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Abstract 
This study aims to investigate the dual relationship of firm specific 

factors (profitability, return on asset, leverage, firm size and working 

capital) with the firm risk (liquidity risk and credit risk). The study is 

done is case of all five Islamic banks in Pakistan. For collecting the 

secondary data, the official websites of the all Islamic banks and State 

bank of Pakistan are to be used. The linear regression model is used 

through SPSS (statistical package for social sciences) to check the 

relationship of firm specific factors with the liquidity risk and credit 

risk. Through linear regression the results of the study demonstrate 

that profitability has positively significant relationship with the 

liquidity risk while negatively significant relationship with the credit 

risk. ROA has negatively significant relationship with the liquidity risk 

while positively significant relationship with the credit risk. Leverage 

has negatively significant relationship with the liquidity risk while 

positively significant relationship with the credit risk. Firm size has 

negatively significant relationship both with the liquidity risk and 

credit risk. Working capital has positively significant relationship with 

both liquidity risk and credit risk. This type of research like 

relationship of firm specific factors both with liquidity risk and credit 

risk is less investigated in Pakistan hence this is also its significance.  
Keywords: Profitability, ROA, Leverage, Firm Size, Working Capital, 

Liquidity Risk, Credit Risk, SPSS, Linear Regression Model.  

 

Introduction 

Firm risk is a major phenomenon so has a lot of importance in today’s 

competitive environment to understand and evaluate for better 

performance. Risk is the possibility or likelihood of happening or non-

happening of anything. Firm risk has major role toward the firm 

performance due to positive or negative impact on the firm position 

(Bouslah, et al., 2016). Firm risk may be accepted at an acceptable range 

as risk and return are correlated with each other. When it exceeds from 
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the limit then it should be eliminated with accurate strategy. The analysis 

of more risky situation may help out to carry out the actions for boosting 

the firm performance. For boosting the firm performance and 

profitability, there is need to know about all the factors which contribute 

for progress of the firm. 

Risk may be in different types e.g., systematic risk and non-

systematic risk or different forms including market risk, credit risk, 

business risk, liquidity risk, exchange rate risk, and interest rate risk. 

This is very imperative to know that which form of risk is being 

happened in the firm so that according to it the accurate and possible 

action is to be taken. Risk assessment has a lot of significance in today’s 

environment. This tells that which form of risk is being happened, why 

this is happened and what are the consequences after happening this risk. 

This study based on the risk premium theory as well as liquidity risk 

theory which state that small amount of risk will increase our return as 

well as firm performance. A little bit amount of risk is very necessary for 

boosting the firm performance. Premium shows the marginal level of 

risk.  This study takes the credit risk and liquidity risk. Credit risk is 

defined as a landscape of risk in which a borrower flops to fulfill its 

obligations on in period. Credit risk is found in the corporate sector that 

pinches productivity in more efficient and effective way. Credit risk 

badly affects the firm performance hence there is requirement to get rid 

of credit risk through insurance when it disturbs the financial situation of 

companies concerning profitability of the company, leverage, return on 

assets and firm size (Thompson, 2014). A firm’s risk cannot be ignored 

in any organization. Credit risk also arises through interbank tractions 

(Gilchrist & Mojon, 2014). It is financially extra dangerous for the 

companies concerning their firm specific factors. It means it inserts 

negative pressure on the firm financial condition (Imbierowicz & Rauch, 

2014).Firm specific elements and industrial elements have negative 

connection with credit risk (Abdullah et al., 2014).Credit risk has 

adverse relationship with the firm’s specific elements like profitability, 

leverage, firm size and return on asset. (Yijun & Fan 2014).Credit risk is 

reported to be significantly influenced by many factors like profitability, 

return on asset (ROA), leverage, firm size and working capital. Data 

consists of 22 cement sector companies. In this study multivariate 

regression analysis was used and concluded a negative correlation of all 

the firm specific factors with the credit risk (Iqbal , Chaudary & Iqbal, 

2015). 

Credit risk is directly related with the liquidity risk. Liquidating 

assets mean easily converting the assets into cash. When there is liquidity 

then credit risk will never happen because this is borrower default risk 
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hence to reduce the credit risk there is need for liquidity. Hence liquidity 

has strong consequences and relationship with the credit risk (Buhler & 

Trapp, 2009: Ericsson &Renault, 2006). Iqbal, et al., (2015) has done the 

study on the liquidity risk. This study was conducted to association of 

liquidity risk and the firm specific factors in situation of Islamic bank of 

Pakistan. The findings exhibited that there is a negative association of 

profitability, leverage and bank size with liquidity risk while there is a 

positive association between return on asset and liquidity risk. 

Liquidity risk cannot be traded in order to defend from the 

possible loss and which cannot be easily traded in the market. When 

during cash conversion the hurdles occurred then this type of risk arises. 

Firm asset structure and ROE significantly impacts on the liquidity risk 

and its turnover (Ramzan & Zafar, 2014). A lot of researches have been 

found significant relationship about the liquidity risk and firm specific 

factors (Iqbal et al., 2015: Akhter, Ali & Sadaqat, 2011: Berenguer, 

Gimeno &Nave, 2014). 

It is obvious from the extensive review of the literature that 

liquidity risk and credit risk influence the firm’s performance. It may 

increase or decrease the firm’s performance hence there is very important 

to resolve this study problem due to special belongings of the liquidity 

risk and credit risk on the firm’s position. This study problem moves 

forward to achieve the research objectives. The purpose of this study is 

to investigate the significant relationship of firm specific factors 

(profitability, firm size, and return on asset, leverage, and working 

capital) with liquidity risk and credit risk. This study intends to provide 

the understanding about the dual relationship of the firm specific factors 

with the liquidity risk and credit risk theoretically as well as practically 

to the policy makers, researchers and hedgers etc. This study will be 

advantageous for the academicians, theorists and practitioners. 

 

Literature Review 

Khidmat and Rehman (2014) have done the study to check the 

influence of liquidity and solvency ratio on the profitability of the 

organic sector of Pakistan.  ROA (return on asset) and ROE (return on 

equity) display the performance of the company. Ten listed companies 

during the period 2001-2009 were included in this case. Solvency ratio 

has a significant and negative relation with ROA and ROE. It means debt 

to equity ratio and firm performance is inversely proportional to each 

other while liquidity rate has a positive effect on the firm performance. 

Iqbal, Iqbal and Khan (2015) have done the study to find the relationship 

of profitability, liquidity, leverage, operational efficiency, firm size with 

the systematic risk. This was done in case of 114 manufacturing sector in 
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Pakistan during the period 2009-2014. Descriptive statistics, 

correlational analysis and common effect model were used in this study. 

The study findings showed the significant relationship of all the factors 

with the systematic risk so one hypothesis is rejected because they 

hypothesized the insignificant relationship of leverage with the 

systematic risk. Significant relationship has been found between the 

liquidity risk and firm specific factors (Iqbal et al., 2015: Akhter, Ali & 

Sadaqat, 2011: Berenguer, Gimeno &Nave, 2014).  

Malik, Awais and Khursheed (2016) have done the study to 

check the influence of liquidity on the profitability of 22 Pakistani’s 

private banking sector during the period 2009-2013. Significant 

statistically relationship has been found between the bank liquidity and 

return on assets as credit risk and liquidity are related with each other. 

While on the other side insignificant relationship has been found between 

the return on equity, return on investment and profitability. 

Study Hypothesis  

Based on literature reviewed above; following hypothesis are developed 

for the present study. 

Hypothesis – Antecedents relationship with Liquidity Risk. 

H1: There is negative significant relationship of Profitability with 

Liquidity Risk. 

H2: There is positive significant relationship of ROA with Liquidity 

Risk. 

H3: There is negative significant relationship of Leverage with Liquidity 

Risk. 

H4: There is negative significant relationship of Firm Size with Liquidity 

Risk. 

H5: There is a negative significant relationship of Working Capital with 

Liquidity Risk. 

 

Hypothesis – Antecedents relationship with Credit Risk. 

H1: There is negative significant relationship of Profitability with Credit 

Risk. 

H2: There is negative significant relationship of ROA with Credit Risk. 

H3: There is negative significant relationship of Leverage with Credit 

Risk. 

H4: There is negative significant relationship of Firm Size with Credit 

Risk. 

H5: There is negative significant relationship of Working Capital with 

Credit Risk. 
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Research Methodology 

The research design of the current study is the descriptive and 

explanatory. This is deductive approach because this is from general to 

specific and this is quantitative research. The data is secondary and is 

collected from 2006 to 2015. Ten year data is collected from their annual 

financial statements through the official websites of the banks. The 

current study takes the Islamic banking sector as population and 

geographically this is restricted to Pakistan in this study. The sample size 

of the current study consists of all five Islamic banks in Pakistan over the 

period 2006-2015 and these five Islamic banks are bank AL Baraka, 

bank Islami, Burj bank, Dubai Islamic bank and Meezan bank. 

This study contains five independent and two dependent variables. The 

theoretical model is drawn in this way. 

 

 

 

 

 

 

 

The basic econometric equation is used in this case. 

Y = a+bx 

Firm risk is denoted as Y that is dependent variable while X shows the 

independent variables. With the help of this equation the regression 

model is applied in this study. Equation 1 is for liquidity risk and 

equation 2 is for credit risk. 

L.R = C + β1 (PR) + β2 (ROA) + β3 (LEV) + β4 (FZ) + β5 (WC) + e (1) 

C.R = C + β1 (PR) + β2 (ROA) + β3 (LEV) + β4 (FZ) + β5 (WC) + e  (2) 

In equation 1 L.R shows the liquidity risk while in equation 2 C.R shows 

the credit risk. On the other side PR, ROA, LEV, FZ, WC denoted as 

profitability, return on asset, leverage, firm size and working capital 

respectively. C is the constant variable, e is the error and β1…β5 shows 

the beta. The variables are measured through the following formulas 

given below. 

Profitability is the first aim of all corporate sectors. Without profitability 

the business will not progress in the extended period and will go in the 

recession stage. So calculating current and past profitability and 

estimating upcoming profitability is very vital. Profitability shows the 

performance of the corporate sector. Higher the profitability will lead to 

higher market position. And those firms easily contend their competitors. 

It can be measured through the following formula. 

Profitability = EBT/Total asset 

Profitability 

Return on asset 

Leverage 

Firm size 

Working capital 

Liquidity Risk 

Credit Risk 
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Return on asset (ROA) is a financial ratio that describes the proportion 

of profit a company produces with respect to its overall resources. It is 

well-defined as net income divided by total assets. Net income is 

derivative from the income statement of the company and is the profit 

after tax.ROA is a ratio but usually offered as a proportion. Return on 

asset shows that return which is getting on total assets. It can be 

measured through the following formula. 

ROA = Common stock/Total asset 

Leverage is the ability to influence any system, organization or 

corporate sector as well. It has three categories of financial leverage, 

operating leverage and total leverage. Operating leverage is amount 

between the sales revenue and EBIT (earnings before interest and taxes). 

Financial leverage is the amount between the EBIT and EPS (earnings 

per share). Total leverage is the sum up of both leverages. It can be 

measured through the following formula.  

Leverage = Total debt/Total asset 

Firm size shows the length of the firm. It may be large and may be 

small. It can be measured through the following formula. 

Firm Size = Nature log of Total asset 

Working capital describes the efficiency of the management that how 

much it has current assets and how much current liabilities. Working 

capital is a corporate measure of a company’s efficiency and overall its 

position. It comprises cash, inventory, accounts receivable, accounts 

payable. It can be measured through the following formula. 

Working Capital = Current asset-Current liabilities 

Liquidity risk is the risk that a company or bank may be powerless in a 

position to meet short-term financial burdens. This usually happens due 

to the incapability to alter a security into cash. A risk that shows a 

venture and that has less marketability (Iqbal, et al., 2015). It can be 

measured through the following formula. 

Liquidity risk = Total capital/Total asset 

Credit risk is the risk of default on a debt. There is a chance of default 

by borrower at any time concerning obligation. It is a risk that arises at 

any time throughout operations of any monetary organization. This is the 

risk in which borrower fails in paying back the loan within time. It can 

be measured through the following formula.  

Credit risk = Loan loss provision to total asset/Total asset 

Results and Analyses 

Data is analyzed by using the different methods like descriptive statistics, 

correlation analysis and linear regression analysis. SPSS (statistical 

package for the social sciences) is applied for this purpose.  

http://www.investinganswers.com/node/5011
http://www.investinganswers.com/node/2474
http://www.investinganswers.com/node/37
http://www.investinganswers.com/node/38
http://www.investinganswers.com/node/38
http://www.investinganswers.com/node/38
http://www.investinganswers.com/node/5890
https://en.wikipedia.org/wiki/Default_(finance)
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In descriptive statistics the mean and standard deviation of all the 

variables are given. Mean is the average value and standard deviation is 

the variation or change in the values. The maximum and minimum 

values are also given in the Table 1.  

Table 1 Descriptive Statistics 

The correlation analysis tells that how the one variable 

correlate with the other variable. Pearson correlation is done to check the 

association between the variables which may be negative as well as 

positive. This is very necessary because through it the intensity of the 

association and direction of association is to be measured. The 

relationship of variable with own itself is equal to 1 which is known as 

Pearson correlation.  

The table 2 elaborates the outcomes of correlation analysis. The 

correlation of ROA with profitability is positive significant (r=.29*, 

p<0.05). The relationship of leverage with profitability and ROA is 

positive insignificant respectively (r=.16, r=.26). The correlation of firm 

size with profitability is positive insignificant (r=.19) and with ROA and 

leverage is positive most significant respectively (r=.46**, p<0.01 and 

r=.52**, p<0.01). The relationship of working capital with profitability, 

ROA, leverage and firm size is positive insignificant respectively (r=.00, 

r=.07, r=.07 and r=.25). The correlation of liquidity risk with profitability 

is negative insignificant with the value of r=-.17 and relation of liquidity 

risk with ROA, leverage, and firm size is negatively most significant (r= 

-.39**, p<0.01, r= -.68**, p<0.01 and r= -.82**, p<0.01). The relation of 

liquidity risk with working capital is negative insignificant (r= -.13). The 

correlation of credit risk with profitability, ROA, leverage, firm size and 

working capital is positive insignificant respectively (r=.00, r=.15, r=.19, 

r=.02 and r=.06) while its relationship with liquidity risk is negative 

insignificant (r= -.17). 

 

 

 

 

 N Minimum Maximum Mean Std. 

Deviation 

Profitability 50 -.00 .01 .00 .00 

ROA 50 -.04 .01 -.00 .01 

Lev 50 .00 .00 .00 .00 

F.Size 50 6.43 8.72 7.68 .49 

W.C 50 -100156380 49161000 6656394.86 17815004.11 

L.R 50 .00 .01 .00 .00 

C.R 50 .00 .00 .00 .00 

Valid N 50     
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Table 2 Correlations 
Variables Profitability ROA Leverage Firm 

Size 
Working 
Capital 

Liquidity 
Risk 

Credit 
Risk 

Profitability 1       

ROA .29* 1      

Leverage .16 .26 1     

Firm Size .19 .46** .52** 1    

Working Capital .00 .07 .07 .25 1   

Liquidity 
Risk 

-.18 -.39** -.68** -.82** -.13 1  

Credit Risk .00 .15 .19 .02 .06 -.17 1 

*. Correlation is significant at 0.05 levels (02-tailed). 

**. Correlation is significant at 0.01 levels (02-tailed). 

The simple linear regression is the first type of the regression analysis 

and it is used to check the relationship of one or more independent 

variables with one dependent variable. In this analysis ANOVA (analysis 

of variance), model summary and coefficients are presented both for 

liquidity and credit risk. 

Liquidity risk 

 

Table 3 ANOVA
a
 

Model Sum of 

Squares 

Df Mean Square F Sig. 

1 Regression .00 5 .00 30.06 .00b 

Residual .00 44 .00   

Total .00 49    
a. Dependent Variable: L.R 

b. Predictors: (Constant), W.C, Profitability, Lev, ROA, F.Size 

 

ANOVA is used to elaborate the variation or change in the variables and 

it compares the mean of the variables. It shows the level of significance 

(.00) of the dependent variable.  

 

Table 4 Model Summary 
 

Model R R2 Adj R2 Std. Error 

of the 

Estimate 

Change Statistics 

R2 ∆ F ∆ df

1 

df

2 

Sig. F 

∆ 

1 .88a .77 .74 .00 .77 30.06 5 44 .00 
a. Predictors: (Constant), W.C, Profitability, Lev, ROA, F.Size 

 

Model summary illustrates the relationship between the dependent and 

independent variables. R is the association between the predicted and 

observed values. R2 is the square of this coefficient and adjusted R2 

indicates the percentage of the variation explained by the regression line 

out of entire variation. The value of R is 0.88 and R2 is 0.77 which 

shows the model variability, its mean is round about 77%. The results 

demonstrate that there is significant relationship of liquidity risk with the 
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independent variables as F= 30.06, p<0.00. This summary shows that 

77% change occurs in the dependent variable due to independent 

variable. 

 Table 5 Coefficients
a 

Model Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. 95.0% Confidence 

Interval for B 

B Std. 

Error 

Beta Lower 

Bound 

Upper 

Bound 

1 (Constant) .02 .00  9.64 .00 .01 .02 

Profitability .00 .03 .00 .09 .92 -.06 .07 

ROA -.00 .01 -.00 -.08 .93 -.02 .02 

Lev -.32 .08 -.33 -3.98 .00 -.49 -.16 

F.Size -.00 .00 -.66 -7.01 .00 -.00 -.00 

W.C 5.897E-

012 

.00 .06 .80 .42 .00 .00 

a. Dependent Variable: L.R 

In coefficients part the beta value and their significance are given. The 

beta value (standardized coefficients) of the profitability and working 

capital is positive which are 0.00 and 0.06 respectively while beta values 

of the ROA, leverage and firm size are negative which are these -0.00, -

0.33 and -0.66 respectively. Leverage and firm size shows the most 

significant negative relationship with the liquidity risk. The confidence 

interval is 95.0%. Thus the results demonstrate that there is positive 

significant relationship of profitability and working capital with the 

liquidity risk. While there is negative significant relationship of ROA, 

leverage and firm size with the liquidity risk. On the basis of these results 

out of five, only two hypotheses are accepted and three are rejected in 

case of liquidity risk.  

 

Table 6 Expected/observed relation 

Variables Expected 

relation 

Observed 

relation 

Accepted/Rejected 

Profitability Negative Positive Rejected 

Return on asset Positive Negative Rejected 

Leverage Negative Negative Accepted 

Firm size Negative Negative Accepted 

Working capital Negative Positive Rejected 

 

Table 7 ANOVA
a
 Credit risk 

Model Sum of 

Squares 

Df Mean 

Square 

F Sig. 

1 Regression .00 5 .00 .76 .57b 

Residual .00 44 .00   

Total .00 49    

a. Dependent Variable: C.R 

b. Predictors: (Constant), W.C, Profitability, Lev, ROA, F.Size 
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Table 7 gives the analysis of variance and shows the significance of the 

credit risk with the independent variables. The significance level is 0.57 

and value of F is .76. 

 

Table 8 Model Summary 
Model R R2 Adj R2 Std. Error 

of the 

Estimate 

Change Statistics 

R2 ∆ F ∆ df

1 

df

2 

Sig. F 

∆ 

1 .28a .0

8 

-.02 .00 .08 .76 5 44 .57 

a. Predictors: (Constant), W.C, Profitability, Lev, ROA, F.Size 

 

Table 8shows the model summary of the variables. The value of R is 

0.28 and R2 is 0.08. The value of adjusted R square is negative which is -

0.02. This table shows that 8% variation in the credit risk occurs due to 

independent variables. This shows that there is significant relationship of 

independent variables with the credit risk as F= 0.76 and further the 

value of significant F change is 0.57 in this table.  

 

Table 9 Coefficients
a
 

Model Unstandardized 

Coefficients 

Standardized 

Coefficients 

T Sig. 95.0% Confidence 

Interval for B 

B Std. 

Error 

Beta Lower 

Bound 

Upper 

Bound 

1 (Constant) .00 .00  1.12 .26 -.00 .02 

Profitability -.03 .10 -.04 -.32 .74 -.24 .17 

ROA .04 .03 .19 1.16 .25 -.03 .11 

Lev .38 .25 .25 1.50 .13 -.13 .90 

F.Size -.00 .00 -.21 -1.12 .26 -.00 .00 

W.C 1.265E-

011 

.00 .08 .56 .57 .00 .00 

a. Dependent Variable: C.R 

 

This is coefficients analysis of the independent variables with respect to 

credit risk. Profitability and firm size shows the negative beta values with 

the credit risk as -0.04 and -0.21 respectively. While standardized 

coefficients of the ROA, leverage and working capital are positive which 

are 0.19, 0.25 and 0.08 respectively. Thus the results demonstrate that 

there is negative significant relationship of profitability and firm size 

with the credit risk while there is positive significant relationship of 

ROA, leverage and working capital with the credit risk. The results 

showed that out of five, only two hypotheses are accepted in this case.  

Table 10 Expected/observed relation 
Variables Expected relation Observed relation Accepted/Rejected 

Profitability Negative Negative Accepted 

Return on asset Negative Positive Rejected 

Leverage Negative Positive Rejected 

Firm size Negative Negative Accepted 

Working capital Negative Positive Rejected 
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Conclusion  

The objective of this study is to find the significant relationship of firm 

specific factors with the liquidity risk and credit risk in case of Islamic 

banking sector in Pakistan hence the conclusion of this study is that 

profitability is positively correlated with the liquidity risk while 

negatively correlated with the credit risk. ROA is negatively correlated 

with the liquidity risk while positively correlated with the credit risk. 

Leverage is negatively correlated with the liquidity risk while positively 

correlated with the credit risk. Firm size is negatively correlated both 

with the liquidity risk and credit risk. Working capital is positively 

correlated with both liquidity risk and credit risk. 

The financial managers, speculators, researchers, bankers, 

investors, hedgers and policy makers can implement the findings of this 

study in their managerial actions. Time and unavailability of the financial 

data are the limitation of this study. The further research can be possible 

by doing the comparative analysis of the commercial and Islamic banks 

in Pakistan or in Asian countries regarding this perspective. Firm specific 

factors and other different forms of the risks can also be added in the 

next researches by using the other different analysis techniques. 
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