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Mustapha Ziky (Morocco), Nabil El Hamidi (Morocco)

DEMAND TRADE-OFF BETWEEN
PLSS AND MARKUPS IN THE
PRESENCE OF A CONVENTIONAL
BANKING RELATIONSHIP:
THE CASE OF MOROCCAN
COMPANIES

Abstract

Theoretical explanations based on information asymmetry constitute the dominant
paradigm of the near disappearance of PLSs (profit and loss sharing). This assumption
implicitly implies a hypothesis on the power of contractual choice exclusively monopo-
lized by Islamic banks. The theoretical positioning in this study to explain the arbitrage
between PLSs and markups is based on a lack of demand. In this sense, this paper
attempts to verify the demand trade-off of Moroccan companies between PLSs and
markups. A logistic regression was used to establish several findings. The evidence sug-
gests that past banking relationships with conventional banks and debt maturity both
favor the commercialization of markups. On the other hand, financial quality of firms
has no direct impact on the choice between PLSs and markups. This assertion implies
that it is incorrect to assume that sole entrepreneurs undertaking high-risk projects
choose to be funded by PLSs. Combining that with the fact that companies that agree
to be funded by PLSs agree to share profits, private information and decision-making
power, it can be said that PLSs can have a good chance of thriving in Morocco if Islamic
banks provide a favorable climate for their marketing.

Keywords profit and losses sharing, markups, Islamic banking,
conventional banking
JEL Classification G21, G23, E58

INTRODUCTION

Most authors argue that Islamic banks should focus mainly on activities
of the PLS typology. Thus, Islamic banks should avoid double-Mudhara-
ba intermediation (pure intermediation) as opposed to the non-pure in-
termediation represented by mark-up financing. The intermediation best
suited to the philosophy of Islamic finance should include liabilities main-
ly dedicated to PLSs such as Mudharaba and Wakala. However, many
economists do not support the development of PLS intermediation. In
this sense, Islamic intermediation is effective when fundraising is based
on Mudharaba and project funding is based on markups. This position
can be defended in order to optimize the preservation of the interests of
fund depositors. Some authors go so far as to say that the PLS principle is
incompatible with modern financing requirements. To justify this, it is ar-
gued that PLS, for example, cannot cover the financing of the acquisition
of goods for clients. Sharia-compliant semi-PLS intermediation, charac-
terized by funds managed by Mudharaba and used to finance projects by
markup, is advantageous for Islamic banking in terms of risk reduction.
In this way, Islamic banks can compete on an equal footing — in terms of
optimal risk management — with conventional banks.
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The migration of Islamic banks to this mixed activity compromises their engagement in the real econ-
omy and only covers consumption at the expense of investment. Overall, almost all the studies on the
disappearance of PLS contracts from the balance sheets of Islamic banks point to a problem of supply.
To address the issue of the lack of PLSs on the market, the hypothesis of a demand shortage is a very
plausible argument. Borrowers reject PLS financing for a given quality of their projects because it is
more expensive if profitability exceeds a certain level. As a result, borrowers discriminate against PLSs
and opt for markup financing or interest financing. In addition, entrepreneurs reject PLSs because they
are against the disclosure of private information to financiers. To summarize, there are many factors
unique to PLS contracts that make them less attractive to profitable businesses. Given the complete ab-
sence of PLS products and the fact that most of the research is focused on the banks’ perspective, it is

justified to study firms’ preferences for markups or PLSs, as there is little research in this area.

1. LITERATURE REVIEW

The fundamental idea on which Ross’s (1977)
model is based is the ability to deduce informa-
tion from the level of indebtedness of a company.
In this context, high indebtedness reflects a strong
capacity to honor its commitments and reveals its
financial quality. Specifically, a bank uses non-tar-
iff terms, such as contractual clauses and maturity
to reduce information asymmetry and credit risk
(Stice, 2018; Beneish & Press, 1995). If the borrow-
er does not respect the terms of the contract, the
bank can force him to repay the loan before ma-
turity. Flannery (1986) argues that external inves-
tors can acquire private information by observing
the maturity of a company’s debt. There is a bal-
ance where low-risk companies choose to issue
short-term debt and high-risk companies choose
long-term debt. Short-term debt therefore makes
it possible to adjust the terms of the contract when
renewing the loan. Credit terms may be revised
for renewal depending on the financial health and
profitability of the business. A borrower of good
financial quality may benefit from a lower interest
rate than a high risk borrower. Debt maturity is
therefore a signal that reflects the financial quality
of the firm to the market (Hasan et al., 2022; Zhen
etal., 2020; Ross, 1977; Leland & Pyle, 1977).

Roosa (1951) studies the effect of the bank re-
lationship in an environment characterized by
credit rationing. He finds that the availability of
credit increases when the company establishes a
long-term relationship with its bank. Banking re-
lationships are seen as a way to ensure the availa-
bility of finance. Kane and Malkiel (1965) argue
that a strong banking relationship can increase
the supply of credit. They explain that a bank on-
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ly offers favorable financing conditions to its for-
mer customers with whom it has a relationship. In
this way, the longitude of the duration testifies to
the confidence of the bank in the capacity of the
company to meet its deadlines. Likewise, Fried
and Howitt (1980) teach us that old clients, al-
ready evaluated by the bank, are less rationed than
the new ones proving their financial health of the
firm. The common point of all these studies is that
the bank obtains an informational advantage over
its competitors by identifying and controlling the
behavior of its clients (Schwert, 2018). Overall, a
strong and long-term banking relationship with
a conventional bank is a sign of the company’s
good health. In this regard, a client’s history with
conventional banks may be relevant to the Islamic
bank’s decision making in the event that he de-
cides to switch to Sharia-compliant financing.

According to the Leland and Pyle (1977) model,
the existence of asymmetric information moti-
vates the entrepreneur to demonstrate their high
financial quality by getting involved financially in
the project. By providing funds for the project, the
risk-averse entrepreneur diversifies his portfolio in
a suboptimal manner. It thus sends a good signal
to prove the good financial quality of the project.
If the entrepreneur doubts the success of his pro-
ject, he will not participate in the financing of the
latter. He knows that if he fails, he will bear part
of the losses (Brick & Palia, 2007). Theoretically,
the signal by the participation in the capital of the
company facilitates the obtaining of a bank loan.
This acts as a guarantee of financing by the entre-
preneur making it possible to reduce the asym-
metry of ex-ante information for the bank (Bond
& Rai, 2008). Financial involvement also reduces
the problems associated with ex-post information
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asymmetry once the credit has been granted (Song
& Thakor, 2007; Boot et al., 1991). For a borrower,
participation in the project is costly because the
likelihood of mismanagement may result in a loss,
some of which the borrower will suffer (Mansour
et al., 2015; Othman & Masih, 2015; Nouman &
Ullah, 2014).

The preponderance of markups financingis a trend
that appeared late in the literature to reflect the
real development of facts and practices in Islamic
banks. The complications related to moral hazard
and agency problems are at the center of this rea-
soning (Abdul-Rahman & Nor, 2016; Marizah &
Nazam, 2016; Mansour et al., 2015). Khan (1995)
presents a different explanation, arguing that de-
mand factors may be behind the decline of PLS fi-
nancing. However, Khan (1995) shows the impor-
tance of demand factors. The central position of
his article addresses the evolution of risk aversion
of entrepreneurs according to their experience.
Khan (1995) believes that the degree of risk aver-
sion is a decreasing function of business life and
therefore of the experience of the entrepreneur
and the age of the firm. In this way, entrepreneurs
will tend to be more risk averse when starting their
businesses. They will be risk lovers years later, giv-
en the maturity and experience they gain over time.
Therefore, novice entrepreneurs prefer PLSs, while
more experienced entrepreneurs prefer markups.
For experienced entrepreneurs, the expectations
are different since confidence increases over time,
they will be more willing to master more risk and
prefer markups.

Several works have examined the asymmetric
information issue for SMEs, highlighting the in-
fluence of firm size on the access to financing.
Petersen and Rajan (2002) conclude that informa-
tion on the credit record of SMEs increases their
access to credit. To the extent lenders are more
informed, they can take rapid financing decisions.
Liu et al. (2011) find that bank financing costs are
directly influenced by the asymmetric informa-
tion element and firm size. Banks perceive the ap-
proach to collecting information on SMEs as not
being financially profitable and instead require
collaterals that only large companies can provide
(Liu et al., 2011). This attitude of banks results in
a credit rationing and high cost of borrowing for
SMEs. The literature shows that firm size has a pri-
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mary effect on a firm’s financing and investment
decisions as well as a bank’s lending and borrow-
ing function. Islamic finance literature has focused
only on the portfolio of Islamic banks in terms of
the relationship between PLS and markup financ-
ing. However, it can be thought that large com-
panies choose to be financed by markups. Small
businesses opt for PLSs because they have no other
alternatives, since their requests are systematically
rejected in the absence of sufficient guarantees.

The arbitrage between PLSs and markups depends
on the comparison between the markups margin
and the profit loss sharing ratio (Othman & Masih,
2015; Pryor, 2007). PLSs and markups can coex-
ist, under the clause that the risk inherent in each
project is remunerated at a fair price. The arbitrage
between PLSs and markups is therefore mainly
linked to the profitability of the project. However,
Dar and Presley (2001) put forward arguments
linked to the economic situation and to fiscal and
legal problems that are manageable and are not
specific to financial products of the PLS type. The
determination of profit margins for markups of
Islamic banks is not favorable to the marketing of
PLS financing. The entrepreneur will arbitrate be-
tween the PLS and the markup according to the
profit sharing rate. For a given sharing rate, the
profit margin of a markup contract will crowd out
the PLS for high profitability projects (Igbal et al.,
1998). This has the effect of dividing the customers
of Islamic banks into two categories:

o The first concerns entrepreneurs whose pro-
jects to be financed have a high expectation of
gain and a low risk. These entrepreneurs re-
fuse to share the potential gains with the bank.
Thus, they will opt for a markup financing;

o The second concerns entrepreneurs with pro-
jects with an expectation of low profits, or
projects with high profits but where the risk is
high. These entrepreneurs favor PLS financing
methods.

Islamic banks that refuse to grant PLS financing
for serious risks do so only for the second category
of customers. So the supply does not take effect be-
cause there is no demand, since the first category
is not interested in PLSs (Khan & Ahmed, 2002).
According to this reasoning, it is the predetermi-
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nation of markups that creates an anti-selection
(Mansour et al., 2015; Mansoori, 2011). However,
other researchers are of the opinion that borrow-
ers refuse PLS financing mechanisms for quality
projects (Sadique, 2010a). Therefore, they prefer
non-PLS financing so as not to share the benefits
with Islamic banks (Dusuki, 2007; Farooq, 2007).

Igbal and Llewellyn (2002) believe that PLS con-
tracts generate a great information need that can
be concealed from investors, resulting in high
transaction costs. Within conventional theory,
sharing contracts have come under some criti-
cism. Stiglitz and Weiss (1981) see that equity fi-
nancing in the category of which PLSs can be in-
cluded are less efficient compared to borrowing.
Similarly, agency problems between managers
and shareholders are more serious in PLS-type
contracts, since the latter show a desire not to dis-
close private information (Ahmed, 2008; Khan &
Bhatti, 2008). A firm may refuse to communicate
information on its financial statements or on oth-
er private information to the Islamic bank, which
finances it through a PLS (Khan, 1995; Nouman
& Ullah, 2014; Shaikh, 2011). This refusal can be
an important source of the informational asym-
metry making it impossible to obtain PLS funding
for companies applying for this type of contract.

The lack of PLSs compared to markups is essen-
tially related to the respective costs. The determi-
nation of profit margins and the overweighting
of PLS risks are not in favor of the latter (Ahmed,
2008; Abdalla, 1999). The entrepreneur will arbi-
trate between the PLS and the markup according
to these profits after deduction of the financial
charges of each financing modality. For a profit
and loss sharing rate, establishing the profit mar-
gin of a markup contract will rule out PLS for the
entrepreneur for a high profit expectation (Shaikh,
2011; Sadique, 2010a; Khan & Bhatti, 2008).
Entrepreneurs with a high expectation of profit
and low risk refuse to share the gains with the
Islamic bank, in this way they will opt for markup
financing. In this sense, many researchers are of
the opinion that borrowers refuse PLS financing
mechanisms for quality projects, because they are
more expensive for them (Farooq & Ahmed, 2013).

PLS monitoring takes place at all stages of the con-
tract to hold the contractor to terms and monitor
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his behavior (Marizah & Nazam, 2016; Nouman
& Ullah, 2014; Nagaoka, 2010). The bank in a PLS
contract has the right to influence corporate gov-
ernance and monitor its performance and deci-
sion making (Othman & Masih, 2015; Sadique,
2010a; Sadique, 2010b; Sadr, 1999). From this per-
spective, a PLS contract faces several problems, in-
cluding agency conflicts between Islamic banks
and entrepreneurs (Dar & Presley, 2001). In addi-
tion, property rights are poorly defined and con-
stitute an obstacle to the principle of profit and
loss sharing (Alomar, 2006). The entrepreneur
loses the exclusivity of decision and information
of his company in a PLS contract. However, some
entrepreneurs refuse PLS financing to keep the
confidentiality of private information and protect
the activity against interference from the Islamic
bank (Shaikh, 2011; Ahmed, 2008).

The arbitrage between PLSs and markups de-
pends above all on the arbitrage between the prof-
it margin of markup contracts and the profit and
loss sharing ratios of PLS contracts (Jan & Asutay,
2019; Nouman et al., 2019; Abedifar et al., 2015).
The preference also depends on the risk specific
to each of the two families of financing methods
(Khan & Ahmed, 2002). The methods of deter-
mining the markups by Islamic banks are not
favorable to the marketing of PLSs. For a given
profit sharing rate, the exogenous fixing of the
profit margin of a markup contract will crowd
out the PLS for an expectation of high profits.
Entrepreneurs with projects with a low expec-
tation of profit or projects with a high expecta-
tion of profit, but whose risk is high, are more in-
clined to favor PLS financing methods (Alkhan,
2020; Igbal et al., 1998). In this sense, the offer
therefore does not take effect because there is no
demand at the base since the good investor is not
interested in the PLSs. Two working hypotheses
will be formulated, which will not undergo direct
empirical testing but will serve as the foundation
of the empirical analysis. The working hypothe-
ses are formulated as follows:

WHI: Entrepreneurs of poor financial quality with
projects with low or high risk of profit expec-
tation prefer PLS financing methods.

WH2: The choice of corporate financing is exclu-

sively between PLSs and markups.

http://dx.doi.org/10.21511/bbs.18(2).2023.16



Combining the points discussed earlier in the lit-
erature review with the working hypotheses, the
following research hypotheses are formulated:

HI:  The level of bank indebtedness with a con-
ventional bank has a direct impact on the ar-
bitrage between PLSs and markups:

Hla: The greater the short-term debt, the better
the financial quality of the firm and, it will
tend to avoid PLSs.

HIb: A significant long-term debt is a signal of
poor financial quality from the firm, so it
will opt for PLSs.

H2: A long-term banking relationship with a
conventional bank is a signal of the com-
pany’s good financial quality, pushing it to
avoid PLSs.

H3: Ifthe manager is a shareholder in the compa-
ny, he/she will tend to avoid PLS financing.
H4: If decision-making maturity in the com-
pany is high, there will be a preference for
markups:

H4a: Themore experienced the business ownet, the
more likely he/she will avoid PLS financing.
H4b: The older the business, the less preference
will be given to PLS financing.

H5:  'The larger the size of the company, the more
it will tend to avoid PLS financing.

H6:  The better the company’s financial situation,
the more likely it is to choose markup financ-
ing methods.

Hé6a: The higher the profitability of the company,
the less it will prefer PLS financing methods.
H6b: The greater the risk of bankruptcy of the
company, the more it will have a preference
for PLSs.

H7:  If company executives have a preference for
PLS, they will agree to disclose the informa-
tion to the Islamic bank.

http://dx.doi.org/10.21511/bbs.18(2).2023.16
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HS8: If the company is unwilling to share the prof-

its with the bank, it will avoid PLS financing.
H9: If the company is unwilling to share deci-
sion-making power with the bank, it will
avoid PLS financing.

2. EMPIRICAL

METHODOLOGY

Below, an empirical study is carried out to analyze
the arbitrage between PLSs and mark-ups. In the
following sections, a description of the field work
will be presented, which includes the development
of the survey questionnaire, data collection, and
processing. Subsequently, an empirical study will
be conducted using a logistic regression.

2.1. Data collection

In order to meet the research objectives, a field
study was undertaken. The objective is to collect
the data on the arbitration of demand of SMEs be-
tween PLS and mark-ups. Despite the efforts that
have been made to retrieve all copies distributed,
only 160 questionnaires out of 500 were returned,
of which 106 were satisfactorily completed and 54
were excluded. Questions relating to accounting
data, which are very sensitive, adversely affected
the response rate. In this way, even if the respond-
ents were assured that the data would be processed
anonymously, the questionnaire only obtained a
response rate of 21.2% (see Table 1).

Table 1. Questionnaire response rate

— { Not N .. :Response
Distributed: :Returned: Valid : Invalid : P
returned rate
500 340 160 106 54 21.2%

The database is made up of 106 client companies
from several conventional banks and different
business sectors. The basic sample includes 63
companies that have opted for PLSs and 43 com-
panies that have opted for markups.

2.2.The model
To test hypothesis HI relating to the level of bank

indebtedness with conventional banks and its im-
pact on the arbitrage between PLSs and markups,
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two variables are designed, namely, STDET and
LTDET. The STDET variable will be used to verify
HIla relating to short-term debt with convention-
al banks, which represents the level of short-term
debt of a company. The LTDET variable used to
verify HIb represents the company’s total long-
term debt with conventional banks. To test hy-
pothesis H2 relating to the previous banking re-
lationship with a conventional bank, the variable
used is BANREL, which measures the banking
relationship in years with the company’s current
main bank. To capture the impact of the manager’s
participation in the firm’s capital on the arbitrage
between PLSs and markups, hypothesis H3 was
put forward. This will be quantified by the varia-
ble PARTI, which measures the manager’s partic-
ipation in the capital of the firm as a percentage.
The signal by the decision-making maturity of the
manager and the company is represented by hy-
pothesis H4. Thus, to test H4a, the variable used is
AGEMAG, which measures the age of the manager
in years. While for H4b the variable AGEFIRM is
used to measure the age of the firm. The signal by
the size of the company is captured by H5 and rep-
resented by the variable SIZE, which measures the
total turnover of the company surveyed.

Regarding the signal by the financial health of the
company, it is the subject of hypothesis H6, which
is subdivided into two sub-hypotheses. The first
is H6a represented by the variable RENT, which
measures financial profitability calculated by di-
viding net income by total assets. The second
sub-hypothesis H6b will be represented by the
variable FINQUAL measured by the Z-score of
Altman (1968), which reflects the quality of the
company’s financial situation. This score is based
on a linear combination function of five financial
ratios considered to be most significant in distin-
guishing companies in good financial condition
from companies in bankruptcy. A Z-score > 2.99
indicates that the firm is in good financial con-
dition. Conversely, if the Z-score < 2.99, there is
doubt about the financial quality of the company,
or it is poor. Since companies are not listed, the
market equity value is estimated using the net
book asset method. It is based on the latest availa-
ble balance sheet, using the formula:

V =Total assets —Total debt. 0))
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Hypothesis H7 representing the willingness of
managers to disclose information is captured by
the variable INFO. It is a binary variable, which
takes 1 if the manager agrees to disclose pri-
vate information to the bank, and takes 0 oth-
erwise. Regarding the willingness to share the
profits with the Islamic bank by managers, it is
represented by the H8 hypothesis. The variable
used for this is PROF, which is a binary variable
that takes 1 if the manager agrees to share prof-
its with the Islamic bank, and takes 0 otherwise.
The willingness to share decision-making pow-
er with the bank is captured by hypothesis H9,
which is measured by DEC. It is a binary variable,
which takes 1 if the leader agrees to share deci-
sion-making power with the Islamic bank, and
takes 0 otherwise.

The literature review gave us the possibility to
present some hypotheses in terms of demand ar-
bitrage between PLSs and markups. The next step
is to model these hypotheses through a logistic re-
gression. The model is given by:

PLS. = B,+p, STDET ,+ B,LTDET, +
+B,BANREL. + ,PARTI , +
+B,AGEMAG + B, AGEFIRM .+

+ B, SIZE, + J,RENT, + B,FINQUAL +
+B,,INFO, + 5, PROF .+ ,,DEC, +¢,.

@

For the model to be considered valid, it is neces-
sary for it to fulfill the requirements of logistic re-
gression. Therefore, before using the model for any
statistical inferences, it is needed to evaluate the
model’s fit and identify any problems.

3. RESULTS

Thelogic regression result provides the chi-squared
and pseudo R-squared logarithmic likelihood of
the model. These and other measures, which will
be discussed below, provide a broad picture of the
goodness of fit of the model to the data.

3.1. Model diagnosis
The Chi-square log likelihood is a test to see if the

model as a whole is statistically significant. This is
the difference in the log likelihood of the running
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Table 2. Test of the whole model
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Model -Log-likelihood : Degrees of freedom Chi-square Prob. > Chi-square
ZLDifference ... kAT 2 99.59274 <.0001% ...
Complete 21.779081 - - -
Reduced 71575451 B - B
Rsquare (U) e 0.6957
AlCc 73.5147
BiC o . loa1s3
Observations (or weighted sums) 106

model compared to the log likelihood of the inter-
cept model (Table 2).

The difference between the reduced and full mod-
els measures the importance of the variables as a
whole for the fit. The difference is 49.79 between
the -Log-likelihood for the intercept model is
71.57 and 21.78 for the full model, which includes
the 12 explanatory variables. For the regression,
there are 12 parameters which represent the ex-
planatory variables of the arbitrage between PLSs
and markups, so a degree of freedom of 12.

When using the chi-squared likelihood ratio to
check the assumption that each parameter of the
regression is zero, the difference in (-2log likeli-
hood) of the fitted model and the intercept model
gives a value of 99.60. Taking this statistic into ac-
count, the probability of obtaining a higher chi-
square value if the model is not better suited than
the intercept model is significantly less than 1%.
Thus, the chi-square test of the total uncertainty
of the fit of the complete model informs that the
model provides relevant information to the ex-
plained variable. Also, the R2 of McFadden, which
in the model is 0.6957, testifies to a satisfactory
predictive capacity.

3.2. Goodness of fit

The second step is to determine whether the cur-
rent model variables provide enough information
or whether more complex terms need to be added.
The goodness of fit test provides this information
(Table 3).

Table 3. Goodness of fit

The saturated degree of freedom is m - 1, where m
represents the population of the sample. Adjusted
degrees of freedom correspond to the number of
parameters excluding the intercept, in this case
105 and 12, respectively. The error of adjustment is
equal to the deviation of the saturated model from
the adjusted model, in this case 105 - 12 = 93. In
Table 3, the negative logarithmic probability of er-
ror from non-adjustment is given, as is the error in
a saturated model and the overall error in the fit-
ted model. In this instance, the lack of chi-square
goodness of fit is insignificant (Prob. > chi-square
= 1). This finding confirms the assumption that in-
troducing additional variables does not improve
the results.

3.3.The ROC curve

The ROC curve (Receiver Operating Characteristic)
plays a key role in determining the predictive pow-
er of the model. Because a network is relatively
better according to two criteria: a high sensitivity
and specificity complement, which is (1 - specific-
ity). Thus, a model is considered better when the
ROC curve is at the top near the left corner, as is
the case with our model. The area under the ROC
curve reflects the level of performance of the se-
lected model; it should be between 0 and 1. For the
curve to represent a better performance it should
be between 0.5 and 1 and the closer it is to “1” the
better it is. We have a 96.2% chance of placing a
positive ahead of a negative when scoring with
our classifier (logistic regression). Compared to
the 50% of the reference situation, the result of the
logistic regression is rather encouraging.

Source Degrees of freedom -Log-likelihood Chi-square
Misadjustment H 93 21,779081 43,55816
Saturated 05 0,000000 " prob.>Chisquare
AdJUStEd S 12, ‘‘‘‘‘‘‘‘‘‘‘ S 10000 .

http://dx.doi.org/10.21511/bbs.18(2).2023.16
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False positive

Figure 1. ROC curve

3.4. Likelihood ratio tests

Chi-square likelihood ratio tests are computed as
the -2 log likelihood difference between the full
model and the intercept model. It is reported in
Table 4.

Table 4. Likelihood ratio test of effects

3.5. Multicollinearity test

When the variables are orthogonal to one anoth-
er, i.e. not correlated at all, the tolerance and the
VIF are both equal to 1. When one variable is very
tightly correlated with one or several other varia-
bles, then the tolerance drops to 0 and the infla-
tion of the variance will be large. A tolerance of 0.1

source | Chisauare chi-square or lower (equivalent tq a VIF of 10 or more) is in
. likelihood ratio general a matter of major concern.
AGEFIRM ... ... 69219049 003037 Table 5. Variance inflation factor
0.30903304 07578
30051562 © 0.0830* Term VIF
005402613 08162 Constant S S T
S R AGEFRM et
. AGEMAG 1.4462914
PROF e, 200030352 o986t PARTI 12113038
BANREL 3.14843149 0.0760** DEC 1.3213095
STDET 509208639 0.0464%* NFO 13474661
LTOET 005638843 04494 PROF 13547128
FINQUAL 61287618 001330 BANREL 77949161
RENT | 6.82082693 0.0090%%* iTTEEETT iﬁzi »»»»»»»»
SIZE 9.29324804 0.0023%** FINQUAL 13767631
Note: *** Significant at 1%; ** significant at 5%; * significant ~_RENT 1.1449005
at 10%. SIZE 1.8293185

The likelihood ratio test examines how much
each variable contributes to the model. When
the significance of the test is small (less than
0.1), the variable is contributing significant-
ly to the model. Table 4 shows that the varia-
bles AGEFIRM, PARTI, BANREL, STDET,
FINQUAL, RENT and SIZE contribute signif-
icantly to the model.
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By analyzing the VIF values within the logistic
regression, it is possible to observe the absence
of significant collinearity. This confirms the re-
sults obtained by the correlation matrix, since the
equivalent VIFs are less than 10. In this way, it is
possible to keep all the predictors in the model,
making it easier to interpret the effects of each of
the variables predicted by the literature review. In
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this way, it is not needed to perform any of the usu-
al transformations, such as the logarithmic trans-
formation, the square transformation or even the
elimination of certain variables.

3.6. Parameter estimation

Having presented the basic model, the variables
used and the hypothesis to be tested, the regres-
sion results are presented below (see Table 6).

The STDET variable is significant with a negative
correlation, which allows us to accept hypothesis
Hla regarding short-term debt with convention-
al banks. In other words, the higher the level of
a company’s short-term debt, the more likely she
is to opt for a markup. Regarding the company’s
long-term debt, the variable LTDET used to test
HIb is rejected. On the other hand, the variable
BANREL, which measures the banking relation-
ship with the conventional bank in years, is signif-
icant with a negative correlation in line with the
hypothesis, therefore hypothesis H2 is accepted.

The variable PARTI, which measures the manag-
er’s participation in the company’s capital as a per-
centage, has the same direction of correlation as
the hypothesis H3 but not significant. The variable
AGEMAG, which measures the age of the manager
of the company in years, has a direction of corre-
lation contrary to hypothesis H4a. On the other
hand, AGEFIRM, which measures the age of the
company, has a direction of correlation consistent
with hypothesis H4b, but the two variables are not

Table 6. Estimates of logistic regression coefficients
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significant. Also, the variable SIZE, which meas-
ures the total turnover of the surveyed company, is
significant with a sense of correlation in line with
hypothesis H5.

Regarding the variable RENT, which measures
the financial profitability of the company, is sig-
nificant, but the direction of the correlation is
not in line with H6a, which is therefore rejected.
The second sub-hypothesis H6b, represented by
the variable FINQUAL, measured by the Z-score,
which reflects the quality of the company’s finan-
cial situation, has a sense of correlation in accord-
ance with the hypothesis, but it is not significant.
The INFO variable, which indicates the manager’s
willingness to disclose private information, the
PROF variable, which represents the manager’s
agreement to share profits, and the DEC variable,
which describes the firm’s willingness to share de-
cision making, are all significant. It can be con-
cluded that firms that agree to be financed by PLS
agree to share profits, private information and de-
cision-making power.

4. DISCUSSION

Conventional debt is an accessible signal to the
market that reflects the financial quality of the
company’s activity as reported by Hasan et al.
(2022). A company’s debt history can provide val-
uable information for Islamic banks recently es-
tablished in Morocco. Under these conditions, the
purpose of this paper is to investigate the demand

. . i Standard Chi-square Prob. > © Lower control Upper control
Term i Estimation : - . . : . : .
: : error likelihood ratio chi-square limit limit
Constant 1 -0.55953 . 0. 29047894,4,.,.*.4.4,4,4,4,.,. AT 00539* AT 9.009458.....
LTDET 4 40726 8 O 0950528 O 7578 —1 0986—7 5 61456 8
ol oosensooiomss :1:1:1:1:1::::27877822:::::1:1:1:1:1:::: oosso " ooress " ooosasa
ActmAG ooosns  ooososo7 osassrsa oasos  oooss2  oomams
AGEFRM  -0006574 . 00210914 . 00964686 . 07561 . -0047785 00362795
SIZE -8.326e-9 4.4953e-9 3. 8578835 O 0495** —1 825e-8 -1.71e-11
RENT ..07312435 03604851 39678165 . 00464 . 00121208 . 14454725
“FINQUALWW e ”—O 024907”“ O 0330882”% O 5722657 E O 4494 i —O 092008“ o .O 0397064'% B
INFO 0.2051173 0.1019389 4.0840177 O 0433** 0.006248 0.4116057
wnor T oamsias oz wassse o000 oaoases | ossaazs
DEC 0.3382417 0.1072304 9.7893541 0.0018*** 0.128846 0.5554662

Note: *** Significant at 1%; ** significant at 5%; *

http://dx.doi.org/10.21511/bbs.18(2).2023.16

significant at 10%.
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trade-off between PLSs and markups in the pres-
ence of a conventional banking relationship. The
study results show that short-term debt has an im-
pact on the choice of companies in such a way that
firms with high short-term debt opt for markups.
It can be argued that this is because it is a more
or less similar alternative to borrowing which
is in line with Minhat and Dzolkarnaini (2016).
This can be seen as a signal for Islamic banks to
take advantage of this preference and target firms
on this basis. The results of this study show also
that the signal from the decision-making maturi-
ty of the manager and the firm is not significant.
Consequently, Islamic banks can offer PLSs to in-
experienced entrepreneurs in view of their strong
risk aversion under the clause of adequate moni-
toring as stated by Khan (1995).

In addition, empirical evidence shows that large
companies opt for markup financing and small
companies for PLS financing, which is corrob-

can be assumed that small businesses find in PLSs
a possible outlet to face the marginalization of
which they are victims in conventional financ-
ing. Entrepreneurs whose projects to be financed
have high profit expectations agree to share the
profits with the Islamic bank under a PLS con-
tract. In this way, the bank can take advantage of
the predetermined markups to favor PLSs and at-
tract profitable projects as stated by Khan (1995).
The fact that financial quality does not affect the
choice between PLSs and markups also leads us
to argue that it is not true that only high-risk en-
trepreneurs choose PLS financing, which is con-
trary to Ahmed (2008) and Abdalla (1999), among
others. Nevertheless, the sample shows that firms
that agree to be financed by PLSs agree to share
profits, private information and decision-making
power. Thus, if the sample can be extrapolated to
Moroccan firms, it can be stated that PLSs has a
good chance of flourishing in Morocco if Islamic
banks and the state create a favorable climate for

orated by Mansour et al. (2015). In this sense, it their commercialization.

CONCLUSION

Theoretical and empirical research in Islamic finance is mainly devoted to the study of supply. By con-
trast, this paper focuses on the demand for Islamic finance and leads to results that contradict these
studies. Due to the size of the sample, the results should be treated with caution. However, the line of
research that focuses on the demand for Islamic financial products deserves more attention from re-
searchers. This study shows that the more short-term debt a firm has, the more likely it is to opt for a
mark-up financing. This result can be interpreted as a signal to Islamic banks to play on this preference.
However, long-term debt, when considering the results of this study, has no impact on the preference
of demand between the two families of Islamic financing modalities. In addition, this study also high-
lights that the stronger the previous banking relationship with conventional banks, the more likely the
company is to opt for markups. It could be said that the signal from previous banking relationships with
conventional banks and the maturity of the debt both favor mark-ups.

The results also show that the manager’s participation in the capital has no direct impact on the
arbitrage between PLSs and markups. In this sense, the Islamic bank cannot count on participation,
which is a reducing signal of the borrower’s information asymmetry to facilitate decision-making.
But this does not prevent the bank from targeting owner managers to market PLSs because the lat-
ter have no particular preferences in this regard. Entrepreneurs in the sample whose projects are
profitable commit to share the profits with Islamic banks in a PLS contract. In this way, the bank
can avoid artificial adverse selection and favor PLSs to attract profitable projects. In addition, the
fact that financial quality has no direct impact on the choice between PLSs and markups, leads to
rejecting the postulate that only high-risk entrepreneurs opt for PLSs. Finally, this study shows
that companies that agree to be funded by PLSs agree to share profits, private information and
decision-making power. If these findings can be applied to the broader context of Morocco, the
successful promotion of PLSs in the country would likely rely on the active support and promotion
of Islamic banks and the government.
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