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Mohammed Abusharbeh (Palestine)

DETERMINANTS OF BANK CAPITAL

ADEQUACY: EMPIRICAL INSIGHTS
FROM ARAB COUNTRIES

Abstract

Capital adequacy plays an important role in the banking system through absorbing
potential losses and financial shocks. This study aims to examine the determinants of
bank capital adequacy in Arab countries (Bahrain, Egypt, Jordan, Kuwait, Lebanon,
Oman, Palestine, Qatar, Saudi Arabia, and UAE). The study uses macroeconomic fac-
tors such as economic growth and interest, while bank-specific factors include non-
performing loans, profitability, and bank size. This study employed Fully Modified
Ordinary Least Square (FMOLS) to examine the panel data from 2017 to 2023. The
results showed that annual interest and non-performing loans negatively affect bank
capital adequacy, while profitability and bank size positively impact capital adequacy
(CAR). In contrast, economic growth has no significant effect on CAR. In addition,
as can be seen from pairwise Granger causality, this study provided ample evidence
for two ways of causality between the variables of credit risk and CAR, and between
profitability and CAR. The results found that Arab banking sectors are compliant with
the minimum capital requirements released by Basel Accord III. The findings suggest
that bank managers are encouraged to be more selective in credit facilities and consider
interest changes while formulating their capital regulations to absorb any potential risk
in the banking system.

Keywords capital adequacy, interest rate, non-performing loans,
bank size
JEL Classification G21, G24, G28

INTRODUCTION

The capital adequacy ratio is considered one of the effective tools used
to absorb any potential losses or risks associated with the banks’ assets.
Therefore, capital buffers can deal with the gradual erosion of their
invested capital and protect their depositors’ funds (Kishibayeva et al.,
2023). Regulatory bodies have paid great attention to control this ratio
on an ongoing basis. Hence, Basel accord codified the term of capital
adequacy to handle the risk inherent in the banking activities.

The scientific problem of this study is examining the influence of eco-
nomic and bank-specific factors on bank capital adequacy in the Arab
context. Despite the severe challenges in carrying out their operations
and credit facilities due to economic and political instability, Arab
banks implemented various forms of capital buffers to ensure that
their system is compliant with minimum capital standards. However,
there remains a critical gap in predicting determinants of bank capital
adequacy in these countries. Indeed, Arab banking sectors are still
underdeveloped and have low experience in hedging from capital
risks (Duho, 2023). This opens the door to examine the inherent fac-
tors for predicting capital adequacy in these countries. The results of
this study are expected to have valuable implications for bank execu-
tives and regulators on how to safeguard banks’ vulnerability from
risks by using capital buffers.
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1. LITERATURE REVIEW

AND HYPOTHESES

Analyzing the impact of economic and bank-
specific factors on bank capital adequacy has be-
come a focal point in banking literature, espe-
cially in developing countries. Research scholars
have approached this issue from different meth-
odologies and inconclusive results. Obeid (2023)
investigated the financial and economic factors
that could affect bank capital adequacy in the
Arab banking sector, by using GMM estimator
for 35 listed banks across seven Arab countries
during period (2015-2020). Therefore, he found
that the GDP growth rate, credit risk, and bank
size positively affect bank capital adequacy. But
his study further found that profitability nega-
tively contributes to CAR. Naoaj (2023) ex-
plored determinants of bank capital adequacy in
Bangladesh during the period (2013-2019) us-
ing random effects model. He revealed that real
GDP and profitability have a positive effect on
CAR. Hameed and Siddiqui (2023) investigated
the determinants of capital adequacy ratio in
private banks of Pakistan for the period (2011-
2020). They concluded that bank size and credit
risk have a negative impact on CAR. However,
the variables including real output and return
on assets have a positive effect on CAR. Jouini
etal. (2021) examined the impact of bank-specif-
ic and economic factors on capital adequacy for
40 Arab banks over the period (2014-2020) by
using GMM estimator. They revealed that bank
size, credit risk, profitability (ROA), and GDP
growth positively affect CAR. Usman (2021)
examined the determinant of bank capital ade-
quacy in Nigeria for the period (2012-2019). The
study found that loan losses provision has a pos-
itive effect on capital adequacy. However, bank
return on assets and size did not have a signifi-
cant effect on CAR. Vu and Dang (2020) identi-
fied the factors that significantly affect CAR of 31
Vietnamese banks from 2011 to 2018 using pan-
el data estimates. They revealed that return on
assets had a positive impact on CAR. However,
other variables such as bank size and credit risk
did not have significant impact on capital ade-
quacy. Bhattarai (2020) examined the determi-
nants of bank capital adequacy ratio in Nepal for
the period 2013 and 2017 using panel data esti-
mates. He found that bank size negatively influ-
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ences CAR. Nevertheless, return on assets and
non-performing loans did not have a significant
effect. Abusharba et al. (2013) analyzed determi-
nants of capital adequacy ratio in the Indonesian
Islamic commercial banks for the period (2009-
2011) using multiple regression. They found
that return on assets positively impacts CAR.
However, non-performing financing negatively
affects capital adequacy ratio.

A substantial body of literature has examined this
topic from an international perspective, elucidat-
ing the economic and institutional factors that
influence capital ratio across various economies.
These studies primarily examine determinants of
capital adequacy in different developed countries.
Kishibayeva et al. (2023) conducted a comprehen-
sive study that examined determinants of bank
capital adequacy in G7 countries for the period
1999and 2017, using Ordinary Least Squares (OLS).
They found that real output growth rate positively
impacts CAR. Conversely, bank return on assets
is found to have a negative effect. El-Ansary et
al. (2019) conducted a comparative study of cap-
ital adequacy determinants between Islamic and
commercial banks in MENA region using GMM
estimator for panel data from 10 countries for 38
Islamic banks and 75 conventional banks during
the period (2009-2013). They found that return on
assets and credit risk only in conventional banks
have a positive effect on CAR. However, the result
showed that both Islamic and conventional banks
have a significant association between CAR and
the variables; bank size and GDP growth. Aktas
et al. (2015) identified the factors of capital ad-
equacy in South Eastern European countries us-
ing 71 commercial banks from 10 different coun-
tries during the period 2007-2012. They found
that the variables such as bank size, GDP growth,
and credit risk are adversely related to CAR, but
bank return on assets negatively impacts capital
adequacy.

Based on an in-depth literature review, there is a
knowledge gap in prior literature. The difference
appears in requiring a comprehensive study that
aggregates economic and institutional factors in
predicting capital adequacy from a multi-country
perspective. Based on this research gap, this study
aims to examine the determinants of bank capital
adequacy in Arab countries.

http://dx.doi.org/10.21511/bbs.20(1).2025.18



The research hypotheses are formulated as follows:

H,: GDP growth adversely affects bank capital
adequacy.

H,: Interest rate negatively affects bank capital
adequacy.

H,: Non-performing loans adversely affect bank
capital adequacy.

H,: Bank return on assets positively affects bank
capital adequacy.

H,: Large size of a bank positively affects bank
capital adequacy.

2. METHODS

This study aims to examine the determinants of
bank capital adequacy in Arab countries (Bahrain,
Egypt, Jordan, Kuwait, Lebanon, Oman, Palestine,
Qatar, Saudi Arabia, and UAE). These countries
were selected based on their similar character-
istics and economic diversity. In addition, these
countries have sufficient data variables to facilitate
research findings. Panel data were collected from
the World Bank database and financial stability
reports for each country. The study uses a panel
dataset from 158 banks across 10 Arab countries
for the period (2017-2023).

This paper uses the capital adequacy ratio as a
dependent variable. This ratio measures the fi-
nancial solvency of the banking system (Senan et
al., 2022). It also indicates the ability of a bank to
absorb potential losses or shocks in the period of

Table 1. Description of variables

Banks and Bank Systems, Volume 20, Issue 1, 2025

crisis (Kishibayeva et al., 2023). Additionally, CAR
is regressed by groups of independent variables as
follows. First, economic growth measured by the
growth rate of GDP. Thus, when the GDP growth
rate is positive, the banking system may reduce its
capital requirements (Naoaj, 2023). Second, the
interest rate measures the cost of debts in dollar
currency (Mili et al.,, 2017). The increase in in-
terest rate, the ability of borrowers to repay their
loans will decrease. This implies that the value of
bad loans increases and adversely affects the CAR.
Third, non-performing loans are used to measure
credit risk. It represents loans that remain unpaid
or the repayments have not been made by borrow-
ers for a period of time, usually from 90 to 180
days (Abusharba et al., 2013). The higher NPLs are
expected to have a negative effect on CAR. Fourth,
Return on Assets (ROA) is used to measure bank
profitability. It indicates how well banks use their
assets in generating profits (Vu & Dang, 2020).
This ratio is expected to have a positive effect on
CAR. Fifth, the current study uses bank size as
control variable to predict CAR. Hence, larger
bank size tends to achieve higher level of capital
adequacy (Jouini et al., 2021). Therefore, Table 1
presents the description and calculation of re-
search variables.

Dynamic of Ordinary Least Square (DOLS) model
was carried out to estimate the long-run relation-
ship in co-integrated panel data, as suggested by
Kao and Chiang (1999), to detect the inefficient
parameters of ordinary least squares. Moreover,
Pedroni (2001) proposed a non-parametric ap-
proach, namely Fully Modified Ordinary Least
Square (FMOLS), to capture endogeneity and au-
tocorrelation in the OLS estimator. Hence, the two
models were applied to predict the factors of bank

Variable Symbol Calculation ; References
Interest rate | Indicates the cost of the amount borrowed that is measured by Addo et al. (2022)
: i the dollar currency :
) Measures the price of all finished goods and services that are AlZoubi (2021), Al-Tamimi
D DP
Growth in GDP 66 produced in an economy in a specific period and Obeidat (2013)
Return on Assets : ROA i Calculated by dividing the net profits by a bank’s total assets : Badalashvili (2016)
Non-Performing Loans NPLs Cal;_ulgted by dividing non-performing loans to total credit Sofa et al. (2024)
facilities
) . Duho (2023), Quynh an
Bank size SIZE Measured by logarithm of bank total assets Trung (2024)
Capital adequacy ratio CAR Calculated by dividing bank capital by weighted assets Naoaj (2023), Unvan

(2020)
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capital adequacy ratio across 10 Arab countries
between the period 2017-2023. Moreover, panel
unit root test such as Levin-Lin-Chu Test (Levin
etal., 2002), Dickey and Fuller (1979), and Phillips
and Perron (1988) tests were used to verify the
temporal structure of explanatory variables and
detect stationarity in the panel data. In this regard,
the null hypothesis is rejected if the p-value is less
than the significance level of 0.05, and then the ex-
istence of stationary series in the panel data. Thus,
the model specification is formulated as follows:

CAR, =, + 3, (1,)+ B, (GGDE,)

1

+p, (ROA, )+ B, (NPLs, )
+ B (SIZE, ) +¢,,

1)

where CAR, refers to capital adequacy ratio. I
stands for annual interest rate, GGDP represents
GDP growth. ROA denotes the bank return on as-
sets. NPLs indicate non-performing loans. Bank
size measures the logarithm of total assets in each
country. 8, B,, B,, B> and 3, are coeflicients of ex-
planatory variables. B stands for intercept or con-
stant term, and g, is the error term.

3. RESULTS

Table 2 shows that the capital adequacy ratio in the
Arab banking sector has recorded a mean value of
17.8%. This implies that these banks have achieved
the mandatory minimum capital requirements
as released by Basel Accord III. The result reveals
that the volatility of CAR was relatively low across
Arab countries and deviated by 2.8%. Arab coun-

tries enjoy a high level of bank capital adequacy on
average, most of the Arab nations apply additional
capital buffers and set higher limits than Basel III
standards to absorb any potential losses during
the COVID-19 pandemic. Therefore, this crisis
did not affect the CAR in the Arab banking sec-
tor except for Lebanese banks, which have CAR
less than the regulatory limit between 2020 and
2023, ranging between 6.4%-8%, while the rest of
Arab banks have average CAR of 17.8% as shown
in Figure 1.

As for economic factors, interest rate and GDP
growth have a mean value of 5.6% and 1%, respec-
tively, which deviate slightly by 4.5% and 3.6%, re-
spectively. Table 2 also shows that the return on as-
sets ratio has an average ratio of 1.5% over the last
7 years and deviated by 19.9%. This implies that
bank ROA differs between Arab countries, rang-
ing between -0.7%-3.2%. Non-performing loans
ratio has reached 4.8% on average, with a small
deviation of 3.6%. This result affirms that Arab
banks have conservative policy toward granting
loans in light of the Corona crisis to control their
credit risk except for Lebanon banks that have
average NPLs of 14.66% during this period. The
result finds that the natural logarithm of assets is
4.214 on average with a large standard deviation of
1.247. This indicates a large difference across Arab
countries regarding bank size. Lastly, despite the
economic and political challenges that face Arab
countries, the Arab banking system is stable and
able to achieve the regulatory capital limits for ab-
sorbing shocks, which support its vital role in pro-
viding funds in light of ambiguity surrounding
the Arab world.

Table 2. Descriptive statistics and correlation analysis

Variable Interest GGDP ROA NPLS CAR
Interest 1 0.162 -0.23 0.411** —0.488**
8GR e Ao0d91 0167 L0195
L O Oassre
NPLS — — 1 —0.844%**
sz o . - 0116
oA S T SRS S - S S
Mean © 0056 0.015 0.048 0.178
Medan 0045 0,013 0041 018
Std.Dev 0045 0199 0038 o008
Max 020 0032 018 0222
Min 0.002 -0.115 -0.007 0.014 0.064

Note: ** denotes significance at 1%.
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Source: World Bank database 2023.

Capital Adequacy Ratio

2017 2018 2019 2020

0.182

0.18

0.178

0.176

0.174

0.172

0.17

2021 2022 2023

Figure 1. Bank capital adequacy ratio in the Arab region (2017-2023)

Figure 1 exhibits the average CAR across Arab
nations from 2017 to 2023. It was noted that this
ratio has recorded the highest level of capital ad-
equacy of 18.05% in 2022 and the lowest CAR of
17.4% in 2017. During the coronavirus, the CAR
raised up to 17.8% at the end of 2020 and grew to
17.9% in 2021. The result concludes that bank cap-
ital adequacy in the Arab region varies between
17.6% and 18% over the entire period, which is
higher than the 10% of Basel III capital standards.
This affirmed that Arab countries had achieved
the minimum capital standards during the crisis.

Table 2 displays the results of correlation coefli-
cients among explanatory variables and CAR. In
this sense, the CAR significantly and negatively
correlated (the coeflicients are —0.488 and —0.844,
respectively) to interest and NPLs at the signifi-

cance level of 0.01. However, the CAR positively
correlated (0.445) to profitability at the signifi-
cance level of 0.01. But, GDP growth and bank
size are not significantly correlated to CAR. As for
collinearity, the result shows the absence of multi-
collinearity among explanatory variables, all coef-
ficients” values were below the standard limit of
0.8 (Gujarati, 2004). It can be concluded that there
was no multicollinearity problem in the estimated
model.

The study employs the methods of panel unit root
to validate the stationarity of panel data. The re-
sults of the unit root test are shown in Table 3. The
results of the LLC test suggest that all the series
are stationary at level with intercept. However,
ADF and PP tests provide significant evidence that
some of the explanatory variables, namely inter-

Table 3. Panel unit root tests for the estimated model (2017-2023)

Variable LLC ADF PP LLC ADF PP
o 279 533907 1337 12723
(0.2992) (0.0001) (0.8888)
54.776** 5.688 8.037
(0.0000)  ~  (0.9973) (09781) = (09995
33.680* 471.235%* 52.281**
GGDP S ; = S
0.0271) (0.0034) (0.0001) 00001)
“o 25872 33.004° 15995 22433
(0.1701) (0.0283) (0.7169) (0.3175)
oL 2303 29690 16371 31069*
(0.2870) (0.0350) 06933) = (00243)
- 15118 5,276 1694 03105
(0.0000) (0.7696) (0.9795) (1.000) (1.000)

Note: *and ** denote significance at 5% and 1%, respectively. LLC refers to the Levin-Lin-Chu test. ADF stands for Augmented

Dickey-Fuller, and PP indicates the Phillips and Perron test.

http://dx.doi.org/10.21511/bbs.20(1).2025.18

225



Banks and Bank Systems, Volume 20, Issue 1, 2025

est and GDP, are stationary at level with intercept,
while CAR, NPLs, and SIZE are stationary at dif-
ferent order of co-integration. This indicates the
rejection of the null hypothesis of non-stationarity
among the variables at the 0.01 significance level
for all unit roots tests.

Further analysis was carried out to examine the
existence of a long-term relationship between
the variables such as interest, GDP growth, ROA,
NPLS, SIZE, and CAR. For this reason, we used
two cointegration tests were developed by Kao
and Chiang (1999) and Pedroni’s, (2001) as shown
in table 4. Optimal lag length is automatically se-
lected based on Akaike Information Criterion
(AIC). The result of the Kao test provides evidence
to reject the null hypothesis of no cointegration
in the estimated model. Similarly, Pedroni test
proves the presence of co-integration among re-
search variables. This study continues processing
panel data by using DOLS to estimate the long-
run duration effect.

Table 5 presents the DOLS long-run effect of ex-
planatory variables on CAR. Annual interest is
estimated by USD dollars in the Arab region ad-

Table 4. Panel co-integration tests

versely affects bank capital at the 5% significance
level. This indicates nominal interest is harming
the capital adequacy ratio in the Arab banking
sector. Nevertheless, GDP growth rate has no sig-
nificant effect on CAR (t-value =1.42 is less than
1.96 and p < 0.05). This means that the capital ad-
equacy ratio is not sensitive to the change in eco-
nomic growth. The beta coefficient of ROA indi-
cates bank profitability is positively related to CAR
at the 10% significance level, revealing that higher
profit requires raising the level of capital adequa-
cy. The result shows that non-performing loans
are negative and significantly affect capital ade-
quacy at the 1% significance level (t-value = -9.11,
p > 0.01). However, large-sized banks compared to
small ones have no significant effect on CAR as
appeared in the DOLS model.

This study employed FMOLS to detect the endo-
geneity problem and autocorrelation in the con-
text of the DOLS model. Thus, FMOLS provides
strong consistent evidence for serial autocorre-
lation. Therefore, estimated FMOLS yields dif-
ferent results from DOLS, as presented in Table
5. The findings reveal that the interest rate has a
negative and statistically significant effect on CAR

Kao (1999) test Pedroni (2000) test
Summary test Statistic p-value Summary test Statistic p-value
Panel ADF-statistics -1.6485 0.0496 i Dickey-Fuller t 6.2691 0.000
Table 5. The results of panel data estimates
Dynamic of Ordinary Least Square (DOLS)
Variable Coefficient (B) ' Standard errors ' t-Statistic p-value
Interest 00542 LT206% . (0.0436)
GGDP 0.0512 1.42 (0.1619)
ROA e DO168 00093 e 18O (00771)
NPLS 0.0565 —9.11** (0.0000)
SIZE e 00022 0.0017 0T (0.450)
S S 10,0086 LA (0.0000)
R-squared : - : - (0.0000)
Fully Modified Ordinary Least Square (FMOLS)
Variable Coefficient (B) ' Standard errors ' t-Statistic p-value
Interest : 0.071 -2.17* (0.0349)
GGOP 00385 L0895 (0.4906)
ROA 0.0912 (0.0093)
NPLS . 0.1051 (0.0000)
SUZE e 00295 00321 (0.0383)
R-squared 0.8902 - - (0.0000)

Note: ** and * denote significance at 1% and 5%, respectively.
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(B1 = -0.0145, p > 0.01). This implies that a 1% in-
crease in banking interest causes a decrease in risk
weighted capital by 1.45%. The finding further sug-
gests that growth in GDP has no significant effect
on CAR (B2 = 0.0256, p < 0.05). For profitability,
this result indicates that ROA is positive and signif-
icantly affects CAR (3 = 0.025, p > 0.01). However,
credit risk is negative and significantly affects CAR
(B4 = -0.441, p > 0.01). This implies that a 1% in-
crease in the NPLs ratio tends to decrease the capi-
tal adequacy by 44.8%. Furthermore, FMOLS es-
timate found that bank size is positive and signifi-
cantlyaffects the capitaladequacy ratio (35=0.0295,
p > 0.05).

Table 6 illustrates the bi-directional relationship
between explanatory variables and CAR using
pairwise granger causality at first and second or-
der of differences (lag 1 and lag 2). The results pro-
vide robust evidence of significant two-way cau-
salities between the variables; capital adequacy
(CAR) and non-performing loans (NPLS) at 1* lag
order (NPLS <> CAR). Moreover, the significant
two-way causalities between ROA and CAR at sec-
ond order lag (ROA <> CAR). The result reveals
that non-performing loans Granger cause CAR
at a significance level of 1%. In addition, it shows
that return on assets Granger causes CAR at a sig-
nificance level of 1%. This finding affirms that the
above mentioned variables can be reliable in de-
termining future long-term trends in this model.

Table 6 also gives evidence of four significant one-
way causalities (CAR <> Size, GGDP <> NPLS,
NPLS <> I, and NPLS <> Size). This implies that
past behavior of one of these variables can predict

Table 6. Pairwise Granger causality test

Banks and Bank Systems, Volume 20, Issue 1, 2025

past and present of the other variable in the esti-
mated model, and the opposite is not true. Only
two cases of causalities (interest and SIZE) do not
granger cause one another at 1 lag order within
the estimated model.

4. DISCUSSION

This study compares its results with prior studies
conducted in other countries. It was found that
capital adequacy has a negative relationship with
interest rate. Therefore, this finding supports H,,
suggesting that higher interest leads to lower bank
capital adequacy. This can be attributed to the
fact that higher interest would increase the cost of
debts and credit risk for borrowers, which in turn
lowers the level of capital adequacy. This finding
is consistent with Aktas et al. (2015) and Mili et
al. (2017), who supported the negative relation-
ship between interest and CAR. The Arab banking
sector requires additional capital buffers to face
higher costs of credits. However, these results are
contrary to the finding of Senan et al. (2022) who
pointed out that interest rate did not have signifi-
cant effect on capital adequacy ratio.

It was also found that the growth rate in GDP is
positive and statistically significant affects CAR.
This finding supports H, indicating that GDP
growth does not impact the capital adequacy ratio.
This result could be explained by the rapproche-
ment of growth rate in GDP across Arab countries
in general. This finding contradicts the results of
Naoaj (2023), Boyarchenko et al. (2020), and Aktas
et al. (2015) who found a positive relationship

Variable | Lags CAR : 1 GGDP ROA NPLs SIZE
AR oo 02634 . 04085 . 2073 . 3160% . 4.039*
ol 1573 05267 doysstt 06522 4152*

L1 2.548 0.0057 1.009 0.8226 0.9397

T N S Y N T TN B T

S LML 1S4 2083 - 1614 4083 00728

L2 0.800 2.692 - 3.0227 0.2453 0.0991
won oM 3055 03039 143 - 646 04706
Sl wrre 02437 05281 - 162417 L0151
NPLs L1 o4 | ee3* | 00%88 3733 = 13.006**
Lol B2t se3sT 10201 730190 - 18.313"*
- LML 00005 1 01750 . 00003 01145 07181 -

L2 0.3687 0.4604 1.0656 14.234** 0.2595 -

Note: ** and * denote significance at 1% and 5%, respectively.

http://dx.doi.org/10.21511/bbs.20(1).2025.18
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between GDP growth and capital ratio. They ex-
plained that economic growth increases the level
of capital adequacy and reinforces the financial
stability of the banking system.

The results reveal that bank return on assets has
a positive and statistically significant effect on
CAR. This finding supports H, implying that an
increase in the ratio of shareholders’ fund to to-
tal assets positively supports the bank capital ra-
tio. This finding could be explained by the fact
that these banks efficiently utilize their assets to
generate more profits during the COVID-19 pan-
demic and is attributable to the banking sector
reform embarked upon during the economic cri-
sis in early 2020. This evidence is consistent with
the findings of Vu and Dang (2020) who posit a
positive relationship between profitability and
capital adequacy ratio. Banks with higher profit
rates are more solvent and can absorb potential
losses to protect their customers’ deposits (Jouini
et al., 2021). However, this result contradicts the
finding by Kishibayeva et al. (2023) who found a
negative relationship between bank profitability
and capital ratio.

Regarding credit risk, the result points to the ad-
verse effect of NPLs on bank capital adequacy.
This finding supports H, indicating that when the
probability of loan losses increases persistently,
the capital adequacy ratio will be low, which in
turn threatens bank depositors’ funds. This result
can be justified by the default probability due to
the credit policy expansion that may cause a po-

tential loss in bank capital. As a result, the bank
requires additional funds to absorb capital losses.
This evidence aligns with Sofa et al. (2024) and
Abusharba et al. (2013). They reported that bank
capital adequacy is negatively responsive to a
change in banking credit risk.

In literature, investors are motivated to allocate
more funds to larger banks compared to their
small counterparts (Obeid, 2023). This study found
that the control variable of bank size positively af-
fects bank capital adequacy. This result supports
H, suggesting that large-sized banks compared to
small ones require a higher degree of the capital
adequacy ratio. This positive effect can be count-
ed for by banks with large assets, which have high
probability of expansion and investment, which
in turn exposes higher degree of risk. Therefore,
it is necessary to add more capital buffers to ab-
sorb the probability of losses. This finding is con-
sistent with the finding by Senan et al. (2022) who
supported the positive nexus relationship between
bank size and capital adequacy.

The result also reveals that credit risk has pairwise
granger causes bank capital adequacy. In addition,
it shows that return on assets granger causes CAR.
This result supports the finding of Gharaibeh
(2023) who affirmed the unidirectional nexus re-
lationship between the variables NPLS, ROA, and
CAR. This result indicates that the CAR in the
Arab banking sector has a sensitive response to
changes in credit risk and profitability in the long
run, and the opposite is true.

CONCLUSION

This study aims to examine the determinants of bank capital adequacy in Arab countries, including
Bahrain, Egypt, Jordan, Kuwait, Lebanon, Oman, Palestine, Qatar, Saudi Arabia, and UAE. Capital
adequacy ratio is used as a dependent variable, while GDP growth, interest, NPLs, ROA and bank size
are used as independent variables. Finally, the effect of economic and bank-specific factors on CAR was
estimated using Fully Modified Ordinary Least Square (FMOLS) for the period (2017-2023).

The finding shows that fluctuations in interest and non-performing loans negatively affect the bank
capital ratio. This indicates that higher interest rates lead to an increase in the degree of non-performing
loans, which in turn decreases the level of capital adequacy. As a result, capital adequacy ratio tends to
be more responsive to the higher degree of credit risks. In contrast, the result finds that return on assets
and bank size positively impact CAR. This implies large size and profitable banks require additional
capital buffers. On the other hand, economic growth (GDP) has not been able to predict the change in
CAR. The result also provides evidence of the unidirectional relationship between NPLs and CAR; ROA
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and CAR. This means that the past level of these variables can predict the future changes in the other
variable in two-way causalities. However, the variables of interest and bank size do not granger cause
one another in the estimated model.

The research findings provide new insights to bank managers and regulators on the need to be more
sensitive to the impact of interest rate and loan disbursements on the capital adequacy ratio. Bank man-
agers should be attentive to prudential credit policy tools to absorb any potential risk that could face
the bank. Additionally, regulators in these countries should expedite the implementation of the amend-
ments made by Basel III in the capital adequacy ratio while formulating their regulations to stimulate
resilience and financial soundness of the banking system in Arab countries.
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