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Abstract: Liquidity is the bank capacity to increase in both expected and unexpected cash as 

collateral obligations at a reasonable cost without incurring an acceptable and unacceptable loss. A 

Good liquidity system reduces the problems and helpful for healthy financial conditions in Micro 

finance institutions. The study has been conducted to determine the factors affecting on liquidity 

risk management practices. Four variables are used to measure the liquidity risk management which 

include internal control, institution policies, institution board management and risk monitoring 

strategies. The Survey (Questionnaire) is designed to collect data from managers and staff of Micro 

finance institutions, District Bahawalnagar. The quantitative tools are employed to analyze data are 

correlation and regression analysis by using SPSS.  The hypothesis was tested and study results 

revealed that the internal control, institution policies, institution board management; risk 

monitoring strategies significantly affect the liquidity risk management in MFIs. The MFIs have a 

good internal control system and great strategies from the board should be delivered to the 

management. There is an adequacy in analyzing, controlling and monitoring the liquidity risk in 

MFIs. This study is beneficial for further improvements of liquidity risks in micro finance 

institutions. 
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1. Introduction 

Liquidity is basic to the prosperity of financial institutions, particularly in banking. 

It ensures us the progress of banks financial condition. Negligence of liquidity may affect 

the market value of the asset. Liquidity is very important for bank stability. The stability, 

age, and development of banks depend on liquidity. 

Liquidity can be defined as a bank firm’s capacity to meet the cash demand of its 

strategy and contract that it holds with least or no loss. In another way, we can say that 

the liquidity of banks, firm's is the purpose of assets and liability (Chorafaa,2007). For 

managing different assets and liabilities banks face different kinds of risk i.e credit risk, 

debit risk, liquidity risk, and a host of other infrequent operations (Greuning & 

Bratanovic, 2003). Liquidity can also be defined as the fund increase in assets to meet both 
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expected and unexpected cash collateral obligations at a reasonable cost and without 

gaining not acceptable losses (Robert Mugo) 

Risk in financial terms can be defined as the ratio of actual return that may differ 

from the expected return, (Howells& Brain1999). Microfinance institutions generally take 

risks as they perform their role in economic-financial conditions. Thus they bear many 

types of risk i.e interest risk, liquidity risk, and operational risk. Controlling these risks is 

important for their growth. As for minimizing the risk organizations focus on the future 

risk for the wellbeing of their institution or the long-term progress of financial institutions. 

(NBE, 2010) 

Microfinance can be defined as "to provide a different kind of financial services to 

the poor based on market-driven profitable tactics" (Christen, 1997).Active liquidity risk 

management helps to confirm banks meet their requirements without affecting their 

profitability. 

Microfinance institutions have to keep eye on liquidity happens in different aspects 

of assets liability management. The objective of liquidity management is to confirm that 

microfinance institution can fully achieve their promises. The shortfall in liquidity of a 

single MFI has been highly effective on the whole system. (NBE, September 2010). BIS 

(2008) suggest banks/ MFIs establish the procedure of liquidity management by analyzing, 

measuring, monitoring, and controlling liquidity risk. The process consists of four 

elements, the policies made by (BOD), (ALCO) contribution, internal control & active 

information system. 

The purpose of this research is to explore the practices through which liquidity risk 

can be minimized from MFIs. This research has shown the relationship of different 

variables i.e. internal control, institution policies, Institution board management, 

institution risk monitoring strategies with liquidity risk management of MFIs in 

Bahawalnagar. For this purpose, we gather primary data through a questionnaire. We also 

have seen that what would be the impact of liquidity risk on MFIs by seeing the 

relationship between these variables. 

The significance of the study is to explore the relationship between variables that 

affect the liquidity of MFIs. Understanding of variables such as internal control, institution 

policies, Institution board management, institution risk monitoring strategies will be able 

to help further understanding liquidity risk management. This study presents managers 

of microfinance institutions to better understand liquidity risk and how to minimize 

liquidity risk in MFIs. This study describe that most of MFIs failed in taking account of 

many of the basic rules of liquidity risk management. An adequate framework is 

necessary for MFIs and most banks do have not a good framework. 

The objective of this research is to identify and analyze the factors that affect liquidity 

risk in MFIs. To measures the impact of each element on liquidity.  Theoretical reviews of 

the elements of liquidity risk management. To draws out the managerial implications of 

the findings of the study. 

2. Literature Review 

This study is about two theories one is stakeholder theory and the other is liquidity 

preference theory. The first theory is a stakeholder theory which is about organization 

management and business principles for controlling and managing the organization 

(Edward Freeman 1984). This theory describes that stakeholders make the decision and 

recommends techniques by which management can give respect to the interests of those 

groups. The firm has the responsibility to put the needs of stakeholders first because the 

stakeholder, shareholders, and stockholders are the owners of the company. The main gap 

is to study about the reason behind liquidity risk in microfinance institution. 

Owners of the firm care about the firm cash balance. The cash-rich firm is a sign that 

the firm is in good health that's why suppliers and customers give importance to doing 
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business with these firms. Simply the employees of a cash-rich firm are relaxed because 

they know they will get paid. On another side in banks especially in microfinance 

institutions, the management must therefore confirm that the interests of all shareholders 

are taken into account in performing their role. They have to manage liquidity risk and 

they make strategies to ensure that the going concern of the bank is not threatened. 

The second theory is liquidity preference theory which states that short term bond is 

more favorable than long term bond and investors generally prefer short term bond to 

long term bond because these securities are less liquid and easily be converted into cash 

as the clients react in the opposite way they prefer long term debt because short term leads 

them to risk to pay back cash in their unfavorable condition. 

Literature here focuses much attention on the definitions and specificity of the 

concepts of Liquidity Risk management & practices. Some of the famous works in the 

literature try to define the term "liquidity risk management and practices”. Liquidity risk 

management starts with the principles of liquidity management by the board of directors 

in organizations. There are three basic requirements for BOD; (a) the BOD has to identify 

liquidity risk in the organization; (b) BOD has to make strategies and practices to control 

liquidity risk management; (c) BOD has to give direction to managers in an organization 

take over liquidity risk (BIS,2008). 

The practices may include specific strategies and implementations to control 

liquidity i.e short term and long-term strategies of controlling liquidity. These practices 

defined the role of a single body includes in managing liquidity practices, which includes 

asset-liability management and relationship with other financial institutions. Individually 

any input from a single body should be taken into account in the policies. The board 

should have full knowledge about the reality of the internal and external business 

situation for applying liquidity risk management strategies (BIS, 2008) 

For maintaining liquidity, the banks should have strong internal control conducted 

by decision followers. This internal control is consigned to ALCO as a representative of 

BOD (BIS, 2008). 

The liquidity risk management practice was a function of internal controls put in 

place. These ensured the proper establishment and operation of internal systems that 

enhance the minimization of liquidity-related risks. Effective internal control processes 

should be introduced through the implementation of computerized financial 

management systems. 

Internal control of an institutional structure is the work and power flows, people, 

and management of information systems which is aimed to help the institution to attain 

its goals and objectives. The main purpose of internal control is to maintain the financial 

report's reliability and give feedback in time which shows the accomplishment of strategic 

goals (Kieso, Weygandt, & Warfield, 2010). Management has three main objectives that 

tell us how to design an effective internal control system, (McPeak, Pincus, & 

Sundem,2012). 

The first objective is to make financial reports for investors, creditors, and other 

users. The 2nd objective is to make an effective and efficient internal control system. The 

last one is that internal control encourages compliance with laws and regulations. 

Internal control means helping the organization to accomplish its visions and goals 

(Nuryanto & Afiah, 2013). The internal control system of the organization may affect very 

much in promoting orderly, economically, effectively, and inefficient ways to produce 

quality products and services that are reliable with the institute's mission. Internal control 

of any institute help in maintaining its financial and management data which gives 

efficient and effective reports (Blanchard & Galloway, 1994). 

Internal control is explained as a framework in different researches that is limited to 

control environment, risk assessment, control activities, and monitoring. If any institute 
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has all these factors then it ensures that it has a great efficient and effective internal control 

system. (Gjerdrum & Peter, 2011). 

Basel Committee (2008) requires firms to relate their liquidity risk management to 

institutional policies. Policies are written statements that show an organization's promises 

to ensure goals and objectives, by setting standards and course of action. They are planned 

to ensure organizations mission, values, and principles and how daily work is going on 

(Kimathi et al./ 2015) 

Microfinance institution policies are those policies for which liquidity can be 

managed which determine the structure of identifying, reporting, monitoring, and 

checking banks liquidity conditions. The policies make the sense of managing the liquidity 

risk. These policies determine the responsibility of every single person to manage and 

minimize liquidity risk which includes assets liability committees, and links with other 

finance institutes and regulators (Holmstrom and Triole, 1998). 

These policies are made by the owner of the company and distributed by ranks. 

These policies minimize the risk in the institutions. (Ghamp, 2006) intimates that for the 

formulation, implementation, and review of regulatory and supervisory policies and 

procedures to ensure consistency and cost-effective strategy across different types of 

MFIS. 

A bank’s board of directors should review and approve the strategy; policies and 

practices related to the management of liquidity at least annually and ensure that senior 

management manages liquidity risk effectively. The board provides strategic direction on 

critical matters of the organization, therefore regarding liquidity risk management, the 

board would provide direction to inform actions on liquidity risk management. In this 

section, the study sought to establish the practices by the MFI boards which affect the risk 

management practice. The objective of the study was to find strategies that are used to 

monitor the risk in microfinance institutions. Monitoring strategies include in time 

generation of reports on liquidity risk monitoring it is the most followed strategy for 

looking after adequate information system for measuring, monitoring, controlling, and 

reporting on liquidity risks. The process for risk monitoring includes setting a structure 

for how often you review your risk, what to monitor, how to report changes, and how to 

redefine your risk strategies. 

Lead risk management process from the top. Incorporate risk management into 

process and systems design. Keep simple and easy to understand. Involve all levels of 

staff. Align risk management goals with the goals of individuals. Address the most 

important risks first. Assign responsibilities and set a monitoring schedule. Design 

informative management reporting to the board. Develop effective mechanisms to 

evaluate internal controls. Manage risk continuously using a risk management loop 

(Steinwand, 2000). 

3. Methodology 

This section covers all of the procedures required in completing research, from study 

design to the final paper, including data collecting, sample size, and hypothesis 

formulation. Data is collected through convenient sampling from one hundred employees 

including manager and staff microfinance institutions in district Bahawalnagar i.e. 

(khushali Bank limited, Finca microfinance bank, NRSP microfinance bank limited, APNA 

bank. The reason behind taking hundred sample is that there are three methods for 

determining sample one is formula, second is through table and third is soft calculator so 

because of avaialability of short time hundred sample is selected for this research. The 

sampling technique used is convenient sampling. The method for the analysis of data that 

is used Descriptive analysis frequency table, descriptive statistics, and inferential analysis 

correlation, and regression analysis. 
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The nature of the research, the sort of inquiry, and other factors are all considered in 

the research design. Both descriptive and quantitative research was employed in this 

study. To quantify the variables of liquidity risk management, this study uses a 

combination of descriptive and quantitative research. Descriptive research is used to 

gather basic information and literature for a study, as well as to obtain a better grasp of 

the research issue. The answer of the respondent to the factors of this study is determined 

using quantitative research. The descriptive research aims to quantify the variables that 

influence liquidity risk management. The preparatory literature on the research subject is 

gathered for the study through various articles, academic journals, books, and other 

sources to better define the research topic, create a strategy for the research topic, and 

analyze the primary data. Quantitative research is also used in the research. The different 

sites are sued for data collection. The source of the data collection is reliable and valid. 

After the collection of the data, the effect of the independent variable on the dependent is 

checked in the next section. This research is Causal Research as this research attempt to 

examine the influence of the independent variables on the dependent variable Liquidity 

Risk Management Practices. Four variables are used to measure the liquidity risk 

management which include internal control, institution policies, institution board 

management and risk monitoring strategies. 

Four variables are used to measure the liquidity risk management which include 

internal control, institution policies, institution board management and risk monitoring 

strategies. 

 

 

 

 

 

 

Figure 1.Conceptual Model 

Followings are the Hypothesis: 

H1: Micro Finance Institutions' internal controls system significantly affects its liquidity 

risk management practices. 

H2: Micro Finance Institutions policies significantly affect its liquidity risk management 

practices. 

H3: Micro Finance Institutions Board/ management oversight role significantly affects its 

liquidity risk management practices. 

H4: Micro Finance Institutions risk monitoring strategies significantly affects its liquidity 

risk management practices. 

Y= βo + β1X1 + β2X2 + β3X3 + β4X4 + E ……………………….                                     (1) 

Y = Liquidity Risk Management Practices 

βo = Constant  

X1 = Internal control 

X2 = Institution policies  

X3 = institution board management 

X4 = risk monitoring strategies 

 E = Standard Error 
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4. Results 

Descriptive analysis frequency table, descriptive statistics, and inferential analysis 

correlation, and regression analysis employed 

 Table 1.Correlation  

In the above Table 1 extreme left, we see the variables liquidity risk, internal controls, 

institutional policies, institutions board, institution risk monitoring and we see the same 

variables on top of the table of correlation. In between these variables diagonally we see 

1. Every variable has a relationship 1 with itself. Correlation analysis explains the 

relationship between the variables either weak or strong, positive or negative. The values 

as much as higher more than 0.5, strengthen the relationship between the variables. The 

values upside and downside of 1 are mirror effects. The relation between liquidity risk 

and internal control of Pearson correlation is positive 0.970 and is significant. The relation 

between liquidity risk and institution policies in Pearson correlation is positive 0.970 and 

is significant. The relation between liquidity risk and institution board in Pearson 

correlation is positive 0.886 and it is significant. The relation between liquidity risk and 

risk monitoring strategy is Pearson correlation positive 0.911 and is significant at 0.01 

(99%) confidence level. The information related to respondents from which we collect the 

response data is given below. 75 % of respondents were male and 25% are female 

participants. The age of the respondents from 15-25 were 39%, 25-40 were 38%, 40 and 

above are 23%.  

Table 2.Coefficients 

Following is the regression equation; 

 

Liquidity Risk Management = 0.293 + (0.530*IC) + (0.418*IP) + (- 0.169*IB) + (0.109*IRM)..(2) 

  

 Liquidity_risk Internal_control Institution_policies Institutions_board Institution_Risk_Monitoring 

Liquidity_risk Pearson Correlation 1     

Sig. (2-tailed)      

Internal_control Pearson Correlation .970** 1    

Sig. (2-tailed) .000     

Institution_policies Pearson Correlation .970** .981** 1   

Sig. (2-tailed) .000 .000    

Institutions_board Pearson Correlation .886** .928** .922** 1  

Sig. (2-tailed) .000 .000 .000   

Institution_Risk_Monitoring Pearson Correlation .911** .928** .929** .938** 1 

Sig. (2-tailed) .000 .000 .000 .000  

**. Correlation is significant at the 0.01 level (2-tailed). 

Model 

Unstandardized Coefficients Standardized     Coefficients 

t Sig. B Std. Error Beta 

1 (Constant) .293 .108  2.710 .008 

Internal_control .530 .112 .569 4.720 .000 

Institution_policies .418 .101 .488 4.131 .000 

Institutions_board -.169 .056 -.215 -3.041 .003 

Institution_Risk_Monitoring .109 .060 .131 1.813 .073 

a. Dependent Variable: Liquidity risk management     
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In table 2, we discuss the relationship between the hypothesis we developed and tested 

them through our questionnaire on SPSS. As it is also shown in the table that the H1 is 

proposed and has a moderate relationship towards liquidity risk as the significance is .000 

thus H1 is supported. H2 is proposed and has a great and moderate relationship towards 

liquidity risk as the value of significance is .000 thus H2 is supported. H3 is proposed and 

has a negative relationship towards liquidity risk and significance is .003. H3 is supported. 

H4 is not significant. 

5. Conclusions 

Liquidity risk management was the main problem in MFIs. The internal control put 

in place is the main part of liquidity risk management. The internal control in an 

organization ensures us to establish a proper internal control system that minimizes the 

liquidity risk on the other hand institute policies have a direct impact on liquidity risk i.e 

policies made by the organization are from top management and well monitored in MFIs. 

Continuous risk monitoring and real-time transmission of liquidity information is an 

appropriate strategy that enables staff in all operational areas to make informed decisions 

geared to the overall MFI goals on liquidity. The monitoring strategies adopted 

significantly affect the liquidity risk management practices. The Board should come up 

with initiatives to facilitate review of liquidity management framework and also provide 

strategic direction to the liquidity risk management function. The Board should ensure 

clarity in the delegation of authority in liquidity management function and effectively 

disseminate new strategies and policies for managing liquidity risk. The MFIs should 

maintain adequate information systems for measuring, monitoring, controlling, and 

reporting liquidity risks. They should ensure timely generation of reports on liquidity risk 

monitoring to guide the actions and strategies that are to be adopted in managing the 

risks. 
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