and firms need to prepared
considerable funds beforehand to protect from insolvency.

Conclusion and Recommendation

The matter of liquidity and its impact on banks has piqued attention in the banking and
financial literature, although empirical evidence focuses primarily on the major factor
affecting the liquidity risk of banks, yet there are few empirical studies from the capital
structure perspectives. Based on this, we carried out a review on studies on majoring effects
of liquidity risk on banks and how the capital structure can also give impact to the liquidity
risk. From the previous studies, liquidity risk is commonly being affected by several factors
such as profitability, size, capital adequacy, growth of GDP, inflation rate and short-term
interest rate either direct or indirectly. However, there is limited studies has been conducted
in measuring the relationship between capital structure and liquidity risk. Based on theory,
the optimal capital structure for a bank will balance the benefits of capital on liquidity
creation, the cost of distress for banks, and the ease of getting debtors to repay. Therefore,
as of the comprehensive review from the literature, it shows that capital structure gives a
significant impact to the liquidity risk. The relationship between each proxies of capital
structure such as debt ratio or leverage ratio is positively or negatively correlated to liquidity
risk which measure by liquidity ratios. This shows that, in the circumstance where the risks
are adequately covered, a bank’s capitalisation and liquidity creation may be less affected by
financial distress.

Although the banks are major liquidity providers in the economy, banks must manage
their balance sheet structure efficiently by managing the liquidity risk robustly, given the
intrinsic irreversibility of their maturity transformation function. Banks can retain a liquid
asset buffer to ease the maturity mismatch between assets and liabilities. In this sense, there
is a need to limit liquidity risks is that banks do not take the societal optimum into account
when optimising the risk and return relationship. Yet, bank failure can be an enormous
externality for other banks and, eventually for the economy as a whole. Most of the existing
studies on the association between liquidity risk and capital structure mainly focused on the
firms’ point of view. Hence, this paper points out the need to explore the nature of the
relationship between liquidity risk and capital structure in general. It is suggested for further
research to be conducted more on banking perspective as well as the comparative studies
between Islamic and conventional banking system around the globe. Such studies can help
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researchers to better understand the relationship between liquidity risk and capital structure
in more depth, especially in terms of banking. It is also seen as very important in ensuring a
stable position of the banking system in addressing the problem of imbalance between assets
and liabilities to avoid problems such as liquidity risk arise. In addition, this type studies can
give significant contribution to the literature and can help bank regulators or policymaker in
making any decision on the related issues. Therefore, there is still an avenue for this article to
be extended in the forthcoming, with more comprehensive literature and data, as well as re-
evaluate the relationship between liquidity risk and capital structure and how its impact might
change the stability of the banking system.
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