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Abstract

The major objective of the study is to develop alel@nd to test the relationship among liquidiskrand firm
performance through its facets. The main facef#rwf performance in the study are i-e profitalyilifirm size,
leverage, share prices and earnings on assets.pigsent study mainly attempts to analyses quafitati
quantitative & contextual relationship of liquiditisk in Pakistan. Moreover, liquidity risk is leswestigated in
Pakistan and mainly regarding Islamic banking gewatith respect to current data. Therefore, studynanly
investigated on the fourth pillar of significance icontextual significance. While, Islamic bankisgctor of
Pakistan is investigated in current study. And dla¢a is acquired from state bank of Pakistan datalaad
through annual reports of the banks. Though, thdyshas supported past investigations results. &ethe
study has revealed key findings that will be fulifior theorists, educationists and research schals well.
Keywords: Liquidity risk, Return on Assets, Profitability, tla size, leverage, Contextual study, Islamic
banking, Pakistan.

INTRODUCTION

A risk that represents about an investment thatléss marketability or that cannot be sold earlyider to
protect from potential loss is named s liquiditgkri The point and time when certain liquidity featl
investment pinches to face subordinate composétgainst these investments are elaborated as ingsstmder
liquidity risk. Liquidity risk forces entire entitio execute alternative decision rather than imaest conversion
into cash. Liquidity risk parameters are widelydstigated scientifically. Liquidity risk dependsaupliquidity
risk management (LRM) strategies regarding glolal domestic environment, majorly on proportionate o
prime deposits (Correa, Goldberg and Rice, 201dtdPand Stambaugh, 2001). And such cross sectioatiér

of liquidity risk is valued contextually that showss an antecedent of stock returns (Li, Sun\&iathg, 2011).

Moreover, the term structure of fixed income finahdnstruments also determines liquidity risk
(Jarrow and Roch, 2013). And the return of suchrfoial instruments is associated to the naturéskfan stock
indices categorized by risk premium theory (Abdal@l12). In some cases, liquidity risk and its twer is also
dependent on firm assets structure, return on eduiid other variables (Ramzan and Zafar, 2014). But
theoretically low turnover causes more liquidity $ense (Berenguer, Gimeno and Nave, 2013). Moreover
Akhtar, Ali & Sadagat, (2011) have found most of gignificant results in their study regarding ldity risk
investigation in Pakistan. Therefore, study is pkohto investigate firm specific factor’s with ligity risk of
Islamic banking of Pakistan.

And according to Aycan et.al (2000) Pakistan isarddveloped country in scientific investigation as
well. And after partition of subcontinent commetdianks were rushed here and are welcomed. Buivisshm
estate Islamic banks has have their vital contiGoutBut such contribution is not investigated mircPakistani
context regarding Islamic banks of Pakistan. Hestigy is aimed to investigate the casual relakigmamong
liquidity risk and firm financial position and pitdbility as well. However, study consists of disermodel.

And such lack of investigation of Islamic bankingcwr of Pakistan rose study significance and
contextual gap. Therefore, study will provide kbgdretical contribution for theorists and practigos working
in various financial institutions and other stakieleos that are associated to this scientific ingesibn.

Moreover, study depends upon positive risk premtiieory and liquidity risk theory, states that as th
marginal level of risk rises ultimately proportiag@aof return and firm performance also boosts. $haly
consists of three portions. Part one discusseditthature study model and hypothesis, part twdbalates
methodology and third part briefs the study ougmd conclusion.

1.2 Study M odel
Study consists of one dependent variable — Ligpiditk and five independent variables i-e profitiépi
earnings on assets, leverage, firm size and seigkns. So the econometric model is given as fa|ow
Y = C +B1 (PR) +B2 (ROA) +B3 (LEV) +p4 (BS) +¢
Y is named as the liquidity risk and is consideasdthe dependent variable of the study. Meanwhile,
PR is the profitability, ROA is the return on assdtEV is abbreviated as leverage, BS is considasdank
size of the each bank. The measurement scale s tregiables is shown in the methodological section
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1.3 Study Hypothesis

H1: Profitability is negatively correlated with liquidity risk.

H2: Return on assetsis positively Co integrate with liquidity risk.
H3: Leverage is negatively correlated with liquidity risk.

H4: Bank size is positively correlated with liquidity risk.

2. RESEARCH METHODOLOGY
The study sample consists of Pakistani financialkketa. Mainly Islamic banking sector of Pakistamplsnned
to be investigating. Sample year of the study hirteen (2000 to 2013). Four Islamic banks are iclemed in
the study i-e. Bank Islami, Tameer Bank, Meezan kBand Bank Alfalah Pakistan. Therefore, sector
representation of the data is from Islamic bankifig?akistan as mentioned in table # 01 below. Téa ds
taken from the state bank of Pakistan database (slypacom.pk ). And the data of the study is pameliture.
Moreover, the variables are measured by thesaimsints,

1. Profitability = (EBT/ Total Assets)

2. Return on Assets = (Earnings of common stocks/TAsakts)

3. Leverage = (Total Debt/Total Assets)

4. Bank size is determined by the natural log of Tasalets (Janice et. Al, 2005).

5. Liquidity Risk = (Total Capital/ Total Assets)
As prior mentioned study is based on the Islamickbay sector of Pakistan and it is the reason $e&tor
representation of the study hundred percent beltmtgamic banking sector.

Table# 01
Sector Representation
Sector Name Sector Representation
Islamic Banking 100%
3. RESULTS&ANAYLISES
Table: 02
Reliability M easures
Variables Cronbachlpha
Profitability 704
Bank Size 723
ROA 0.83
Leverage .67
Liquidity Risk 827

Reliability is a kind of statistical tool used toeasure the errors regarding variables. And Croribach
alpha is normally used to measure the normalityata or responses of data. While data sets hasnésg high
and standard rate of response that shows cornmellieel high with their respective dimensions imsthtudy.
The alpha value of profitability is responded a&l1@, bank size 0.723, return on assets 0.83, lgedda&27 and
liquidity risk as 0.782 respectively. Hence theiable has responded high in their reliability measuAnd it
shows high consistency in over all data sets.

Table: 03
Descriptive Analyses
Variable Mean Standard Deviation
Profitability 0.9080 0.01587
Bank Size 3.4260 14.2270
ROA 0.5672 0.7896
Leverage 1.9843 0.8436
Liquidity Risk 0.378 0.5759

The descriptive statistics are carried out to meashe response rate variation and average regardin
each variable. The mean value of profitabilityepnesented as 0.9080 and standard deviation aS87.0Bank
size mean value is 3.4260 and deviation as 14.2&8Te, the return on assets has 0.5672 mean vald896
as standard deviation value. And leverage valuell$843 as mean value and 0.8436 as deviation mesp8ut
the liquidity risk has 0.378 and 0.5759 as meanesaihd standard deviation value respectively.
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Table# 04

Correlation Analyses
Variable 1 2 3 4 5
Profitability 1
Bank Size &0 1
ROA 0.128** 0.0326 1
Leverage 0.057* FOAV4 0.081* 1
Liquidity Risk 0.067** 0.078** 0.19** 0.054** 1

The study has used the Pearson’s correlation tesunedhe correlation and coefficient of correlation
respective variables. While the table shows theetation among profitability, size of bank, return assets,
leverage and liquidity risk. The table shown negatnd significant correlation among profitabilapd bank
size (-0.08**, p<0.01) and bank size is positivetyrelated with return on assets as (0.128**, p¥.While,
return on assets has positively correlation wittetage as (0.081**, p<0.01) and leverage has atsitipe
correlation with 0.054**, p<0.01).

Table#04
M ultivariate Regression Analyses

Variables Coefficients t. stat p. value

Intercept 2.44 2.53 0.000
Profitability -0.50** -0.17 0.000
Bank Size -1.98** -1.78 0.045
ROA 4.17* 4.19 0.000
Leverage 0.12 0.67 0.540
Liquidity Risk 0.35** 0.33 0.000

On the basis of statistical parameters study ctmefamore than one predictor. However, a multaari
regression analysis is executed. Therefore, theevaf profitability beta is found significanp & 0.50**, p
<0.01). Moreover, bank size is found negativelyngigant (3 = -0.198**, p = 0.05), return on assets is found
positively significant with the p value less tha@Dand beta with 4.17**. While leverage is foundignificant
(B = -0.12, p<0.54). And liquidity risk is found ptsely significant with respective predictorf € 0.35**,
p<0.01).

Table# 05
Relationship Expected & Observed
Variables Expected Relation Observed Relation Accepte#Red
Profitability Negatively Negatively Accepted
Return on Assets  Positively Positively depted
Leverage Negatively Positively Rejected
Bank Size Negatively Negatively dapted

Other than leverage all results are found stasilijicsignificant.

4. DISCUSSION

The hypothesis one states that “profitability isgawively correlated with liquidity risk”. And muitariate
regression results have accepted such hypothesisstated profitability as negatively co integrateith
liquidity risk. The second hypothesis stated thaturn on assets has positive impact on liquidisk’r And
results have concluded strong positive significanfereturn on assets on liquidity risk. Therefoseich
hypothesis is accepted. The third hypothesis sadeteverage is negatively correlated with ligtydisk”. But
leverage is found positively correlated with ligitydrisk and hypothesis is rejected. The fourth diyesis has
stated “the bank size is negatively correlated Withidity risk”. And the results stated it as exfed relation.
However, it is accepted that bank size has positiygact on liquidity risk.

In current study, as prior mentioned profitabilitgturn on assets and bank size are positaively
correlated with liquidity risk. And leverage is ragiyely correlated with liquidity risk. Thus, resaiproved their
significance in accordance to prior studies. Hemterent study results are correlated with inveditms of
Jarrow & Roch, (2013); Akhtar, Ali & Sadagat, (201Ramzan & Zafar, (2014).

5. CONCLUSION

The objective of the study was to investigate #ationship of liquidity risk to profitability, bdnsize, return on
assets, and leverage and bank size of Islamic bagrgidctor of Pakistan. While, the study has suppdtte prior
study’s findings that profitability is negativelprelated because Islamic banking has less divedsiivestment
and operations. Assets return ratio has also feigrficant results that shown strong impact onitigty risk of
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Pakistani Islamic banking. And hypothesis of legerés also rejected. Moreover, bank size is fountetated
negatively with liquidity risk.
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