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Abstract: 

The main objective of the study is to determine the impact of financial flexibility through its 

following indicators (cash assets, debt viability, and financial leverage) on capital structure costs 

(debt costs and equity costs) in Iraqi Islamic banks listed on the Iraqi Stock Exchange for the period 

(2016-2022). To achieve the objective of this study, the statistical methods model was relied upon as 

a multiple regression model, using the least squares method, as the study concluded that the 

relationship between financial flexibility indicators and capital structure costs is a negative linear 

relationship, meaning that the greater the financial flexibility, the lower the capital structure costs. 

The research also provided a set of recommendations that relevant parties can use. 

Keywords: Financial flexibility, capital structure cost, Islamic banks. 

       

   Introduction 

The flexibility of management in adapting its future procedures in response to changing 

future market conditions expands the value of the investment opportunity by improving 

its capabilities while reducing downside losses compared to the initial expectations of 

management under negative management. Firms select financial policies to guarantee 

dependable and cost-effective access to capital, according to theories of capital structure 

that highlight financial flexibility. One important aspect of financial flexibility-based 

theories of capital structure is that companies should take on debt to fund short-term 

needs, with the goal of eventually paying it off so they can borrow again. Because of the 

lower margins on debt compared to equity, companies naturally choose to issue debt to 

satisfy their financing needs (DeAngelo et al., 2018:1). The capital structure literature has 

been slow to acknowledge financial flexibility as a possible critical component in 

explaining firms' capital structure decisions, despite managers' assertions that it is a 

crucial component in their decision-making process. I find the focus on financial 

flexibility intriguing, but it might be interpreted in different ways. As a result, some 

have argued that the consideration of financial flexibility is unrealistic and rests too 

heavily on assumptions about the company's capacity to deal with unanticipated 

circumstances. So, it should come as no surprise that the capital structure literature has 
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paid little attention to financial flexibility (Byoun, 2011:1). Consequently, the research on 

the effect of financial flexibility on costs of capital structure benefited from this study's 

scientific addition. The research was structured into four primary parts to accomplish this 

goal. Section one stated the problem, outlined the objectives, and discussed the research's 

scientific process, and basic hypothesis of the study. Then, the second section dealt with 

the theoretical framework of the research and defined the concepts of financial flexibility 

and capital structure costs and the most important indicators associated with them. The 

third section dealt with financial and statistical analysis and testing the study hypotheses, 

and finally, the fourth section dealt with the conclusions and recommendations. 

1- Research Methodology 

1-1- Research Problem 

The markets of developing countries are generally characterized by limited development 

and low levels of liquidity, in addition to the presence of many obstacles that limit the 

ability of banks to access funding sources. Therefore, banks in such countries try to 

maintain a level of financial flexibility that enables them to attract profitable investment 

opportunities by keeping cash or financing with equity when the value of companies in the 

market is high, which reduces their need for financial liquidity in order to know the extent 

of the impact of financial flexibility on capital structure costs in Iraqi Islamic banks listed 

on the Iraq Stock Exchange. From this standpoint, the current study attempted to link 

financial flexibility with capital structure costs. Therefore, this relationship can be 

embodied through the following question: What is the extent of the impact of financial 

flexibility on capital structure costs in Islamic banks listed on the Iraq Stock Exchange? 

This is represented in the following questions: 

1. What is the level of financial flexibility indicators in Islamic banks listed on the Iraq 

Stock Exchange? 

2. What is the level of capital structure cost indicators in Islamic banks on the Iraq Stock 

Exchange? 

3. What is the level of impact of financial flexibility indicators on debt costs? 

4. What is the level of impact of financial flexibility indicators on equity costs? 

5. What is the level of impact of financial flexibility indicators on capital structure costs? 

1-2- The importance of the research 

The importance of the study is evident in two directions: the theoretical aspect and the 

practical aspect: 

 The theoretical aspect: 

On the theoretical aspect, the research addressed two variables that are of great 

importance in terms of financing, especially in the banking sector, as banks often suffer 

from liquidity risks and, therefore, are in constant need of funding. The research addressed 

financial flexibility and its indicators, which are the possession of cash assets, debt 

viability, and financial leverage, in addition to the costs of the capital structure, which 

addressed the costs of debt and the costs of equity. 

 The practical aspect: 

On the practical aspect, the importance of the research is evident in the results it reached 

related to the financing of Islamic banks and the study of financing decisions, whether at 

the level of debt financing or equity financing and knowing the extent of the impact of 

financial flexibility indicators on the costs of the capital structure, in addition to the 

recommendations reached by the research that are beneficial at the application level. 

http://www.globalresearchnetwork.us/index.php/ajebm


American Journal of Economics and Business Management 2025, 8(1), 1380-1384. 309 

American Journal of Economics and Business Management 2025, 8(1), 1380-1384. https://www.globalresearchnetwork.us/index.php/ajebm 

 

 

1-3- Research objectives 

The current research aims to: 

1. Know the extent of financial flexibility indicators in Islamic banks listed on the Iraq 

Stock Exchange. 

2. Identify the levels of capital structure cost indicators in Islamic banks on the Iraq Stock 

Exchange. 

3. Knowing the extent of the impact of financial flexibility indicators On the costs of debt? 

4. Knowing the extent of the impact of financial flexibility indicators on the costs of equity. 

5. Study and analyze the impact of financial flexibility indicators on the costs of capital 

structure. 

1-4- Research hypotheses 

After reviewing the problem of the study and its sub-questions and after determining the 

objectives that the current research seeks, the research addressed three main hypotheses 

represented in the following: 

1. The first hypothesis: There is a statistically significant impact of financial flexibility (cash 

assets, debt viability, and financial leverage) on debt costs. 

2. The second hypothesis: There is a statistically significant impact of financial flexibility 

(cash assets, debt viability, and financial leverage) on the costs of equity. 

3. The third hypothesis: There is a statistically significant impact of financial flexibility 

(cash assets, debt viability, and financial leverage) on the cost of capital structure. 

1-5- The hypothetical plan for the research 

Based on the research variables and in order to clarify the relationships of influence 

between them, a hypothetical plan for the research was developed as follows: 

 

"Figure (1) Hypothetical scheme of the study" 

"Source: Prepared by the researcher" 

1-6- "Scope of the research" 

"The current researcher focuses on Islamic banks, so the study community represents the 

Islamic banks listed in the Iraqi Stock Exchange. The study sample was a group of Islamic 

banks that have complete data that contributes to achieving the purpose of the research, as 

in the following table": 
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Table (1) Islamic banks, study sample 

 

"The researcher prepared this source." 

2- Theoretical Framework 

2-1- The Concept of Financial Flexibility 

Financial flexibility denotes a firm's capacity to obtain and reorganise its financing with 

minimal expense. Firms with financial flexibility can mitigate financial distress during 

adverse events and readily finance investments when profitable opportunities present 

themselves. A firm's financial flexibility is influenced by external financing costs, which 

may reflect characteristics such as size, as well as the firm's strategic decisions concerning 

capital structure, liquidity, and investment. Firms must optimally manage their financial 

flexibility in the face of different transaction costs and taxes, thus examining the value of 

financial flexibility under various circumstances (Gamba & Triantis, 2008:2263). 

Financial flexibility refers to the capacity to prevent both underinvestment and financial 

distress, representing a significant concern for managers. The two primary components of 

financial flexibility are payout policy and risk management. The magnitude and structure 

of payouts influence financial flexibility; opting for lower repurchases or a greater 

proportion of repurchases compared to dividends enhances financial flexibility. Risk 

management is crucial to prevent underinvestment and financial distress. Companies 

engage in hedging to prevent the necessity of acquiring expensive external capital, and 

effective hedging minimises financial constraints (Bonaimé et al., 2014:1). 

Financial flexibility is essential for managing uncertainties and fluctuations in both internal 

and external financial contexts (Byoun, 2011:6). 

Most senior corporate managers globally regard financial flexibility as a critical factor 

influencing their capital structure decisions. Academic literature posits that motivations 

for attaining financial flexibility are linked to firms' capacity and future necessity to secure 

external funding and to restructure their financing at minimal cost. Companies possessing 

financial flexibility can more readily access external capital markets to address financing 

requirements stemming from unforeseen earnings deficits and emerging growth 

prospects, thereby circumventing scenarios that may result in suboptimal investments and 

diminished performance (Arslan et al., 2014:3). 

2-2- Indicators for measuring financial flexibility: 

The relationship between financial flexibility and firm value is positive. This result is 

influenced by the notion that elasticity quantifies the overall cost of external financing, 

allowing for a discussion of an additional impact of elasticity on banks. Less financially 

flexible firms have a stronger incentive to maintain liquid assets to enhance their 

protection against shocks from varying rates set by capital markets. Investing in liquid 

assets at a specific point in time conserves financial resources at that moment. Investing in 
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liquid assets mitigates the effects of future uncertainty by decreasing reliance on external 

financing. Liquid assets may incur significant costs due to tax implications or agency 

problems between managers and shareholders. This indicates that liquid assets, when 

considered independently, will exhibit a negative net present value. Firms will opt to 

maintain slack only if it mitigates uncertainty regarding future financing costs. The firm 

selects to invest in liquid assets to optimise expected profits at a specific time (Billett & 

Garfinkel, 2004:833). Financial flexibility indicators are categorised into liquidity and 

leverage indicators (Jabar and Sultan, 2024: 645-647). 

A. Cash holdings 

"In an optimal market, firms maintain a positive cash level without adverse consequences. 

Firms' cash holdings are significant because of various market frictions present in the real 

world. Existing literature indicates that firms maintain cash for various reasons, including 

transaction, precautionary, agency, tax, and predatory motives. The transaction motive 

posits that corporate cash reserves serve to mitigate transaction costs. When firms 

encounter inadequate internal financing, they can liquidate non-cash assets, issue new 

securities, and decrease dividends. Nonetheless, these methods result in transaction costs 

that firms are hesitant to bear. Firms with enhanced access to external funding, including 

larger firms and those with elevated credit ratings, typically maintain lower cash reserves 

due to reduced transaction costs. The cash holding ratio reflects this trend (Tran, 2020: 2-

5)". 

𝐶𝐻 =
𝐶𝐴 + 𝑆𝐼

𝑇𝐴
 

CH :Cash assets 

CA :Cash  

SI :Short-term investments 

TA :Total assets  

B.  Debt Capacity  

"Internal flexibility is characterised by two primary components: (1) liquid assets and cash 

holdings, and (2) lines of credit and debt capacity. Inflexibility arises from issuance costs, 

distress costs, and financing constraints, primarily due to internal factors such as debt 

capacity and cash holdings of tangible assets. These costs hinder firms' ability to obtain 

external funding when internal resources are inadequate during challenging periods or 

unexpected growth opportunities. Consequently, firms aim to preserve flexibility to 

mitigate high costs. Flexibility is hindered by the retention of substantial internal funds 

due to tax disincentives and agency costs associated with cash holdings. Both cash capacity 

and debt repayment capacity offer internal flexibility to firms; however, their significance 

varies based on the firms' current financial positions. The equation for debt capacity is 

presented as follows (Chua, 2012: 25-26)". 

𝐷𝐶 =
𝐸𝑇

𝑇𝐴
 

DC :Portability of debt  

ET: Tangible assets valuation  

TA :Total assets 

C. Financial Leverage  

"Total debt is the sum of long-term and short-term debt, while financial leverage is 

calculated by dividing total debt by total assets. The financial leverage ratio is denoted as 

the difference between the ending and commencing leverage for a fiscal year, and the 
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change in financial leverage is quantified as: Dimitrov and Jain (2006)". 

𝐿𝐸𝑉 =
𝑇𝐷

𝑇𝐴
 

LEV: Financial leverage 

TD :Total debt 

TA :Total assets 

2-3- The concept of capital structure costs: 

The cost of capital for a firm is considered in a world where money is used to acquire 

assets whose returns are uncertain. What kind of capital can be obtained, ranging from 

pure debt instruments, which represent fixed claims, to pure stock issues, which give their 

holders only a proportional share in the uncertain project? It has become of interest to at 

least three classes of economists (Modigliani & Miller,1958:262) 

(1) The corporate finance specialist is interested in the methods used to finance companies 

in order to guarantee their survival and expansion. 

(2) Capital budgeting is the primary concern of the managerial economist. 

(3) The economic theorist is interested in elucidating investment behaviour at both the 

micro and macro levels. 

Fundamental to a variety of corporate decisions is the cost of capital. From setting the 

hurdle rate for investment projects to influencing the composition of a firm's capital 

structure, the cost of capital affects a firm's operations and subsequent profitability. It is 

unsurprising that a diverse array of policy prescriptions have been suggested to assist 

firms in reducing this cost, given its significance. For instance, Arthur Levitt, the former 

chairman of the Securities and Exchange Commission, posits that "high-quality accounting 

standards improve liquidity and reduce the cost of capital" (Easley & O'hara, 2004:2). 

It is unsurprising that a diverse array of policy prescriptions have been suggested to assist 

firms in reducing this cost, given its significance. For instance, Arthur Levitt, the former 

chairman of the Securities and Exchange Commission, posits that "high-quality accounting 

standards improve liquidity and reduce the cost of capital" (Easley & O'hara, 2004:2). 

2-4- Capital Structure Cost Indicators 

"The cost of capital is the rate at which investors discount a company's prospective cash 

flows. The present value of a company's prospective cash flows decreases as the cost of 

capital increases. Consequently, companies with a lower cost of capital will be more 

valuable than those with a higher cost of capital, and, as a result, more appealing to 

investors, provided that all other factors remain constant. A firm's cost of capital is 

determined by investors' evaluation of the riskiness of its cash flows in comparison to 

other investment opportunities. Debt or equity capital are the primary sources of financing 

for businesses. Debt capital may originate from either private sources (such as banks) or 

public sources (debt markets). The interest rate implemented is the cost of debt in either 

scenario. (Investors trade debt securities in public debt markets in the same manner as 

they trade equities on a stock exchange.) The cost of equity is the return that investors 

anticipate in a company's stock, as evidenced by the stock price they are willing to pay in 

exchange for the anticipated future cash flows. The weighted average cost of capital 

(WACC) is the term used to describe the weighted average cost of debt and equity capital, 

which is the cost of capital that the majority of firms incur when they finance themselves 

with both debt and equity. The firm's after-tax weighted average cost of capital can be 

expressed as follows in the general case of a firm that has both equity and debt financing: 

(Sharfman & Fernando, 2008:572)". 
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𝑊𝐴𝐶𝐶 = (𝐸/𝐷 + 𝐸)  + (𝐷/𝐷 + 𝐸) ∗ (1 − 𝑇)  

WACC :Weighted Cost of Capital 

E :Equity capital 

D :Debts  

T :Tax 

1)  Cost of equity:  

Practitioners routinely use the Capital Asset Pricing Model (CAPM) to obtain the cost of 

equity. To obtain the results, we need several pieces of information: (Frank & 

Shen,2016:18) 

𝐶𝐴𝑃𝑀 = 𝑅𝐹 + [𝛽 ∗ 𝑟𝑚] 

CAPM :cost of equity  

RF :risk-free return  

 :Beta  

Rm :Market risk premium  

 

The Gordon growth model can also be implemented to measure the cost of equity as in the 

following equation: (Frank & Shen, 2016:18) 

𝑝0 =
𝐷𝑗

(𝑘 − 𝑔)
 

P0 :True value of the stock 

DJ: Dividend distributions  

K :Required rate of return on investment  

G :Dividend Growth Rate  

2)  Cost of debt:  

The cost of debt is frequently quantified using the interest rate, which serves as a proxy for 

default risk. The expected cost of debt is primarily measured by the one-year interest rate, 

which is determined by dividing a firm's annual interest expense by the average interest-

bearing debt outstanding over the years. Agency costs for debt holders as a whole are 

likely to be included in this measure, which reflects the average cost of financing for both 

public and private debt. Nevertheless, the interest rate is also influenced by other 

characteristics of debt contracts, including maturity, covenant stringency, and seniority. In 

order to mitigate this issue, I employ credit ratings of new bond issues as a proxy measure 

of the cost of debt in robustness analyses, as this information is not accessible to global 

companies. Credit ratings are closely associated with the ultimate yield of interest and 

principal obligations, but they are unlikely to be associated with other debt features (Li, 

2015:12). The subsequent equation can be employed to determine the cost of debt: (Aswad 

& Mahmood, 2023:16) 

𝐶𝑂𝐷𝐸 = (𝐼𝐸/𝐿𝑉) ∗ (1 − 𝑇) 

CODE :cost of debt 

IE :Represents interest expense 

LV :Debt value 

T: Tax rate 
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3- The practical aspect of the research 

1) Financial analysis: 

The financial analysis dealt with the indicators of the current study to know the position of 

the banks studied in terms of (possession of cash assets, debt capacity, and level of 

financial leverage) in relation to the independent variable. As for the dependent variable, 

which is the cost of capital structure, it dealt with the following indicators (debt costs, cost 

of equity in addition to capital structure costs) as follows:  

Table (2 ) "Financial analysis of cash assets of the research sample banks for the period 

(2016-2022)" 

 

"This report was compiled by the researcher using data collected from the Eviews 

program." 

 Table (2) shows that the general rate of cash assets reached (0.454), "which means that the 

position of the banks" in the study sample in terms of cash assets is good. We find that the 

banks that recorded rates of cash assets higher than the general market rate reached (4) 

banks out of (8) banks, while the rest of the banks achieved rates "less than the average 

rate". With regard to the time series, it shows (3) years that achieved "rates that exceed the 

general rate", while the rest of the years achieved rates "less than the average rate". 

Table (3) "Financial analysis of the debt viability of the research sample banks for the 

period (2016-2022)" 

 

"This report was compiled by the researcher using data collected from the Eviews 

program." 

Table (3) shows that the general rate of debt adequacy reached (0.928), "which means that 

the position of the banks" in the study sample in terms of debt adequacy is very good. We 

find that the banks that recorded debt adequacy rates higher than the general market rate 

reached (5) banks out of (8) banks, while the rest of the banks achieved rates "less than the 
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average rate". As for the time series, it shows that (5) years achieved rates higher than the 

general rate, while the rest of the years achieved rates "less than the average rate".  

Table (4) "Financial analysis of the financial leverage of the research sample banks for 

the period (2016-2022)" 

 

"This report was compiled by the researcher using data collected from the Eviews 

program." 

Table (4) shows that the general rate of cash assets reached (0.315), "which means that the 

position of the banks" in the study sample in terms of financial leverage is good. We find 

that the banks that recorded financial leverage rates higher than the general market rate 

reached (3) banks out of (8) banks, while the rest of the banks achieved rates "less than the 

average rate". As for the time series, it shows (4) years that achieved "rates that exceed the 

general rate", while the rest of the years achieved rates "less than the average rate". 

Table (5) "Financial analysis of the cost of debt for banks in the research sample for the 

period (2016-2022)" 

 

"This report was compiled by the researcher using data collected from the Eviews 

program." 

Table (5) shows that the general average of the cost of debt reached (0.071), "which means 

that the position of the banks" in the study sample in terms of the cost of debt is good. We 

find that the banks that recorded rates of the cost of debt higher than the general market 

rate reached (5) banks out of (8) banks, while the rest of the banks achieved rates "less than 

the average rate". As for the time series, it shows (2) years that achieved rates higher than 

the general rate, while the rest of the years achieved rates "less than the average rate".  
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Table (6)" Financial analysis of the cost of equity for banks in the research sample for 

the period (2016-2022)" 

 

"This report was compiled by the researcher using data collected from the Eviews 

program." 

Table (6) shows that the general average cost of equity reached (0.145), "which means that 

the position of the banks" in the study sample in terms of cost of equity is good. We find 

that the banks that recorded rates of cost of equity higher than the general market rate 

reached (4) banks out of (8) banks, while the rest of the banks achieved rates "less than the 

average rate". As for the time series, it shows (3) years that achieved rates higher than the 

general rate, while the rest of the years achieved rates "less than the average rate".  

Table (7) "Financial analysis of the cost of capital structure for banks in the research 

sample for the period (2016-2022)" 

 

"This report was compiled by the researcher using data collected from the Eviews 

program." 

Table (7) shows that the general average capital structure cost reached (0.217), "which 

means that the position of the banks" in the study sample in terms of capital structure cost 

is good. We find that the banks that recorded capital structure cost rates higher than the 

general market rate reached (5) banks out of (8) banks, while the rest of the banks achieved 

rates "less than the average rate". As for the time series, it shows (3) years that achieved 

rates higher than the general rate, while the rest of the years achieved rates "less than the 

average rate".  

1) Statistical analysis: 

The multiple regression model was used to test the hypotheses of the current research to 

verify the impact relationships between financial flexibility indicators and capital structure 

costs. The statistical program (Eviews-12) was also used for this purpose, and the analysis 

method was based on cross-sectional data analysis (Panel Data). 
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A. The first hypothesis: 

The study assumes the existence of a statistically significant impact relationship of 

financial flexibility (cash assets, debt viability, and financial leverage) on the cost of debt, 

and according to the results of the program (Eviews-12), the results of the multiple 

regression analysis in Table (8) showed the acceptance of the first hypothesis. 

Table (8) "Statistical analysis of the first hypothesis for the banks in the study sample 

for the period (2016-2022)" 

 

"The researcher prepared this source."In accordance with the courses (Eviews-12) 

B. The second hypothesis: 

The study assumes the existence of a statistically significant influence relationship of 

financial flexibility (cash assets, debt capacity, and leverage) on the cost of equity, and 

according to the results of the program (Eviews-12), the results of the multiple regression 

analysis in Table (9) showed the acceptance of the second hypothesis. 

Table (9) "Statistical analysis of the second hypothesis for the banks in the study sample 

for the period (2016-2022)" 

 

"The researcher prepared this source." In accordance with the courses (Eviews-12) 
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C. The third hypothesis: 

The study assumes the existence of a statistically significant influence relationship of 

financial flexibility (cash assets, debt capacity, and financial leverage) on the cost of capital 

structure, and according to the results of the program (Eviews-12), the results of the 

multiple regression analysis in Table (10) showed the acceptance of the third hypothesis. 

Table (10) "Statistical analysis of the third hypothesis for the banks in the study sample 

for the period (2016-2022)" 

 

"The researcher prepared this source." In accordance with the courses (Eviews-12) 

4- Conclusions and Recommendations 

4-1- Conclusions 

In light of the research results, the study reached the following: 

1. The relationship between financial flexibility and capital structure costs is an inverse 

linear relationship, meaning that the higher the level of financial flexibility, the lower the 

capital structure costs represented by debt costs and equity costs. 

2. Equity costs are greater than debt costs in Islamic banks, and therefore, banks tend to 

finance through debt. 

3. The volume and level of cash liquidity are high in Islamic banks, which means that they 

have the readiness and ability to invest and seize investment opportunities. 

4. The financial leverage ratio is acceptable in Islamic banks, and this is reflected in the low 

cost of debt costs compared to equity. 

5. The level of cash retention and short-term investments is very high, as it is not only idle 

energy, but it also means that the Islamic bank has a high level of readiness for investment. 

4-2- Recommendations 

In light of the conclusions mentioned above reached by the research, the researcher 

recommended the following: 

1. Islamic banks in Iraq should move towards enhancing their financial flexibility ratios, 

considering their role in reducing the costs of the capital structure due to the liquidity they 

provide. 

2. The need for Islamic banks in Iraq to invest a large volume of their cash assets in 
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profitable investment opportunities. 

3. The need for Islamic banks to use their freedom to choose capital sources by making 

well-considered decisions to reach a less expensive capital structure. 

4. Avoid excessive reliance on borrowing by Islamic banks to avoid engaging in liquidity 

risks or default. 

5. The researcher also recommends that the banks in the study sample pay attention to the 

results and recommendations of the current research in order to enhance their level of 

financial flexibility and reduce their financing costs. 
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