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Abstract

Islamic banks are different from conventional banks in terms of nature of their deposits and
loans. Modern [capital structure] theories which are used widely by conventional banks such as
trade off theory and others are not appropriate for Islamic banks primarily because of profit
sharing investment (PSI) accounts, a unique source of funds for Islamic banks. This study
attempts to empirically investigate the impact of deposits on the market value, earnings per
share and financial risk of shareholders of Islamic and conventional banks in Pakistan. We find
evidence that deposits in conventional banks have a negative impact on market value and
earnings per share (EPS). However, for Islamic banks no significant impact of deposits (PSI
accounts) has been evidenced on market value; though increase in deposit accounts has been
found to have a positive impact on earnings per share. Another important finding of the study is
that the growth in PSI accounts in Islamic banks has been found to result in an increase in
financial risk, contrary to what is predicted by the capital structure theory of Islamic Banks
suggested by Deehani et al. (1999). This finding indicates the possible effects of the income
smoothing practices, in which Islamic banks are engaged to make their PSI accounts rates

similar to deposit rates offered by their conventional counterparts.






