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Abstract

This purpose of the research was directed to review the trade-off among liquidity and
profitability in the banking sector. The research was applied to all listed banks of
Pakistan Stock Exchange during the time period of 2010-2015. Document investigation
was the key research method adopted to gather secondary data for the research. Six
research models were stated and valued via Ordinary Least Squares (OLS) method.
The observed outcomes exposed significant connection among bank liquidity ratios and
return on assets, return on equity, net profit margin, and Tobin Q. However, return on
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investment and earning per share relationship with liquidity is insignificant. These
outcomes are chiefly appropriate as policymakers plan new standards establishing a
suitable level of liquidity for banks. This will expand the profits of shareholders but will
correspondingly improve the usage of the assets of the bank.
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INTRODUCTION

The banks perform a significant part in the growth and progress of economy [1]. The
banking sector is an essential part of the financial structure, plays a significant part of
intermediation among depositors and borrower [2]. Banks perform the valuable action
on the both sides of the financial statement. On the assets side of the financial
statement, banks increase the movement of assets by loaning to the money needy
peoples, while banks deliver liquidity to depositors on the liability side of the financial
statement [3].

Banks simplify the payments and support the even allocation of goods and services for
their customers. Banks certify productive asset of capital to prompt the financial
progress. The banking sectors assist to growing the new business because new
business rises the jobs and easing the growth. The banks as financial organization
handle the demand and supply of liquidity in a suitable way with the aim to continue
their business safe and sound, sustain decent relationships with the stakeholders and
avoid liquidity issue. The liquidity issue usually happens due to failures in the managing
of resources, negative economic situations which lead towards uncertain cash drawings
by the account holder [4] and it negatively affects the effectiveness of the bank [5,6].

The long-term lending creates liquidity complications for a banking sector [7]. The effect
of liquidity on the profitability is to explain the investments or assets of the bank such a
means that the bank perhaps capable of paying the rapid liability due upon it without
substantial damage. The pre-arrangement of assets will lead toward gain profit. A wide
literature is nearby the investigation of liquidity holdings for organizations. While a
limited amount of literature appear to contain liquidity as an independent variable for
bank profitability. Still, there are gap lies in the literature of liquidity in the emerging
economies like Pakistan. There is a huge amount of work in uncomplete related to the
matter of liquidity in the banking sector of Pakistan.

Pakistani Banking Sector
The banking sector is an important immediate for progress and chief lender to private

and public segments [8]. A well-established financial sector can consume financial crisis
and can give a stage to build up the financial structure of the state [9]. Pakistan banking
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had experienced turmoil since the time of independence [10]. State Bank of Pakistan
(SBP) controls banking sector, under the Banking Companies Ordinance of 1962. SBP
is an autonomous figure for the regulation of the banks. This is the responsibility of SBP
to check the performance of banks and confirm that the bank is following definite
standards, rules, and guidelines. SBP promote the banking sector through the process
of privatization which driven foreign and local investors in Pakistan. SBP has authority
to make action against any noncompliance by the banking sector. At present, there are
54 banks and financial development organizations operating in Pakistan [11].

PROBLEM OF STUDY

Banking sector of Pakistan is fronting many variations and challenges, and most
especially deliver liquidity, as the failure in the level of liquidity of any bank can be
reflected negatively on the financial performance as an outcome of its incapacity to
implement operational plans, in view of that the financial performance is detailed
measure for the success of the bank. Many studies have established that there is close
connection between liquidity ratios and profitability ratios as delimiters of financial
performance of the companies [12-14]. In view of the above the research question for
this research also evolved: What is the nature of the link among liquidity ratios and
profitability ratios.

LITERATURE REVIEW
Liquidity

The concept of “liquidity” is use to address financial condition of the bank. Another
author defined liquidity as “the ability to settle obligations with immediacy”. The
management of liquidity is essential for financial and non-financial firms [15]. This is a
responsibility of the bank to pay the financial obligations, the financial obligations
contain long and short-term debts and other financial expenses. Liquidity is a way which
is used by the bank or banking sector to transform assets into the shape of cash to
made payment in cash [3].

This is a responsibility of all banks to encounter their fiscal duties, banks convert their
current assets into the shape of cash to pay the due obligations. The banks having less
amount in current assets will face difficulties in ongoing its processes and if the amount
of currents assets is too high, this displays that the return on investment for the bank is
not in the unspoiled state [16,17].

The liquidity ratio is important in mostly organizations like banks because banks
typically work through the huge number of funds deposited by savers. Liquidity ratios
calculate a bank capacity to see the payment responsibilities by relating the cash with
the payment responsibilities. Liquid assets mostly comprise of cash, marketable
securities, sovereign debt central bank reserves [18]. This is good if the liquid assets of
the banks must be marketable securities because marketable securities are easy to
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convert into the form of cash without [19].

The Liquidity risk management is a crucial factor for risk management framework of the
banking sector and other financial institutions because it affects the profitability [20]. A
well-managed liquidity monitoring regulates more or less managing decisions on the
basis of on bank liquidity situations to avoid losses [21].

Profitability

The matter of bank profitability is a central forecaster of financial crises [22]. The
profitability of banking sector is important with the aim to estimate the constancy and
reliability of the financial and banking sector [23].

Another author described profitability as the variation between expenses and revenues
through a fixed period of time, generally fixed period is consisting of one financial year
[24]. This is essential of banks for to generate sufficient amount of income endure that
will lead on the way additional growth and expansion.

Author claimed that preparation for bank profitability is furthermost major and
challenging part made by the administration of the bank because numerous factors are
tangled in the decision [25]. The profit planning and management is more complex in
the highly challenging economic environment.

The profitability is represented by three alternative variables [26]. First, most important
profitability ratio is the return on asset (ROA), ROA shows the ability of bank asset to
produce the profit. Another ratio is the return on equity (ROE), this ratio mentions the
returns to shareholders on their equity. The next one is the return on Investment (ROI),
it measures the bank's efficiency by using invested capital. Scholar stated that Earnings
per share (EPS) serve as a pointer of a bank’s profitability [27]. Another scholar stated
that Net profit margin (NPM) and Tobin Q as bank’s profitability factor [28].

Association among Liquidity and Profitability

There are many theories demonstrate the link between liquidity and profitability of the
banks. Researchers conducted research in on banking sector of United States and
proposed that more liquidity is typically costly for banks, signifying that more liquidity
cuts profitability of the banks [29]. Another researcher argues that liquidity level vary
time to time, holding larger capital would risk their profitability lead towards less lending
[30]. Liquidity problems can interrupt a bank’s incomes in risky circumstances may
result in the downfall or bankrupt [31,32].

In earlier research stated that the banks with high liquidity have a lower rate of net
interest margins [33,34]. In the time of liquidity crisis, the bank may borrow from the
market remarkably high rate and this is eventually reasons decline in the profitability of
the bank. Another scholar makes clear the connection among liquidity and profitability in
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short [25]. They stated that banks preserve the high quantity of cash funds compared to
the deposits held by the bank. The reserve will not earn a profit for the bank but if they
approve the plan financing reserved money for raising the profit of bank they might face
the serious issue like liquidity crisis. Banking sector of Pakistan faced a hard time in
loaning to the private sector in 2008 because of the liquidity crisis.

RESEARCH DESIGN

This research is quantitative explanatory study. The research is based on the panel
data of variables. The aim of this research to observed phenomenon with a perception
to approve a suitable liquidity management strategy for the banks [35].

Sources of Data

The research used data from the annual reports of all KSE-100 index banking sector for
the reason that there is no record which may deliver the firm-level statistics for Pakistani
firms, mainly concentrating on the board features. The research period involved of six
years ranging from 2010-2015. The yearly reports of the banks were together from
different sources for example, firms’ authorized websites, and from the Pakistan stock
exchange (PSX). The annual reports of the firms deliver the credible data [36,37] for the
reason that these reports are organized by the accounting experts in accord with the
International Accounting Standards, Companies Ordinance, 1984, and stock exchange
specification. Additional, all annual reports are also examined by the autonomous
external accountants. So here is no problematic of authentically of the data used in this
research. Throughout the research time, it was found that some banks were delisted or
not listed, so, those were let off from the concluding sample (Figure 1).

Specification of Model

Figure 1: Showing Independent variables and Dependent Variables.

Dependent Variables
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Explanation of Variables

Liquidity ratios: This study is two most important liquidity ratios to find the link among
two variables. Current ratio (CR=current assets divided by current liabilities) and

liquidity ratio (LR=cash plus investment divided by current liabilities).

Profitability ratios: This study characterized bank profitability into two actions i.e. and
firm profitability (accounting based bank performance) and firm value (market-based

bank performance).

Bank profitability used five indicators: return on assets (ROA=net profit divided by total
assets), return on equity (ROE=net profit divided by total equity), return on investment
(ROI=Net income divided by Investment), earning per share (EPS=net income divided
by average outstanding common shares) and Net Profit Margin (NPM=Net Income
divided by Total sales).

Bank value was measured through: Tobin’'s Q (market capitalization divided by total
assets).

Analytical Methodology

This study is estimating the result of liquidity on profitability by probing the financial
numbers of the banking sector by applying Ordinary Least Squares (OLS) using Eviews
9. Eviews is a modern statistical method which allows structure models in addition to the
check of series of connection.

Model

ROA=a1 + 81 CR + B2 LR +Ui MODEL (1)
ROE=a1 + 871 CR + 82 LR +Ui MODEL (2)
ROI=a1 + 1 CR + B2 LR +Ui MODEL (3)
EPS=a7 + 871 CR + B2 LR +Ui MODEL (4)
NPM=a7 + 871 CR + 82 LR +Ui MODEL (5)

TobinQ=a? + 81 CR + 82 LR +Ui MODEL (6)
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Where:

ROA: Return on Assets; ROE: Return on Equity; ROI: Return on Investment; EPS:
Earning per Share; NPM: Net profit Margin; TobinQ: Firm's Market Value; CR: Current
Ratio; LR: Liquidity Ratio; a: The constant; 3: The regression coefficient.

RESULTS

Table 1: Analysis of ROE.

Sr.no Dependent | Independent | Co efficient (B) | P-vale R?
1 CR 0.055969 0.0042
2 ROE LR -0.110527 0.0035 0.068257

As a result, from the Table 1 analysis, ROE is affected by the two ratios Current Ratio
and Liquidity Ratio. Both independent variable p-values are less than 5%. ROE is
directly affected by the CR 0.055969, and LR -0.110527 and Standard error (S.E) is CR
0.019173, LQ 0.037073 and P-value CR 0.0042and LR 0.0035 and R-square value
0.1198.

Table 2: Showing that ROA is directly affected by the two ratios Current Ratio and
Liquidity Ratio.

Sr. no Dependent | Independent | Co efficient () | P-vale R?
1 CR 0.003263 0.0011
2 ROA LR -0.0058 0.0026 0.083388

Table 3: ROI has no sufficient impact on Liquidity Ratio.

Sr. no Dependent | Independent | Co efficient (B) | P-vale R?
1 CR 0.006428 0.069
2 ROI LR -0.0081 0.2345 0.044311

The outcomes of Table 2 examination, ROA is directly affected by the two ratios Current
Ratio and Liquidity Ratio. Both independent variable p-value is less than 5%. ROA is
directly affected by the CR 0.003263, and LR -0.0058 and Standard error (S.E) is CR
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0.000977, LQ 0.001889 and P-value CR 0.0042and LR 0.0035 and R-square value
0.1198.

The conclusion of Table 3 inspection, ROI has no sufficient impact on Liquidity ratio.
Both independent variable p-value is more than 5%. ROI is not affected by the CR
0.006428, and LR -0.0081 and Standard error (S.E) is CR 0.003505, LQ 0.006777 and
P-value CR 0.069 and LR 0.2345 and R-square value 0.044311.

Table 4: EPS have a negative impact on liquidity ratio.

Sr.no Dependent | Independent | Co efficient (B) | P-vale R?
1 CR 0.523942 0.4465
2 EPS LR -1.18844 0.3391 0.022261

The Table 4 shows that EPS have a negative impact on liquidity ratio. The p-value of
model 4 is greater than 5%. EPS is not directly affected by the CR 0.523942, and LR -
1.18844 and Standard error (S.E) is CR 0.68215, LQ 1.229933 and P-value CR 0.4465

and LR 0.3391 and R-square value 0.022261.

Table 5: Shows that NPM has a positive impact on liquidity ratios.

Sr. no Dependent | Independent | Co efficient () | P-vale R?
1 CR 0.047156 0.01
2 NPM LR -0.09369 0.0082 0.056057

The Table 5 express that NPM has a positive impact on liquidity ratios. Both dependent
variable p-value is less 5%. NPM is affected by the CR 0.047156, and LR -0.09369 and
Standard error (S.E) is CR 0.018018, LQ 0.034839 and P-value CR 0.01 and LR 0.0082
and R-square value 0.056057.

Table 6: Demonstrates that independent variable TobinQ have a positive impact on
liquidity ratios.

Sr. no Dependent | Independent | Co efficient () | P-vale R?
1 CR 1.053128 0.0087
2 TobinQ LR -1.72151 0.0259 0.058481
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The Table 6 demonstrates that independent variable TobinQ have a positive impact on
liquidity ratios. Both dependent variable p-values are less 5%. TobinQ is affected by the
CR 1.053128, and LR -1.72151 and Standard error (S.E) is CR 0.394736, LQ 0.763259
and P-value CR 0.0087 and LR 0.0259 and R-square value 0.058481.

CONCLUSION

This study exhibits empirical evidence about the bond among liquidity and profitability of
listed banks of Pakistan Stock Exchange over the period of 2010 to 2015. This research
studies six models to find a link between liquidity and profitability. The results of fours
models show positive impact and two models shows a negative effect. The empirical
consequences deliver also the conclusion that the profitability of banking sector can be
increased together with the growth of the number of accounts payables days. In the
opinion of the statistic that liquidity has a quantity of impact on the profitability of a bank,
it is significant that financial institutions like banks handle their liquidity splendidly.

When banking sector grip adequate liquid assets, banks profitability would expand.
Adequate liquidity supports the bank to lessen financial crises and liquidity risk. The
bank can consume any possible unexpected shock wave produced by an unforeseen
want for the reduction in liabilities or rise in assets side of the balance sheet. Though, if
liquid assets of the bank are detained extremely, the profitability of the bank could
reduce.
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