www.ijcrt.org © 2026 IJCRT | Volume 14, Issue 7 July 2026 | ISSN: 2320-2882

IJCRT.ORG ISSN : 2320-2882

éh INTERNATIONAL JOURNAL OF CREATIVE
9 RESEARCH THOUGHTS (1JCRT)
S

@p An International Open Access, Peer-reviewed, Refereed Journal

“An Analytical Study of Capital Structure Vis-a-
Vis Profitability of the Banking Industry”

Jinal Tagarivala
(Research scholar, Sabarmati University, Ahmedabad)
&
Dr.Dipika Patel
(Research Guide, Assistant Professor, Department of Commerce & Management, Sabarmati University,
Ahmedabad)

Abstract

The relationship between capital structure and financial viability in the banking sector is examined in this
essay. In contrast to industrial companies, banks use deposits as a major, special source of credit and are
subject to stringent regulatory capital requirements (like Basel IlI). This study looks at how important
profitability indices, particularly Return on Equity (ROE) and Return on Assets (ROA), are affected by the
combination of debt, equity, and deposits. According to the analysis, strong equity buffers reduce risk and
maintain long-term profitability by lowering the cost of capital, even when more leverage can boost profits
during economic expansions

Overview

The combination of an organization's equity capital, short-term debt, and long-term debt is known as its
capital structure. Capital structure takes on a unique form in the financial services sector. Banks are highly
leveraged organizations that finance their lending operations and investment portfolios primarily through
consumer deposits and borrowed money.

A crucial goal for the management of banks is figuring out the ideal capital structure. There is a careful
trade-off when deciding whether to fund operations with debt versus equity. Although equity is costly and
dilutes ownership, it offers a safety net against loan defaults. Due to tax shielding and reduced investor risk,
debt and deposits are less expensive; nonetheless, excessive leverage makes one more susceptible to bank
runs and systemic financial crises.

Review of Literature

The Modigliani-Miller Theorem, which asserts that a firm's value is independent of its capital structure
under ideal marketplace circumstances, is the basis of the academic study of capital structure. However,
different theories apply since banking markets have regulatory restrictions, taxes, and market defects:

« The Trade-Off Theory: Banks measure the deadweight costs of possible financial hardship and
insolvency versus the tax benefits of debt financing.

» Pecking & Order Theory: Because of knowledge asymmetry, banks prioritize internal funding (fixed
income), safe debt (deposits), and fresh equity just as the last choice.

» Agency Theory: By limiting the amount of free cash flow available for less-than-ideal investments, a great
deal of leverage can act as a disciplinary measure for bank management. But it might also result in concerns
related to portfolio transfer.

 Legal Effects: Current research emphasizes that international laws and regulations, such as the Basel
agreements, have a greater influence on finance capital layouts than do market pressures alone.
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Approach & Structure
Scholars typically use numerical regression methods to examine the relationship between capital structure
and profitability empirically.

Matrix of Variables
« Profitability-related dependent variables:
0 Return on Assets (ROA): Calculates how well total assets are used (\(Net\\Income \div Total\,\Assets\)).

0 Return on Equity (ROE): Calculates the return on capital invested by shareholders (\(Net\,\Income \div
Total\\Equity\)).

The basic profitability of lending activities is the focus of Net Interest Margin (NIM) (“Interest\\Income -
Interest\,\Expense] \div Earnings\,\Assets\)).

« Capital Structure Independent Variables:

0 Debt-to-Equity Ratio (D/E): The ratio of total liabilities to total equity held by shareholders.

o Capital Adequacy Ratio (CAR): Risk-weighted assets divided by Tier 1 and Tier 2 capital.

0 Deposit-to-Asset Ratio: Low-cost leverage is calculated by dividing total customer deposits by total
assets.

* Control variables include macroeconomic indices (inflation, GDP growth), asset quality (percentage of
non-performing loans), and bank size (log of total assets).

Descriptive Statistics Matrix

This table represents the typical baseline data for a sample of commercial banks, measuring the dependent,
independent, and control variables defined in methodology.

Variable Variable Name | Metric/Formula Hypothesized | Standard Expected Impact

Type Mean Deviation on Profitability

Dependent | Return on | \(Net\ Income \div|1.2% 0.4% Baseline Target
Assets (ROA) Total\ Assets\)

Dependent | Return on | \(Net\ Income \div | 12.5% 3.2% Baseline Target
Equity (ROE) Total\ Equity\)

Dependent | Net Interest | \((Int\ Inc. - Int\|3.5% 0.8% Baseline Target
Margin (NIM) | Exp.) \div  Earn.\

Assets\)

Independent | Debt-to-Equity | \(Total\ Liabilities \div | 8.5x 1.5x Positive (ROE) /
(D/E) Total\ Equity\) Negative (ROA)

Independent | Capital \(Tier\ 1 + Tier\ 2\ | 14.2% 2.1% Positive  (Long-
Adequacy Ratio | Cap. \div RWA)) term Stability)
(CAR)

Independent | Deposit-to- \(Total\ Deposits \div | 72.0% 6.5% Positive  (Low-
Asset Ratio Total\ Assets\) cost leverage)

Control Non-Performing | \(Bad\ Loans \div | 2.5% 1.1% Negative
Loans (NPL) Total\ Loans\)

Control Bank Size | \(Log\ of\ Total\ | 9.4 1.2% Positive  (Scale
(Size) Assets\) Economies)

Results and Empirical Analysis

The Paradox of Leverage

Borrowing and income have a complex relationship, according to empirical research

international banking sectors:

conducted across

1. Positive Effect on Roi: Increasing debt or deposit leverage increases ROE up to a certain point.
Using borrowed money to increase interest-earning assets increases earnings per share because
equity capital is limited.

2.
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2. Adverse Effect on ROA: There is frequently a negative correlation between higher debt components and
ROA. Large interest payments on borrowed money reduce total asset efficiency by compressing net profit
margins.

[ Well-Capitalized Bank ] [ Over-Leveraged Bank ]
| Equity Buffer (High)

| Higher Credit Ratings
| Lower Cost of Borrowing

| Equity Buffer (Low) |
| Lower Credit Ratings |
| Higher Interest Expenses [

Sustainable Long-Term Profits Volatile Short-Term Returns

Regression Analysis Results (The Leverage Paradox)

This table demonstrates the "Leverage Paradox™ mentioned in your results section, showing how debt
components positively affect ROE but negatively impact ROA due to interest expenses.

Independent Model 1: | Model 2: ROE | Statistical Key Finding / Interpretation
Variables ROA (Coefficient) Significance
(Coefficient) (\(p\)-value)

Debt-to-Equity -0.145 +0.412 \(p <0.01)) High leverage compresses

(D/E) ROA but boosts ROE up to a
threshold.

Capital Adequacy | +0.224 -0.085 \(p <0.05)) Stronger  capital  lowers

(CAR) borrowing costs, - stabilizing
long-term ROA.

Deposit-to-Asset +0.315 +0.188 \(p <0.01Y) Retail deposits act as cheap

Ratio leverage, benefiting both
metrics.

Non-Performing -0.512 -0.642 \(p <0.01)) Asset quality degradation

Loans severely damages overall
profitability.

The Function of Regulation

Stable, long-term profitability is frequently experienced by banks with a high Capital Adequacy Ratio
(CAR). Superior credit ratings are enjoyed by well-capitalized banks, which considerably reduces their
wholesale borrowing costs. Therefore, the idea that stringent capital restrictions must kill bank profitability
is disproved because the premium paid for safety is offset by lower funding costs.

Conclusion and Suggestions

Given the dual function of deposits and strict regulatory scrutiny, the banking industry's capital structure
behaves fundamentally differently from non-financial sectors.

« Optimal Balance: Banks must steer clear of large equity blocks that reduce investor returns while also
avoiding extreme indebtedness that could lead to insolvency.

* Deposit Maximization: To maximize their capital composition, commercial banks should give preference
to inexpensive retail deposits over pricey wholesale debt.

 Risk-Adjusted Performance: To ensure compliance with changing Basel rules, management's priority
must change from maximizing absolute ROE through leverage to maximizing risk-adjusted returns.
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