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Abstract

The main focus of the research was finding out the extent to which banks were utilizing risk management
practices in managing different risks and assessing management of risk measures of Islamic banks of Pakistan.
This was an empirical research study which employed quantitative research methods. Secondary data of five
banks was collected by using content analysis through annual reports from 2009 to 2014. Data was analyzed
by using descriptive statistics and regression analysis. The dependent variable was liquidity risk and age,
profitability, leverage, tangibility and size were used as independent variable. It was found that liquidity risk
was mainly defined by leverage, tangibility and age. However, it showed a statistically insignificant
relationship between size, profitability and liquidity risk. This research will be useful for Islamic banks,
conventional banks, practitioners as well as from academic point of view.
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1.  Introduction

Islamic banking sector is growing rapidly among the financial sector showing an unexpected growth in the
form of assets and number of financial institutions. For the last four years, the Islamic banking industry has
seenagrowth of 17.6% from 2009 to 2013. Banks face various types of risk that has negative influence on their
performance. The main objective of risk management is to decrease this negative influence that risk has on
the financial performance and capital of banks. Banks play an intermediary role between depositor and
lender. The functions performed by the banks are provision of liquidity and financial services to the
customers. They invest the accepted deposits from customers by providing the funds to the persons who need
money in the form of loans. They convert the short term deposit into long term loans which generate revenue
in the form of profit rate.

Risk measures the instability that a speculator will take to understand a pick up from a venture. Risks are of
various sorts and start from various circumstances. Many organizations allot a lot of cash and time in creating
risky administration procedures to assist oversees dangers related with their business and venture dealings. A
key segment of the risk management process is risk appraisal, which includes the assurance of the dangers
encompassing a business or venture.

The risk is of many forms such as liquidity risk, foreign exchange risk, credit risk, market risk and interest
rate risk, which are serious threat to the banking industry in the form of failure of system. Therefore for
survival and growth of this sector, there is need to manage the risk factors.

For smooth and successful running of business and to maintain a strong relationship with all stakeholders,
there is need to manage the risk factors. The maintenance of bank reserves, high interest rate risk, and
chances to minimize status of banks are some forms of risk factors. The embezzlement of funds or increase in
withdrawing of amount in unfavorable economic situation are the main forms showing chances of liquidation
of organizations. The financial crisis arises in form of higher chances of liquidation of deposit holder and
others.

In modern world, risk management consists of activities that focus on minimizing the negative influence or
danger to the financial performance of Islamic banks. Risk management happens once a money specialist
purchases usually safe government securities over additional risky company securities, once a reserve
supervisor supports his money presentation with money subordinates and once a bank plays out a credit by
keeping a watch on someone before provision of private credit extension. Stockbrokers utilize monetary fund
instruments like alternatives and fates, and money supervisors utilize procedures like portfolio and
speculation growth, with a selected finish goal to alleviate or with the success of administering risk.
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1.1  Research Objectives:
To find out the factors which influence the liquidity risk
To evaluate Islamic Banks performance on the basis of liquidity risk determinants.

1.2 Research Questions:
What are the factors affecting liquidity risk?
What is the effect of liquidity risk on the performance of Islamic banks?

2. Literature Review:

The measurement of risk administration rehearses and its impact pulled a clever thought in corporate back
composing over a drawn-out period of time. Carey (2001) perceived that risk administration is a basic for
money connected or middle person associations like banks because the within goals of
those foundations square measure to increase the livelihoods and to expand the wealth of investors by giving
different methodology for fund organizations.

Bruinshoofd & Kool (2004) associated these expectations (esteem primarily based, theoretic and
preliminary) to seem organization level measurement i.e. data asymmetries, cost and trade cost that portray
the company liquidity raise. According to Oldfield & Santomero (1997) incontestable institution statements
and benchmarks, creating of personal endeavors frameworks, principles, the course of action of reparation
and inspiration agreements also the burden of rules and position limits square describe the basic risk
administration policies about money connected associations.

Salas & Saurina (2002) inspected about tiny and enormous index stage for the determination of loan peril of
venture assets and business banks from 1985-1997 of Spain. They found that growth of banks, gross domestic
product improvement rate, un-skillfulness, capital extent, internet premium edge; potential of market and
size had a great effect on credit risk in the banks of Spain.

By taking twenty banks of Japan, Khambata & Bagdi (2003) investigated the credit risk. They found that the
banks in Japan used less OBS instruments, a lot of risk unwilling and regular than USA and European banks.
Linbo Fan (2004) considered risk verses capability in the banks of USA and incontestable that advantage
potency had a robust association between obligation and loan shot whereas chances to liquidity had no
contribution in taking advantage regarding viability of USA national banks.

Holmium Hahm (2004) reviewed association between the swapping index and credit value presentation on
business in Korea and shipper banks in pre-crises amount. The findings exhibited that premium and
transformation index risk was primarily moving business financial organization especially banks in Korea.
Ninimaki (2004) investigated the impact of competition on risk of banks and located level of risk depending
upon facet and market structure within the happening of rivalry. Wetmore (2004) examined association of
focus store extent to growth and liquidity risk of businesses. The results found that focus store extent to credit
extended in relation to conformity in liquidation aspect.

Al-Tamimi & Al-Mazrooei (2007) studied on the management of risk policies and procedures along with the
comparison of these policies and procedures of national and International banks working in the United Arab
Emirates. For this study, they formulated forty five questionnaires for the finding various forms of risks. They
founded that the banks working in UAE were good in working with respect to recognition of risk, analyzing of
risk and handling factors of risk to a great extent, but they were faced with threat with respect to working,
loans and functioning of foreign currency.

Ishaq & Bokpin (2009) investigated the factors affecting handling of liquidation of firms listed at the stock
exchange of Ghana between 1997 and 2007. The main purpose of this study was to find out the association.
Their findings exhibited frameworks organization funds, firm's size, and comes back on economic resources
owned by the organizations square measure basic indicators of chances of liquidation of organizations listed
at stock exchange of Ghana.

Ismal (2010) studied handling of danger of default of Islamic banks in Indonesia by taking the data between
2000 and 2007. The findings exhibit that LRM record offers a huge survey for handling the chances of default
of banks working in Indonesia. Asian nation, the research has a low level associated with influence of full index
and index down index calculates on risk management practices of Islamic banks of Asian countries.
Ahmed, 2011 tried to examine the affiliation's a level determinants of liquidity risk of recorded Islamic banks
of Asian nation. Thus, liquidity risk was used as variable whereas size, substance of benefits, utilize, profit and
age square measure were used as a variable quantity. The results exhibit that utilization important quality and
age square measure imperative a factors explaining about threat of liquidation whereas chances of liquidation
to occur has quantifiably unimportant association between productivity and volume of Islamic banks working
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in Pakistan.

Asma (2016) collected secondary data of five Islamic and Conventional Banks of Pakistan from annual reports
and statistical analysis done by the State Bank of Pakistan from 2008 to 2013 for comparing Islamic and
conventional banks. She found that Islamic banks are observed to be essentially not quite the same as their
ordinary partners in risk distinguishing proof, chance administration rehearses, liquidity chance
investigation and chance administration. Besides, chance appraisal and examination, credit chance
examination and risk management are the most impacting and contributing factors in risk management
practices of banks working in Pakistan.

3. Research Methodology
3.1  Data Techniques:

There are fourteen Islamic Banks working in Pakistan. I selected data of six Islamic Banks out of these. I used
secondary data for this studying purpose. I took data from published annual reports for the period from 2009
to 2014.Tapplied descriptive statistics and regression techniques.

3.2 Variables Measurement:
Liquidity risk = Current Assets/Current Liabilities

Size = Log of Total Asset
Tangibility  =Fixed Assets
Total Assets
Leverage  =Total Debt
Total Assets

Profitability = Net Profit
Total Assets

Age = Operational Year — Study year

Conceptual Framework:
3.4 Model Specification

| Size

| Profitability

| Tangibility

Liquidity Risk

| Leverage

| Age
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3.5 Hypotheses Development
On the basis of the above objectives, the following are developed:
+ Thereis asignificant positive relationship between profitability and liquidity risk.
« Thereis asignificant positive relationship between size and liquidity risk.
« Thereis asignificant positive relationship between age and liquidity risk.
» There is a significant positive relationship between leverage and liquidity risk. There is a significant
positive relationship between tangibility and liquidity risk.

4 Data Analysis and Results
4.1 Descriptive Statistics

The descriptive result is showing that 7.86 years is the average age of selected Islamic Banks. The
mean value of leverage which is the mixture of debt and capital is 0.09 which seems to be insignificant result.
0.88 is the average value of tangibility which means that out of total assets, major portion of fixed assets is
being used by the banks. The mean value of size is 20.01. However, 27% is the contribution of profitability in
relation to total assets which is expected to be significant.

Minimum Maximum Mean De?itadt'ion

Age 3 9 7.86 5.964
Leverage 0.16 0.52 0.0999 0.8991
Tangibility 0.05 0.98 0.8809 0.26948
Liquidity 0.16 1.56 0.2687 0.24684
risk

size 16.18 21.87 20.0136 1.54201
Profitability — 0.10 0.32 0.2796 0.07974

Table 4.1: Descriptive Statistics
42 Regression Analysis

As per F value, the model of this study is reliable and fit. The adjusted value of R square is 69%. It shows that
the variation between dependent and independent variables is 0.69. It means independent variables have 69%
influences on the liquidity risk. Remaining 31% influences is due to some other variables. The study
found/concluded that profitability has an insignificant positive impact on liquidity risk. It means that
hypotheses one is rejected. There is insignificant relationship between size and risk. It means that hypothesis
two is rejected. However, age and leverage are significant positive related with liquidity risk. It means that
Hypotheses three and four are accepted. Tangibility is significantly negative related with risk. The results
indicate that age, leverage and tangibility have show a relationship and impact on the liquidity risk.

Table 4.2: Regression Analysis

Model Unstandardized  Standardized
Coefficients Coefficients t Sig.
B Std. Beta
Error
(Constant)  0.882 0.887 0.99 0445
Profitability  0.634 0.494 0.324 1.35 0.176
Size -0.019 0.033 -0.243 -0.66  0.498
Age 0.019 0.004 0.449 3.26__ .005**
Leverage 1.396 0.541 0.669 299  .005*
Tangibility ~ -0.496 0.93 -0.517 -4.45 .000*
R2 value = 0.713 R2 adjusted value = 0.694 F statistics = 13.243
*Signature at 1% **Significant at 5%

5 Conclusion

The purpose of the current study is to find out factors affecting the risk of Islamic Banks for the period from
2009 to 2014 and to evaluate the practices for the management of liquidity risk. The study found that age,
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leverage and tangibility are major indicators which are affecting the liquidity risk. However, variables size
and profitability are not showing any relationship with liquidity risk. Therefore, these two variables are not
the determinants of liquidity risk.

This study will be helpful for all stakeholders of Islamic banks and all other financial institutions for risk
identification and measurement purposes. The researchers will get knowledge from this work.
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