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Abstract 
In financial system bank’s role is differentiated as financial intermediaries, funds facilitator and supporter. 

Commercial as well as Islamic banks accept deposits from individuals and businesses, which make use of 

them for productive purposes in the economy. The banks are, therefore not only the stores houses of the 

economy’s wealth, but also provide funds resource mobilization for the businesses. Due to these 

diversified operations banks may expose to liquidity risk, as they are absolutely accountable to make 

funds available, when required by the depositors or conversion of its balance sheet financial assets in to 

liquid funds to meet their obligations. Additional efforts are to be required by Islamic banks for managing 

liquidity due to their distinctive characteristics and strict compliance to Shariah guidelines. In order to 

evaluate the soundness and consistency of Islamic banking sector, the information on the risk, especially 

Liquidity risk, and how the variations are managed and vital to consider. The objective of this study is to 

gauge the institution’s level elements which have significantly affect the liquidity risk of Islamic banks in 

Pakistan through balancing assets and liabilities. This study looks into the liquidity risk with a purpose to 

evaluate liquidity risk management. This study explores the significance of Asset base of the bank, 

networking capital, return on equity, regulatory capital adequacy (CAR) and return on assets, with 

liquidity risk of Islamic banks of Pakistan. For the purpose of the study secondary data has been used, that 

covers a period of five years, i.e. 2007-2011 of full-fledge Islamic banks of Pakistan and Fixed Effect 

Least Square Regression model has been used in quantitative research methodology to extract results. The 

analysis revealed statistically positive and significant relationship of asset base or size of the bank and 

with liquidity risk in the estimated hypothetical model, whereas rest of the independent variables depicts 

statistically insignificant relationship with liquidity risk; therefore it can be assumed that strong asset base 

of Islamic bank contributes towards more strengthen liquidity control. 

Keywords: Liquidity Risk, Asset Base, Capital Adequacy Ratio, ROE, ROA, Fixed Effect Least Square 

Regression Model 

 

Introduction 

The worldwide Islamic banking sector has perpetually been evolving during the last thirty years. 

Currently, its asset base has been increased more than USD1 trillion with an annual growth rate 

between 10% - 15%. Risk carries vulnerability of asset values and opportunities of revenue 

increase. Risk entails equal appraisal both for conventional as well as Islamic Financial 

Institutions (IFIs). Risk Management process flow in IFIs works on the same dimensions alike 

conventional risk management models except where arise Shariah concerns. Islamic banks could 
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be subjected to confront two categories of risks, i.e., one that are akin to those confronted by 

conventional financial institutions and second risks are those, which are exclusive due to their 

Shariah implications (Ahmed & Khan, 2007). Additionally IFIs are restricted in adopting risk 

mitigating tools that conventional financial institutions use frequently as these have no 

restrictions under Islamic jurisprudence. Risk Management is IFIs needs to be focus on equity 

risk, credit risk, liquidity risk, market risk, operational risk, interest rate risk, fiduciary risk and 

especially Shariah non-compliance risk. In addition to aforesaid risks, IFIs may also be 

unprotected against reputational risk resulting from failures in governance, business policy and 

procedural flows. Adverse persuasive about the Islamic financial institutions’ business norms, 

predominantly relevant to Shariah compliance shortcomings in their products and services, may 

have confrontational influence upon their repute, market share, profitability and especially 

liquidity. 

IFIs incline to have substantial focuses on local real estate markets business, most of it is in the 

shape of equity-participations like investments. IFIs have a majority of long term assets and a 

deficient of instruments from which they can manage their short-term liquidity requirements. IFIs 

also have to depend on the constancy of their depositors to intact liquidity. The contractual 

difficulties of IFIs transaction modes may also give rise to unacceptable operational risks. And 

the reservations attached with Shariah compliance also let them unprotected to reputational and 

fiduciary risk. 

This paper, thus highlight the significant factors to take into study while putting into action a 

successful liquidity risk management, to accomplish a more incorporated structure for financial 

markets. This study is structured as follows: the next section subsequent the introduction, 

highlights the important literature review. The third section defines the methodology and 

statistical results, and then hypothesis analysis is illustrated in fourth section. The fifth section 

concludes the session with policy suggestion. 

 

Research Questions 

The objective of this study is to investigate the management of liquidity risk in Islamic banks of 

Pakistan through balancing assets and liabilities with the eventual objective to advise policies to 

improve the management of liquidity risk in IBs. 
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1. Risks in IFIs 

Liability and Asset of IFIs have distinctive risk features. On the liability side demand and time 

deposit liabilities take the form of profit sharing investment account, which includes restricted 

and unrestricted investment account, whereas on the assets side IFIs extends Murabaha (a cost 

plus profit trade), Bai-Muajjal (price deferred sales), Bai-Salam, Bai-Istisna (pre paid sale), 

Ijarah (leasing) and profit-sharing modes like Musharaka and Mudarabah (Sundararajan, 2007). 

Number of risks bear by IFIs against these modes of liabilities and assets, out of which credit 

risk, market risk, operational risk and liquidity risk are more prominent.  

 

1.1. Credit Risk 

Credit risk arises due to counterparty’s default in meeting its obligations on time as contractually 

agreed. This risk exists in almost all modes of finances in IFIs. Profit-sharing modes of financing 

like Mudaraba or Musharka credit risk is the non-payment of the bank’s share by the Mudarib 

(entrepreneur) at due date. Likewise in case Ijarah, credit risk arises when lessee delays or default 

in repayment of rentals. 

 

1.2. Market Risk 

Market risk is the risk that the decrease in the value of an investment due to movements in market 

factors. Market risk could be systematic and unsystematic. Systematic risk arises from macro 

sources like currency and stock prices risks, and unsystematic is instrument-specific likewise; 

fluctuations in prices of commodity or asset that the bank is dealing with, will be categorized 

under specific market risk. 

 

1.3. Liquidity Risk  

Liquidity risk is among one of the important risks for IFIs, it emerges from either complications 

in acquiring cash at rational price from borrowings or sale of commodity/assets. Two 

explanations could be extracted, first deposits on the liability side initiates instant liabilities 

regardless of the result of the funds utilization on the asset side of the balance sheet, consequently 

if the optimum deployment of funds is not attained a disparity of maturities between liabilities 

and assets may be apparent. Secondly short term liabilities or demand liabilities may be utilized 

to finance medium to short term assets incorporating the dues of the other banks. The liquidity 



        

      INTERDISCIPLINARY JOURNAL OF CONTEMPORARY RESEARCH IN BUSINESS 

COPY RIGHT © 2014  Institute of Interdisciplinary Business Research                                                                              202 
 

 

 
 

APRIL 2014 

VOL 5, NO 12 

 

ijcrb.webs.com   

risk triggering from both avenues is significant for IFIs. For a number of causes, Islamic banks 

are assumed to come across with considerable liquidity risk. First, there are limitations from fiqh 

on the securitization of the present assets of Islamic banks, which are principally debt in nature. 

Secondly, due to gradual growth of financial instruments, it is difficult for Islamic banks to 

quickly draw funding from the financial markets because there is no independent inter-Islamic 

bank money market. Thirdly, the lender of the last resort (Regulator) provides emergency 

liquidity facility through bill discounting to Islamic banks in a crucial need from the same 

window as for conventional institutions. On the other the other hand the existing regulator 

financing are interest based, therefore Islamic banks cannot benefit from these.  

 

1.4. Operational Risk 

By definition operational risk is the ‘risk of direct or indirect loss resulting from inadequate or 

failed internal processes, people, and technology or from external events (BCBS, 2001). 

Operation risk may be arises due to lacking of trained and qualified professionals to perform 

Islamic financial operations. Risks may also arise due to the dissimilar business practices; 

computer software available in the market for conventional banks may not be appropriate for 

IFIs. This adds towards system risks of obtaining, developing and using information technology 

in Islamic banks. 

 

Islamic Banking Sector in Pakistan  

Drastic deviations have been witnessed in banking sector of Pakistan over a phase of 65 years. 

Initially it experiences lack of capital and uncertainty due to established political and 

socioeconomic calamity. Subsequent modifications were made to extent the power and function 

of State Bank of Pakistan through SBP Act 1956, which encouraged the private sector to set up 

financial institutions and banks. In addition privatization of banking sector during 1992 triggered 

local investors and motivated foreign banks (Ahmed, Malik, & Humayoun, 2010). Network of 

banking system in Pakistan amounted to Rs.638 billion in 2008-2009, which was Rs.131 billion 

in 2003-2004. While total assets for the banking sector are amounted to Rs.8,024 billion in 2011, 

whereas total assets of Islamic banking are Rs.409 billion in 2011. During the year 2011 total 

assets of banks have increased by 15.3%. At present 6 Islamic banks and 24 conventional banks 

are contributing in extremely competitive atmosphere. 
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Hedging Risk in IFIs (Mitigation tools) 

Since Islamic banks have the analogous credit risk to conventional banks, therefore the 

methodologies for calculating capital adequacy requirement should not be diverse from the 

suggested approaches for conventional banks under the Basel Accord. There could be two types 

of risk identification and management techniques, one could be comprise of normal risk 

treatment through internal and external audit, internal risk based rating system and so on, which 

are fully Shariah complaint. Second type comprises of procedures that need to be developed and 

employed to mitigate risks, under the Shariah guidelines, which is challenging one. 

Hedging is an insurance activity aimed to protect an asset from adverse change, which can be an 

unexpected and undesirable change in the value of an asset, at the lowest cost (Al-saati, 2002). 

Risk management is not only acknowledged by Islam Jurisdiction, but also accepted as one of the 

means to guarantee the contentment of goals and objectives, that ultimately should arrive at 

happiness in this world and the hereafter. In fact, Islam prohibits two extremes of risk taking 

conduct, i.e., risk evasion (taking no risk); and attracting unnecessary risk, which ultimately 

include the element of maysar or qimar. Islam fiqh encourages the act of calculated risks, with 

the anticipation to make profits. The demand for risk management in Islamic finance is not an 

exception. Though, due to specific framework and objectives of IFIs, the Islamic financial system 

may prohibits risk management tools due to their excessive participation in Gharar, maysar, 

qimar or unnecessary speculation. Various tools are available to mitigate risks in Islamic 

Financial Institutions like; Guarantee Mortgages / Pledge / Charges, Hamish Jiddiya, Promise, 

Agency, Options (Khayar), Bringing forward future installments, Takaful, Shart Jazai, Charity 

and etc (Ahmed & Khan, 2007). 

The risk management for Islamic banks cannot be completed by just copying and pasting the risk 

management techniques and practices from conventional stream. The risk management of the 

conventional banks is itself under serious scrutiny due to the recent financial crisis and it has 

been challenged and questioned. Risk management is challenging for IFIs as: 

 The savings, investment and trading contracts followed by IFIs have entirely diverse 

transaction characteristics and a variant risk outline than those of conventional banking. 

 There are certain risks that are specific to Islamic banks. 

 Islamic banks have to greatly dependent on the devotion and reliability of Rab-ul-Maal. 
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There are three approaches used to assess banks liquidity exposures that are 1) Cash-flow 

matching 2) Liquid assets and 3) Modeling Cash flows. These approaches have the sole aim to 

ensure that sufficient funds are available to meet expected and unexpected funding requirements. 

 

Literature Review 

Various studies have been conducted to investigate the risk hedging and risk challenges faced by 

IFIs in a number of different countries including the UK, United States, North African States, 

Asia, and Middle East. Few studies have been conducted to investigate risk management in 

Islamic banking segment of Pakistan. This review explores various aspects of risk management 

like; hedging risk in Islamic banking, risk challenges and tools to mitigate those risks. Every 

business including financial organizations face risk and uncertainty. However, IFIs face few 

distinctive types of risks due to Islamic nature of their business. Certain risks are alike to both 

Islamic Financial Institutions and conventional banks for instance Credit risk, Operational risk, 

Market risk and Liquidity risk but few risks are exceptional to Islamic banks only like Displaced 

Commercial risk and Fiduciary risk (Ahmed & Khan, 2007). 

As the Islamic financial system is primarily based on profit and loss sharing (PLS) basis, such 

PLS based system possess a fraction of risk itself without going across the general risks 

confronted by conventional banks. For instance, the conventional banks have to tackle market 

risk in the trading book transactions only while Islamic banks have to undertake market risk in 

both trading books transactions and banking, which classify them distinguishing in implementing  

risk mitigating tools, nevertheless they are similar in meaning in both (Hasan & Antoniou, 2004). 

(Obaidullah, 1999) evaluated various conventional contracts like, spot transaction, forwards, 

futures, options, swaps and other complex products of financial engineering to exclude possible 

effects of riba, gharar, maysir and qamar and established that spot transaction is free from riba, 

gharar and speculation, if performed hand-to-hand, whereas the other extreme, i.e., forward and 

future contract would expose to infinite unjust gains to the participants in the form of riba. 

Because as a game of chances, in forward or future contract risk of losses is completely 

transferred from one participant to other, therefore brining risk level to completely zero. This 

possibility of risk reduction to zero facilitate participant with riba, which is prohibited under 

Islamic law. Forward and Future contract has also been more elaborately discussed by 
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(Obaidullah, 1999) in the light of Shariah guidelines and finding reveals that too much gharar is 

involved in anticipating highly unpredictable exchange rate and exchange under such contract is 

also contain bai-al-kali-bi-alkali (exchange of debt obligations). However (Al-saati, 2002) 

proposed Shariah compliant future contract narrated under Cost-of-carry model, to mitigate 

exchange rate risk in Islamic contracting. 

Study organized by (Khan & Ahmed, 2001) comprehensively investigate risk management 

structure of Middle East Islamic banks and found that Islamic banks are subjected to distinctive 

type of risks that need to be addressed by establishing a proficient internal control system, 

initiation of a regular risk reporting system, Internal Rating System for risk based assets, risk 

based management information system, internal and external audits. Study also stressed on the 

establishment of Shariah compatible supporting institution, i.e., depositor’s protection system, 

liquidity management, legal restructurings in Islamic contracting, uniform Shariah standards, 

adoption of AAOIFI standards.  

(Obaidullah M. , 2003) explored that risk hedging is permissible under the Shariah framework, 

with the involvement of al-qimar and al-maysir, but hedging with financial derivatives is 

apprehensive with serious dangers because large scale speculation is possible under derivatives. 

However it doesn’t perceive that Islamic financial system doesn’t stipulate for risk management 

implications, somewhat Islamic system does deliver for risk management solutions. 

(Khan & Ahmed, 2001) (Hasan & Antoniou, 2004) comprehensively expounded market risk 

management in Islamic banks and find credit risk, market risk, operational risk and performance 

risk are the key risks faced by IFIs. (Hasan & Antoniou, 2004) focused on theoretical 

reinforcements of market risk management and assume VaR (Value at Risk) and stress 

simulation (scenario analysis) as important methods for market risk assessment. In scenario 

analysis, the investor hypothesizes changes in the underlying determinants of portfolio value 

(dividends, exchange rates, equity and commodity prices) and re-values the portfolio given those 

changes whereas VaR is defined as the maximum projected loss on a portfolio of different 

positions, given some time horizon and confidence level. There are three primary approaches of 

appraising VaR, i.e., analytical VaR, historical simulation and the Monte Carlo simulation. The 

common feature of these techniques is that they all rely on historical data in forecasting the 

pattern of the expected future return. (Hasan & Antoniou, 2004) also endorsed that IFIs should 
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apply these techniques and then experience will determine which method is better suited to their 

requirements. 

According to (Khan & Ahmed, 2001) (Karim, How, & Verhoeven, 2005) (Kassim & Zainol, 

2010) rate of return risk management should be of great concern for IFIs, especially in dual 

banking system like Malaysia. The rationale behind this is misconception that Islamic banks, 

which are not using interest rate in their dealings, are not exposed to interest rate risk. Whereas 

the study uncovered that Islamic bank that offer Islamic financing products may face with higher 

rate of return risk than the banks which do not offer Islamic financing, because Islamic bank 

fixed assets are not responsive to market interest rate changes while the liabilities are sensitive to 

interest rate changes, that’s why Islamic banks cannot react swiftly to changing market interest 

rate. (Kassim & Zainol, 2010) carried out a study to analyze risk management practices in 

Malaysian Islamic Banks and investigate the outcomes of interest rate variations on the rate of 

return of Islamic financial institutions and extent of deposits in the conventional and Islamic 

Banks. The study revealed that there might be tendency for the customers to avail gain of 

arbitrage due to rate of returns differentials between Islamic and conventional banks, therefore 

when the rate of return increases, Islamic bank have to pursue the market tendency by raising the 

rate of return on deposits accordingly, otherwise Islamic banks may exposed to liquidity risk. 

(Kassim & Zainol, 2010) further endorsed that in order to safeguard Islamic banks from the rate 

of return risk that initiated by the interest rate movements, Islamic bank have to reduced 

maturities on assets side of the balance sheet, but the same could be dangerous as it can harm the 

Islamic bank structure. (Mounira, 2008) investigated some aspects of Islamic risk management 

from the capital and rate of return point of view, that is, Islamic baking grounded on the basic of 

profit and loss sharing neither promise any fix return on deposits unlike conventional banking 

system nor capital is guaranteed. 

(Kahf, 2006) presented islamic risk management and mitigatning tools as may be originated from 

Shariah maxims and judgments, and suggested methodology of integrating risk within new 

Islamic products framework. (Sundararajan, 2007) validated the proper management of Profit 

Sharing Investment Account, proper control, measurement and disclosure to the extent of risk 

sharing with investment account holders, could be useful risk moderating tool in Islamic Finance. 

Extent and disclosure of collective value at risk of Mudarabah income in the balance sheet of 

Islamic Financial Institutions and well use of asset securitization in order to offer assets of 
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specific risk return features to investment account holders. (Ariffin, Archer, & Karim, 2004) 

(Sundararajan, 2007) reviewed risk disclosure of Islamic banks and found that IFIs are still 

lagged behind in risk disclosure, though transparency in IFIs is more pertinent than conventional 

banking due to their profit sharing arrangement as in Mudarabah contract, particularly 

unrestricted investment account holders. 

(Ahmed & Khan, 2007) highlighted that Islamic banks face additional risk than conventional 

banking due to Shariah compliance and different structure of their balance sheet. Non-availability 

of Shariah compliant financial instruments for IFIs is primarily obstructing for development of 

Islamic money market. Though some fiqhi issues need to be addressed by Shariah scholars, but 

regulators and government have to play pivotal role in setting up of infrastructure for the 

development of Shariah compliant money market in different countries. (Ahmed & Khan, 2007) 

also emphasized that due to religious restrictions IFIs cannot meet their short-term liquidity 

requirements from conventional banking market, whereas conventional banks that offer Islamic 

products at the same time with their conventional products are raising funds from the same 

market. Therefore IFIs cannot compete with conventional banks unless the Islamic banks have 

the comparable supportive infrastructure institutions. (Ahmed & Khan, 2001, 2007) emphasized 

on a need to familiarize a risk management principles through initiation of internal risk rating 

system, through which entire assets are weighted on the basis of their weights, and gradually 

evolve towards more sophisticated systems. 

(Hakim, 2007) evaluated the extent to which Islamic money market products and services are 

propounded in different jurisdictions, particularly referring Malaysia, and recognized possible 

regulatory concerns faced by money and capital markets. Nevertheless, it is important to 

document that there are no globally acceptable practices for regulating important areas like 

Shariah accreditation, the formation of Shariah boards, credentials of Shariah advisors and 

augmented disclosure concerning the Islamic money and capital market instruments. (Hakim, 

2007) further described that a uniform growth is essential to attain transparency for market 

participants and to fulfill investor need more effectively. 

According to (Mohamad & Tabatabaei, 2008) Investors for Islamic products can be categorized 

into three sets. First are the Shariah compliant investors who invest in ventures that totally 

comply with Islamic law. The second is the Shariah Compliant Preferred Investors who invest 

their monies in conventional and Islamic avenues but have preference for Shariah Compliant 
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products and the third one is the returns responsive who prefer Islamic investments if its returns 

are sounder than other investments opportunities. Hedge funds had been a serious contention 

among Islamic Shariah scholars over whether their practices can be conformed to prohibitions on 

riba and gharar sales and undue speculation.  (Mohamad & Tabatabaei, 2008) concluded that 

Islamic financiers have to structure Shariah compliant hedging instruments as risk management 

tools that could mimic conventional hedging instruments so that the huge market for Islamic 

investments from GCC and the rest of the globe may be utilized. Bai Salam is considered one of 

the best risk hedging instruments for short selling by (Mohamad & Tabatabaei, 2008) if further 

refined by the Shariah scholars. (Obaidullah, Financial Engineering with Islamic Options, 1998) 

evaluated permissibility of coventional options as a risk hedging instrument against price 

volatility risk under various fiqhi issue and concluded that options as an standalone contract may 

not be acceptable for managing risk, the main rationales being that these are not Shariah 

scheduled contracts, can be used for speculating or generating unjust income, which disobey 

Islamic patterns of financial beliefs. In order to confront with risk of prices volatility of 

commodities, securities, and currency markets a Shariah compliant instrument of risk 

management governed under the islamic framework of khiyar al-shart may be devised. 

(Makiyan, 2008) recommended a uniform superviosory and regulatory frameworks as one of the 

key pillars required to support both international and domestic financial system, which are 

congruent with internationally established procedures for banks and non-banking financial 

institutions. Like Islamic Development Bank (IDB) could performance a significant role in the 

progress of Islamic banks and highlights prime issues as: regulation and identical supervisory for 

Islamic financial institutions, capital adequacy, liquidity management and matters of controlling 

the asset side of Islamic banks. (Ahmed, Financial Crisis: Risk and Lessons for Islamic Finance, 

2009) analyzed that the financial crisis initiated in United States during 2007-2008 as an 

aftereffect of the vulnerable risk evaluation and supervision at the three levels, i.e., at 

institutional, organizational, and products. And Islamic researchers argued that Islamic finance is 

an alternative that could prevent the recurrence of similar crisis. (Makiyan, 2008) (Ahmed, 

Financial Crisis: Risk and Lessons for Islamic Finance, 2009) proposed a discipline in Shariah 

governance by establishing a nation-wide Shariah regulatory authority in various jurisdictions.  

(Izhar, 2010) investigated operational risk disclosure in IFIs and suggested that operational risk is 

dominant to Islamic banks, which means IFIs must ensure that all products, services, activities 
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are in congruence with Shariah guidelines, thus it is apparent that the enormousness of 

operational risk is more sophisticated in Islamic bank than in conventional banks. Operational 

risk after the introduction of BCBS second consultative document is now acknowledged as a 

category of risk that can add towards losses substantially in IFIs. Therefore methods devised by 

BCBS support Islamic banks to govern their capital adequacy in order to grasp operational losses. 

 

Methodology 

To achieve the research objective of this study a sample of 5 full-fledged Islamic banks as given 

in Table: 1.1; have been selected. Secondary data has been collected from the bank’s annual 

reports covering the period 2007-2011. Financial data obtained from these annual reports is used 

to calculate and to evaluate the liquidity risk management in Islamic banks of Pakistan. For the 

purpose of study Liquidity risk is taken as dependent variable and rest of the variables, i.e., assets 

size, networking capital, return on equity (ROE), return of assets (ROA) and capital adequacy 

ratio have been considered as independent variables, their respective proxies and coefficient are 

specified in Table: 1.2 

Qualitative analysis technique has been applied to financial ratios of Islamic banks to ascertain 

liquidity risk dependence on other key ratios of IBs. Total sample contained of five cross-sections 

covering period of five year, pooling 25 observations. Observations thereof obtained are a 

balanced micro panel data; therefore variables can’t be evaluated for Unit Root Test for variable 

stationarity due to small sample size.  

 

Following hypothesis has been estimated to be evaluated against econometric model: 

H1: There is a positive relationship between the size of the bank and liquidity risk. 

H2: There is a positive relationship between networking capital and liquidity risk. 

H3: There is a positive relationship between return of equity and liquidity risk. 

H4: There is a positive relationship between return on assets and liquidity risk. 

H5: There is a positive relationship between capital adequacy ratio and liquidity risk. 

 

Descriptive statistics has been given in Table. 1.3, which shows the supposed dependent variable 

has a range of 4.0 -9.0 with mean value of 6.68. 
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Fixed Effect Least Square (Regression) Model
1
 is estimated to evaluate the Liquidity Risk 

against all independent variables as expressed in Equation 1: 

 

LQRit = β1i + β2ASTit + β3NWCit + β4ROEit + β5ROAit + β6CARit + εi   …………… (1) 

 

Where i is the ith cross-section and t is the time period for the variables. The term ‘fixed effects’ 

is due to the fact that although the intercept may differ across subject (five cross-sections), each 

entity’s intercept does not vary over time, that is it is time-invariant, whereas the slop coefficients 

of the regressors do not vary across individuals or over time (Gujarati & Porter, 2009). The least-

square fixed effect model allows for heterogeneity among cross-sections by allowing each entity 

to have its own intercept value. The difference of intercept is might be due to varying growth of 

IBs in Pakistan. Therefore using of fixed-effect model is to analyze the impact of variables that 

vary over time. Regressors coefficient (β2, β3, β4, β5 & β6) values signify the proportionate change 

in liquidity risk due to explanatory variables, remaining change is due to unknown factors that are 

included in error term (€). 

 

The regression analysis results obtained in Table 1.4 shows that size of the bank (AST) have the 

positive and statistically significant relation with liquidity risk (LQR) at 95% of confidence level. 

And the magnitude of coefficient β2 shows if asset size increase by one unit the liquidity risk will 

be change by 2.54 units in the same direction. (Muhammad, Khizer, & Shama, 2011) also finds 

positive association between size of the bank and liquidity. The result of this study is accordance 

with the previous studies as found by (Sawada, 2010), The Return on Equity (ROE), capital 

adequacy ratio (CAR), networking capital (NWC) and Return on assets (ROA) has insignificant 

relationship with the liquidity risk. R-square of 0.71 represents that 71% of Liquidity Risk of IBs 

is explained by estimated independent variable; assets size of the bank as estimated in the model 

given at Equation: 1. The size of the bank has positive and significant relationship with the 

liquidity risk therefore H1 is accepted. The ROE ratio has statistically insignificant relationship 

with the liquidity risk measure therefore H2 is rejected. Likewise networking capital, capital 

adequacy ratio and return on assets have also statistically insignificant relationship with liquidity 

risk measure; therefore hypothesis H3 H4 & H5 also be rejected. 

                                                 
1
 Basic Econometrics, Damodar N. Gujrati, 5

th
 edition chapter 16, page 596-597 
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Conclusion & Recommendations 

The study investigates the liquidity risk management of Islamic banks (IBs) of Pakistan from the 

period 2007-2011. The sample included 5 Islamic banks of Pakistan. The dependent variable 

included in the study, i.e., liquidity risk which is the ratio of the most liquid assets to total assets 

of the Islamic banks of Pakistan. The analysis is done using the ratio analysis of the averages of 

the variables involves along with the descriptive and regression analysis. Regression analysis 

results shows that only asset size of the bank has statistically positive and significant relationship 

with liquidity risk, therefore it can be assumed that strong asset base of Islamic bank contributes 

towards more strengthen liquidity control. Further in order to cater liquidity risk in IBs matching 

principal needs to be concentered more, i.e., all the time IBs need to match liabilities maturities 

with assets maturities. 

 

Additionally each transaction in Islamic Bank must be backed by a tangible asset rather than 

dealing merely in money, which is prohibited in Islam. A large portion of IB’s assets are of long-

term and/or illiquid nature whereas a large portion of their liabilities are mostly shorter-term 

deposits. IB’s are; therefore exposed to potential 'runs' whenever they face an erosion of market 

confidence. Therefore Islamic banks have to depend more on the loyalty of its depositors for the 

purpose IBs have to offer marginally higher deposits rate than conventional banks especially to 

its time depositors. 

 

Therefore in order to prevent adverse liquidity position IBs must use commodity Murabahah 

extensively for management of its liquidity. Moreover IBs have to keep excessive cash levels due 

to dearth of liquid, Shariah compliant investment options in short term end. 
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Appendix 

TABLE: 1.1. List Islamic Banks 

 

Sr. # Name of Islamic Bank Abbreviation 

1 Meezan Bank Limited MBL_ 

2 Al-barka Islamic Bank Limited ABB_ 

3 Bank Islami Limited BI_ 

4 Burj Bank Limited BBL_ 

5 Dubai Islamic Bank (Pakistan) Limited DIB_ 

 

 

 

TABLE: 1.2. VARIABLES AND THEIR PROXIES 

 

Symbol Variable Proxies Coefficient 

Depended/ 

Independent 

Variable 

LQR  Liquidity Risk Cash to Total Assets  Dependent 

C Intercept - β1i
*
 - 

AST Asset Size Logarithm of Total Assets  β2 Independent 

NWC Networking Capital  
Ratio of short-term claims less 

short-term debt to net assets  
β3 Independent 

ROE Return on Equity 
Profit after tax / Common Stock 

Equity  
β4 Independent 

CAR 
Capital Adequacy 

Ratio  

Tier 1 Capital + Tier 2 Capital / 

Risk Weighted Assets  
β5 Independent 

ROA Return on Assets  Profit after tax / Total Assets  β6 Independent 

Ε - Error Term  - - 

* i is the ith cross-section presenting Fixed Effect 

 

 

TABLE: 1.3. DESCRIPTIVE STATISTICS 

 

Descriptive  LQR AST NWC ROE CAR ROA 

Mean 6.680 17.328 40.760 0.524 26.544 -0.312 

Median 7.000 17.350 26.000 0.100 20.850 0.000 

Maximum 9.000 19.120 283.000 25.000 51.800 2.000 

Minimum 4.000 15.740 44.000 -17.000 9.580 -3.000 

Std. Dev. 1.464 0.897 77.263 10.162 13.699 1.414 

Skewness -0.160 0.172 1.830 0.398 0.627 -0.425 

Kurtosis 2.221 2.287 6.209 2.954 1.976 -2.066 

 Observations 25 25 25 25 25 25 

 Cross sections 5 5 5 5 5 5 
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TABLE: 1.4. REGRESSION ANALYSIS 

 

Dependent Variable: Liquidity Risk (LQR) 

Method: Pooled Least Squares 

Cross-sections included: 5 

Total pool (balanced) observations: 25  

Variable Coefficient Std. Error t-Statistic Prob. 

C -39.49435 13.63779 -2.895950 0.0111 

AST 2.546773 0.718253 3.545787 *0.0029 

CAR -0.000135 0.004211 -0.032007 0.9749 

NWC -0.034681 0.079587 -0.435761 0.6692 

ROA 0.075566 0.050483 1.496881 0.1552 

ROE -0.197642 0.419044 -0.471649 0.6440 

Fixed Effects (Cross)     

ABB_--C -0.813414    

BI_--C 0.394800    

BBL_--C -0.266936    

DIB_--C 1.227147    

MBL_--C -0.541598    

     

 Effects Specification   

     
R-squared 0.706338 Mean dependent var 6.680000 

Adjusted R-squared 0.530141 S.D. dependent var 1.464013 

S.E. of regression 1.003526 Akaike info criterion 3.134091 

Sum squared resid 15.10596 Schwarz criterion 3.621641 

Log likelihood -29.17613 Hannan-Quinn criter. 3.269316 

F-statistic 4.008797 Durbin-Watson stat 1.604851 

Prob(F-statistic) 0.008803    

 * at p < 0.05 significance level 

 

SUBSTITUTED COEFFICIENTS: 
 

LQR_ABB_ = -0.81 - 39.49 + 2.54*ASSET_ABB_ - 0.0001*NWC_ABB_ - 0.03*ROE_ABB_ + 0.07*CAR_ABB_ - 0.19*ROA_ABB_ 
 

LQR_BI_ = 0.39 - 39.49 + 2.54*ASSET_BI_ - 0.0001*NWC_BI_ - 0.03*ROE_BI_ + 0.07*CAR_BI_ - 0.19*ROA_BI_ 

 
LQR_BBL_ = -0.27 - 39.49 + 2.54*ASSET_BBL_ - 0.0001*NWC_BBL_ - 0.03*ROE_BBL_ + 0.07*CAR_BBL_ - 0.19*ROA_BBL_ 

 

LQR_DIB_ = 1.23 - 39.49 + 2.54*ASSET_DIB_ - 0.0001*NWC_DIB_ - 0.03*ROE_DIB_ + 0.07*CAR_DIB_ - 0.19*ROA_DIB_ 
 

LQR_MBL_ = -0.54 - 39.49 + 2.54*ASSET_MBL_ - 0.0001*NWC_MBL_ - 0.034*ROE_MBL_ + 0.07*CAR_MBL_ - 0.19*ROA_MBL_ 

 

 

 

 

 

 

 

 

 

 


