
World Scientific Research Journal                                                      Volume 6 Issue 7, 2020 

ISSN: 2472-3703                                                       DOI: 10.6911/WSRJ.202007_6(7).0007 

46 

Literature Review on the Impact of Liquidity Management on the 
Profitability of Commercial Banks 

Yuqun Huang 

School of economics, Jinan University, Guangzhou 510632, China. 

Abstract 

Through combing the literature on the relationship between liquidity management, 
profitability of commercial banks, this paper finds that scholars hold three main views 
on the relationship between them: positive, negative, positive and negative. The 
differences of these views come from research objects, data sources, economic 
background, different index selections and analysis methods, the contribution of this 
paper is to provide convenience for scholars to further explore this issue, and provide a 
reference for banks to establish a general liquidity management strategy. 
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1. INTRODUCTION 

The stable development of the financial system is of great significance to the economic 
development and social operation, while the bank plays an important role in the financial 
system. Liquidity management is the key to realize the long-term profitability and stable 
operation of banks. Good liquidity management enables banks to perform their current 
obligations and ensure that they can earn more than cost. Consequently, the ultimate goal of the 
bank is to maintain working capital investment level that would enable them maximise profits. 
However, this kind of operation is not easy. Maintaining low liquidity will put the bank at the 
risk of funds shortage, and high liquidity means high opportunity cost, both of which may result 
in low profits. Liquidity and profitability are two endpoints of a line segment. If they move on 
toward one endpoint, they will automatically move away from the other endpoint. There is a 
trade-off between liquidity and profitability (Puneet & Parmil, 2012)[1]. Therefore, the 
relationship between liquidity management and profitability is of great significance to bank 
operation. 

2. RESEARCH ON THE LIQUIDITY MANAGEMENT OF COMMERCIAL BANKS 

Bank liquidity generally refers to the ability of a bank to obtain available funds immediately 
at a reasonable price. Bank assets and liability management are important aspects of liquidity 
plan (MacDonald & Koch, 2006) [2]. Liquidity management refers to providing or withdrawing 
a certain amount of liquidity strategically to the market according to the expected level of short-
term reserve currency without affecting the profitability and operating activities of the bank, 
which depends on the daily assessment of the liquidity status of the banking system. The 
liquidity demand of the banking system is usually defined by the sum of the reserve 
requirements of the monetary authority for the bank (Ibe S O 2013)[3]. The main objective of 
liquidity management is to ensure that there is a balance between the cash inflow and outflow 
of the bank, i.e. assets and liabilities (Choudhry, 2012) [4]. One of the main objectives of liquidity 
management is to manage the bank's liquidity positioning and reduce the level of risk exposure 
(Mazzi, 2013) [5]. Effective liquidity management is of great significance to the smooth 
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operation of enterprises (Valrshney, 2001)[6]. Any bank can survive successfully and then 
maintain the trust and confidence of the public without liquidity management and sufficient 
liquidity measures, so that the needs of customers will always be met. If banks refuse to 
maintain sufficient liquid assets in their bank management, the risk of losing customers and 
public confidence will threaten their survival (Samiksha, 2013) [7]. Poor liquidity management 
affects income and capital, leading to bankruptcy and bank failure in extreme cases (Alemayehu 
& Ndung'u, 2012) [8]. 

The difficulty of liquidity management lies in how to achieve an ideal balance between 
liquidity and profitability (Nahum et al., 2007)[9]. There are two forms of liquidity management, 
one is the ability to trade stocks or securities at current prices, the other is the ability to pay 
cash and collateral obligations without incurring significant losses, which is applicable to large 
organizations, such as financial institutions and banks. In either case, liquidity management 
describes the ability of investors or managers to reduce their liquidity risk exposure (Alshatti, 
2015)[10]. Under the impact of liquidity caused by large amount of withdrawals from 
depositors, banks acquire liquidity by selling securities in the financial market instead of 
clearing loans, and buy or sell securities in the financial market to dynamically adjust their 
portfolios (Sawada, 2010) [11]. Liquidity management also includes financing for the liquidity 
needs to banks (Nzotta, 2004)[12]. In addition, when managing liquidity, banks should calculate 
the liquidity ratio to help determine the liquidity status of banks. One of the commonly used 
liquidity ratios is the current ratio, that is, current assets divided by current liabilities (Banks, 
2014)[13]. With the aggravation of liquidity shortage, bank liquidity management has become 
the main problem during the financial crisis. Banks should increase their sources of liquidity. In 
addition to the generation of sales liquidity, deposit funds and the inventory management of the 
bank's internal cash reserves are also very important issues. Any significant improvement of 
the bank's distribution in cash management may play a positive role in reducing the bank's 
liquidity tension (Cabello, 2013) [14]. 

3. RESEARCH ON THE PROFITABILITY OF COMMERCIAL BANKS 

The profitability of a bank refers to the ability of a bank to generate revenue over its cost 
relative to its capital base. Good and profitable banks are better able to withstand the negative 
impact and contribute to the stability of the financial system (Brissimis, Athanasoglou & Delis, 
2005) [15]. 

The main drivers of bank performance are cost, efficiency, profit and market structure (Bikker, 
2010) [16]. The main determinants of bank profitability include capital adequacy ratio, credit 
risk, liquidity, deposit growth, GDP and inflation (Azam & Siddiqui, 2011)[17]. In Saudi Arabia, 
Ahmed and Khababa (1999) believed that commercial risk, market concentration, market size 
and bank size were the main determinants of bank profitability [18]. For sub Saharan Africa, 
Flamini, McDonald and Schumacher (2009) emphasized that credit risk, capital scale, market 
dominance, GDP and inflation are the main determinants of bank profitability [19]. 

Among the factors that affect the bank's earnings in Ireland from 1983 to 2001, effective cost 
management has an impact on the earnings, while economic growth has a positive impact on 
the bank's profits (Bank R & Bagheri, 2007) [20]. Regression analysis shows that the short-term 
debt ratio and the total debt ratio have a significant positive impact on the return of equity, while 
the long-term debt ratio has a significant negative impact on the return of equity (Abor, 
2005)[21]. Paolo (2011) believes that the total debt ratio to shareholders' equity may be 
negatively related to profitability at an excessively high debt level [22]. From 1993 to 1998, the 
operating performance of the Bank in Middle East countries shows that financial liabilities and 
long-term loans will lead to high profitability, excluding the impact of macro environment and 
financial market structure (Bashir, 2000)[23]. Bank size and credit risk have a negative impact 
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on bank profitability. The higher the proportion of non-interest income, the greater the 
profitability (Sufian & Chong, 2008)[24].Macit (2012) analyzed the bank specific factors and 
macro factors that affect the Turkish banks, and believed that the non-performing loan ratio has 
a significant negative impact on bank profits, while the logarithm of asset size has a significant 
positive impact[25]. Trabelsi (2015) assessed the impact of liquidity risk and global financial 
crisis on the profitability of Islamic commercial banks in Bahrain from 2007 to 2013. The results 
show that capital adequacy ratio, financial leverage, deposits and GDP have a significant positive 
impact on the return of total assets, while bank size and global financial crisis have a significant 
negative impact on the return of total assets [26]. 

4. RESEARCH ON THE IMPACT OF LIQUIDITY MANAGEMENT ON THE 
PROFITABILITY OF COMMERCIAL BANKS 

The impact of liquidity management on the profitability of banks has been studied by many 
scholars, but there are still opposite conclusions about the relationship between them, which 
need to be solved. This study is more valuable in developing countries because their overall 
business environment is more uncertain (Ismail, 2016)[27]. 

Some scholars think that excessive liquidity damages the bank's profits. Globally, liquidity 
management is inversely proportional to the performance of commercial banks (Berrios, 
2013)[28]. Bourke (1989)[29], Drakos (2003)[30] and Hesse (2007)[31] found a negative 
correlation between net interest margin and liquidity. Molyneux and Thorton (1992)[32] 
concluded that there was a negative correlation between liquidity and profitability. In view of 
the low liquidity premium of current assets, their income will be lower than that of non current 
assets, and holding them will bring opportunity cost to banks. Berger (1995) used the 
proportion of cash assets to total assets to calculate liquidity risk, and found that there was a 
positive relationship between bank liquidity risk and total asset return [33]. A study conducted 
by Kasekende and Ating-Ego (2003) in Ghana found that there was a negative correlation 
between the liquidity and the profitability of Ghana's banking industry [34]. Wang Lu (2008) 
pointed out a fact in the research on the relationship between asset liquidity and the 
performance of commercial banks that, because the income and risk of financial assets are in 
direct proportion, the profitability of a large number of liquidity assets is relatively limited. In 
order to ensure sufficient liquidity, banks will sacrifice the ability to obtain income [35]. Arif 
(2012) tested the liquidity risk of 22 Pakistani banks from 2004 to 2009, and found that 
liquidity risk had a significant impact on the profitability of the banks. The increase of bank 
deposits led to the decrease of profitability and increased the dependence on the central bank 
to meet customers’ demand for withdrawal. In addition, non-performing loan ratio and liquidity 
gap had a negative impact on profitability [36]. Li Jianquan and Huang Lei (2014) established a 
pulse response model with time-varying characteristics to analyze the interaction between the 
"three principles". The research shows that liquidity shock has a long-term and more obvious 
negative impact on earnings [37]. Aziz et. al. (2015) designed the profitability ratio, taking the 
unique structure and operation procedures of Islamic Bank into account. It was found that as 
soon as the quick ratio and current ratio decreased, the bank's profitability increased, while the 
cash ratio remained stable was the guarantee of the bank's profitability [38]. 

Some scholars agree that sufficient liquidity can promote the bank's profitability. The 
medium and long-term relationship between liquidity and profitability may be positive, which 
means that low liquidity will lead to greater loan demand and lower profitability, and low 
profitability will not generate enough cash flow, thus forming a vicious circle (Hirigoyen, 
1985)[39]. Miller and Noulas (1997) studied the U.S. banking system in a difficult environment 
through regressing the cross-sectional data and panel data. The result shows that there is a 
negative relationship between liquidity risk and profitability. At that time, loans face greater 
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risks and are more likely lead to loan losses. Under the low liquidity level, banks face difficulties 
in maximizing profits [40]. Kosmidou, Tanna and Pasiouras (2005) realized that the ratio of 
current assets to customers and short-term funds with the return on total assets were positively 
correlated, which was statistically significant. There was a significant positive relationship 
between liquidity and bank profits [41]. According to the survey of listed banks in Ghana in 
2013, there is a weak positive correlation between liquidity and profitability (Lee and Lee, 2006) 
[42]. Usually, the adjustment of liquidity strategy will not have a significant impact on the return 
of total assets. Only during the financial crisis, making more use of liquidity forecast and short-
term financing can have a positive impact on the return of total assets (Havrylchyk & Milia, 2006) 
[43]. Sufian (2009) also found that commercial banks with high liquidity management levels 
have stronger profitability [44]. The correlation analysis of Nigerian commercial banks shows 
that there is a significant positive correlation between liquidity and profitability. Therefore, the 
central bank should implement flexible monetary policies and discount rate so that commercial 
banks have options to meet the unexpected demand for withdrawal, and reduce the trend of 
sacrificing profits to maintain excess cash (Adebayo, David & Samuel, 2011)[45]. It is found that 
the liquidity of commercial banks has a significant positive effect on profitability, and this 
relationship is two-way. The profitability of commercial banks is greatly affected by liquidity, 
and vice versa. (Bategeka & Okumu, 2010)[46]. Lartey, Antwi, and Boadi (2013) tried to find 
out the relationship between the liquidity and profitability of listed banks in Garner. The results 
showed that the liquidity and profitability of listed banks decreased from 2005 to 2010, and 
there was a very weak positive correlation between the liquidity and profitability of listed banks 
[47]. According to the research of Song Qin and Zheng Zhenlong (2011)[48], Liu Xinqun and Liu 
Jiangtao (2013)[49], from the long-term change trend, the liquidity of commercial banks has a 
positive correlation with business performance. Ajibike and Aremu (2015) studied the impact 
of liquidity on bank performance in Nigeria by using GMM estimation technology, and found 
that there was a positive correlation between liquidity and bank performance [50]. Rafiq and 
Ahmad (2016) studied the financial data of Pakistan branch of Standard Chartered Bank, using 
current ratio, quick ratio and net working capital index. He found that the current ratio is 
negatively related to profit, quick ratio and net working capital are positively related, and the 
overall liquidity is positively related to profitability [51]. Edem (2017) used secondary market 
data of 24 banks in Nigeria from 1986 to 2011 to analyze the impact of liquidity management 
on bank efficiency. Correlation test shows that equity return and cash liquidity ratio are 
positively correlated [52]. 

Other scholars hold the view that bank liquidity has both positive and negative effects on its 
profitability. Berger and Humphrey (1997)[53], Kosmidou et al. (2005) found that the 
proportion of liquid assets in total deposits and short-term financing had a positive impact on 
the return of total assets but a negative impact on the net interest margin. Demirguc Kunt et al. 
(1998)[54] considering bank characteristics, macroeconomic conditions, market system and 
other factors, using loan proportion to represent liquidity risk, found that there was a positive 
relationship between net profit rate and liquidity risk, and a negative relationship between 
internal rate of return and liquidity risk. An effective liquidity management system should keep 
the bank's liquidity level neither too high nor too low. Al-Amri (2009)[55], Bordeleau and 
Graham (2010)[56] used panel data of North American commercial banks from 1997 to 2009 
to conduct empirical research. The result shows that holding a certain proportion of liquidity 
assets can improve bank performance, but beyond a certain limit, the profitability of 
commercial banks decreased, indicating that there is an inverted U-shaped relationship 
between liquidity and profitability of commercial banks. This inverted U-shaped relationship 
was also proved by Flannery and Rangan (2002) [57]and Zhang Lin (2015)[58]. A study 
conducted by Rahaman (2010) [59] in Canada shows that there is a nonlinear relationship 
between banks' liquidity assets and profitability. When all other conditions are the same, the 
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estimate shows that the relationship between current assets and profitability depends on the 
bank's business model and market financing risk. Banks operating traditional businesses are 
allowed to optimize their profits at a lower level of current assets. Similarly, when the market 
financing risk is low, banks can also hold less current assets to optimize profits. Munteanu (2013) 
empirically analyzed the panel data of commercial banks in eastern and central Europe from 
2003 to 2010, and found that liquidity has a slight positive and negative impact on the return of 
net assets and the return of total assets, which shows that liquidity has a non-linear relationship 
between the return of net assets and the return of total assets [60]. Das B C et al. (2015) studied 
the liquidity management and profitability of private commercial banks in Bangladesh. Under 
the positive effect of other factors, appropriate liquidity management can improve the 
profitability of banks, and better liquidity management depends on market conditions, internal 
regulations and the implementation of these systems [61]. Alshatti A (2015) selected 13 banks 
to investigate the impact of bank liquidity management on their profitability from 2005 to 2012. 
The empirical results show that the increase of quick ratio and the available capital investment 
ratio will lead to the increase of profitability, while the increase of capital ratio and current asset 
ratio will lead to the decrease of profitability. Bassey and Moses (2015) studyed 15 banks and 
the result shows that current ratio has a negative effect on equity return, but there is a positive 
relationship among deposit loan ratio, asset ratio, loan and equity return[62]. Based on the 
annual data of ten banks from 2006 to 2015, the impact of interest coverage ratio, capital 
adequacy ratio and quick ratio on the profitability of Pakistan's banking industry is positive, 
while the cash and current ratio is negatively related to the profitability of banks (Nabeel M, 
Hussain S M, 2017)[63]. Also, Ibrahim (2017) studied the impact of liquidity management on 
the profitability of commercial banks in Pakistan from 2004 to 2013. The empirical results show 
that the current ratio and the investment ratio of available funds have a positive impact on 
profitability, while the capital ratio and current asset ratio have a negative impact on 
profitability [64]. Empirical results of Nigerian deposit banks show that the growth of quick 
ratio of available funds leads to the growth of profitability, while the growth of cash ratio and 
liquidity coverage leads to the decline of profitability of Nigerian deposit banks (Fagboyo O, 
Adedeji A, Adeniran A, 2018) [65]. The trade-off between the liquidity and profitability of 
Zimbabwean banks has led to a decline in the profitability of financial institutions, but the 
bank's profitability was therefore more stable and sustainable (Dzapasi F D, 2020)[66]. 

5. CONCLUSION 

The key point of liquidity management of commercial banks is to balance liquidity and 
profitability, which is of great significance to the safe operation of banks and the financial 
stability. The internal factors of banks affect the profitability are operating efficiency, asset 
quality, asset structure, bank scale, and external factors are market structure, market liquidity, 
GDP, inflation and commercial risk. The indicators that measure the bank's operating efficiency 
include cost and the ratio of non-interest income, and the quality of assets is reflected by the 
non-performing loan ratio. Asset structure indicators include debt ratio, capital adequacy ratio, 
etc. There are three main views about the impact of liquidity management on the profitability 
of commercial banks, which are negative, positive and both. The main reason for scholars who 
hold the view of negative impact is that the opportunity cost brought by the low liquidity 
premium of current assets makes the bank's profits suffer losses, and the bank sacrifices part 
of its profits to ensure the safe operation. The main reason for scholars who hold a positive view 
is that the improvement of liquidity level can promote the bank's profit in the long run, and the 
low liquidity of the bank in the crisis period will lead to greater risk and be adverse to the profit. 
In addition, a large number of scholars have proved that bank liquidity has both positive and 
negative effects on its profitability through empirical research, which is reflected in different 
liquidity levels and differentiated liquidity indicators. In a word, almost all scholars tend to 
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advise commercial banks to maintain the appropriate liquidity level, whether for security or 
profitability. 
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