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Abstract: Liquidity risk is a crucial factor that can impact the performance of banks, particularly in the rural 
banking sector. This article investigates the influence of liquidity risk on the financial performance of 92 Philippine 
rural banks from 2018 to 2022. The study employed descriptive data and quantitative methods, including financial 
ratios, visual binning and Pearson r correlational research design. The data used is secondary data. Liquidity risk 
is measured using the loan-to-deposit ratio, and financial performance is measured using the return on equity ratio. 
The empirical analysis revealed that most rural banks in the Philippines maintained a low level of liquidity risk 
ratio, regarding financial performance, most rural banks experienced low-levels of return on equity. A low ratio may 
indicate underutilization of deposits for lending, potentially leading to lower profits, consequently low return on 
equity can hinder a bank’s ability to sustain profitability, attract investors and retain capital, potentially indicating 
operational inefficiencies or conservative lending practices. The study used asset-liability management and liquidity 
preference theory frameworks, which provide a theoretical lens to understand the dynamics between liquidity risk 
and a bank's financial performance. Furthermore, the findings suggest no significant relationship between liquidity 
risk and bank performance, indicating that liquidity risk may not be a primary driver of financial outcomes for 
these institutions. The results of this study elucidate the intricate relationship between risk and performance in the 
rural banking sector, which can inform policy and strategic decisions to enhance the financial stability and viability 
of these critical community-based financial institutions.   
Keywords: Liquidity risk, loan-to-deposit, return on equity, financial performance, rural banks in the Philippines  
 
INTRODUCTION 
In the banking sector, profitability serves as a  key indicator of performance, influencing companies’ 
investment decisions and economic advancement [1]. Banks play a crucial role as financial 
intermediaries, channeling funds from depositors to borrowers, thereby contributing to economic 
growth. Following the Global Financial Crisis, global efforts such as Basel III, have focused on 
bolstering the resilience of financial institutions through enhanced risk management [2]. This 
investigation aligns with the [3]United Nations' Sustainable Development Goal 8, emphasizing inclusive 
and sustainable economic expansion. Given their importance in the financial system, maintaining the 
financial stability of banks is essential, as their performance significantly impacts the economy. 
Additionally, the economy is bolstered by sound institutions, particularly during periods of economic 
instability and crises [4] . The World Economic Forum highlighted that rural banks are particularly vital 
for financial inclusion in Southeast Asia due to their strategic positioning and community engagement 
[5]. The Philippines has categorized banks into three namely, universal and commercial banks, thrift 
banks, and rural and cooperative banks[6] [7] [8].  Philippine rural banks boost rural development, global 
competitiveness, and rural finance availability. In the Philippines rural banks, governed by  the 1992 
Rural Bank Act are crucial  in providing financial services to underserved communities, especially in 
remote and agricultural areas. Despite having only 1.5% of the Philippine banking system’s assets, rural 
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banks are vital to farmers, fishermen, and micro and small companies [8][9]. Since rural banks support 
local economies, understanding the aspirations of fisherfolks can inform the development of financial 
products that encompass education financing and investments in alternative livelihoods particularly 
tailored for them[10]. Within the framework of the Philippine banking sector, rural banks play a pivotal 
role in fostering economic progress and financial inclusion in the Philippine[5][11]. Risk management is 
key to financial stability, depositor protection, and rural economic growth, helping to mitigate liquidity 
restrictions in rural banks [12]. The Bicol Federation of Rural Bankers’ 2023 conference underscored 
the importance of proficient liquidity risk management in these institutions [8][13].  Effective liquidity 
management is essential[1], requiring a balance with profitability as rural banks meet the financial needs 
of their clientele amidst local and regional economic challenges. Sustainable banking practices also 
enhance the financial performance of rural banks[14]. This study examines the framework of asset 
liability management and liquidity risk preference theory. Asset-liability management is a fundamental 
principle in banking aiming to optimize a bank’s balance sheet to maximize profitability while 
mitigating risks, including liquidity risk. Asset-liability management is crucial for banks as it helps 
balance the risks and returns associated with their financial operations. Effective asset-liability 
management practices enable banks to simultaneously manage assets (loans) and liabilities (deposits), 
which is essential for maintaining liquidity and enhancing profitability[15]. Optimizing the composition 
of assets and liabilities significantly influences a bank’s profitability[16]. Therefore, asset-liability 
management is crucial for balancing risks and returns in financial operations. 
Moreover, this study is also based on liquidity preference theory, emphasizing the importance of 
managing liquidity risk in rural banks to meet short-term obligations and improve the loan-to-deposit 
ratio.  Prudent liquidity management strategies are crucial for promoting efficiency in operational 
performance [17].  Liquidity preference theory, which relates to individuals' preferences for holding cash 
rather than illiquid assets, is particularly relevant for rural banks operating with limited access to 
liquidity.  
Rural banks often face inherent challenges such as limited access to diverse funding sources, high 
operational cost, narrow customer base, and experience greater deposit base volatility due to the 
economic and demographic characteristics of their communities, increasing their vulnerability to 
liquidity risks and potentially impacting their financial performance. The Bicol Federation of Rural 
Bankers’ 2023 conference highlighted the critical need for proficient liquidity risk management in rural 
banks. Liquidity risk, defined as the potential inability of a bank to meet its financial obligations 
without incurring significant losses[18][19], poses a major challenge, especially for rural banks in 
developing economies like the Philippines. Effective liquidity management ensures that assets can be 
quickly converted into funds[20], and the loan-to-deposit ratio serves as a key financial metric related to 
liquidity risk [21][22].  Poor liquidity risk management can even lead to bank failures [23]. 
Return on equity is a ratio derived from net income by average shareholders’ equity [24], reflecting a 
bank's effective use of its resources [25] and its earnings relative to total equity [26]. However, studies show 
mixed results regarding the impact of liquidity risk on return on equity (ROE). [27]  [28] identified a 
significant positive effect of liquidity risk on ROE, while  [29] [22]  [30] [17] reported a notable negative 
correlation. Several studies, similar to [31], have identified a non-significant correlation between a bank's 
liquidity risk and its return on equity  (ROE).  This study addresses the gap created by these differing 
findings. 
Several studies were conducted also about the influence of liquidity risk on the financial performance 
measured in terms of return on equity in the context of microfinance institutions [29], small and 
medium-sized businesses, commercial banks, European banks [32];  Middle Eastern and North African 
(MENA) banks [33]; Indonesian [17], Egyptian banks [28], small bank in Northern Ghana [34]. Moreover, 
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the research conducted by [35] and [36] examines the liquidity crisis affecting Bangladesh's banking sector 
highlighting the importance of liquidity risk management strategies for sustaining profitability [35].  
While the extant literature has explored the influence of liquidity risk on its financial  performance  in 
a variety of contexts, including small and medium-sized businesses, commercial banks, Islamic banks, 
European, Middle Eastern, and North African banks, as well as countries like Qatar, Tanzania, 
Bangladesh, Egypt, Ghana, and Indonesia, there is a dearth of empirical research specifically focused 
on the rural banks in the iPhilippines.   
Furthermore, this research aims to assess the liquidity risk by calculating the loan-to-deposit ratio, to 
evaluate the financial performance of Philippine rural banks by analyzing the return on equity, and 
finally, to investigate the influence of liquidity risk on the financial performance of these Philippine 
rural banks.  
The result of this study offers significant insights into the intricate relationship between financial 
performance and liquidity risk  in the unique context of the rural banking sector in the Philippines. 
The study's findings will enhance academic knowledge and have practical implications for a wide range 
of stakeholders, including policymakers, banking professionals, regulators, investors, rural bank 
proprietors, the general public, and the academic community, underscoring its extensive impact across 
multiple sectors. The study's findings will yield significant insights that can guide policy decisions and 
strategic planning to enhance the resilience and sustainability of these essential community-based 
financial institutions.  
 
RESEARCH METHODOLOGY:  
Research Design 
This study investigates the influence of liquidity risk on the financial performance in Philippine rural 
banks, employing a descriptive and quantitative approach. The research design incorporates financial 
ratios, visual binning, and Pearson's r correlational analysis to assess this relationship. Secondary data, 
comprising cross-sectional and time-series panel data from 92 rural banks, is analyzed using SPSS 
version 2021. Financial performance is measured by return on equity (net income/shareholder’s 
equity), while liquidity risk is assessed using the loan-to-deposit ratio (total loans/total deposits). The 
study encompasses a complete enumeration of rural banks in the Philippines, excluding cooperative 
banks, and considers five-year financial statements from 2018 to 2022. Banks with missing data are 
excluded after attempts to retrieve it from annual reports. The data used in the manuscript were 
secondary data of publicly accessible and audited financial statements of rural banks from the website 
of the Bangko Sentral ng Pilipinas (BSP). No ethical concerns are breached in the data collection 
process, as the source data is accessible to everyone. 
Data Analysis 
Data analysis involves organizing and classifying liquidity risk and financial performance through visual 
binning, followed by Pearson’s correlation to determine the strength and direction of the association 
between the variables. Extreme outliers are removed using the SPSS boxplot method to ensure the 
robustness of the results. A limitation is the exclusion of other factors influencing liquidity risk and 
bank performance. 
 
RESULTS AND DISCUSSION 
The empirical analysis of the influence between liquidity risk and the financial performance of rural 
banks in the Philippines yielded interesting findings. Liquidity risk is typically characterized as the 
present and future risk to earnings or capital resulting from a bank's incapacity to fulfill its 
commitments upon their due date without incurring intolerable losses or expenses. Liquidity risk 
encompasses the incapacity to manage unforeseen reductions or alterations in funding sources [37]. 
Liquidity risk management shall be integrated into the comprehensive risk management framework. 
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The procedure must, at a minimum, identify, quantify, manage, and oversee liquidity risk.The 
liquidity preference theory highlights the significance of efficiently managing liquidity risk in rural 
banks to guarantee their capacity to fulfill short-term obligations and optimize their loan-to-deposit 
ratio. The importance of effectively managing liquidity risk in rural banks is highlighted due to its 
direct influence on operational performance. Hence, it is imperative to employ prudent liquidity 
management measures to enhance efficiency [17]. A fundamental ratio employed by banks to mitigate 
risk is the loan-to-deposit ratio. The loan-to-deposit ratio quantifies a bank's total loans relative to its 
total deposits, serving as a critical indicator of liquidity.  Table 1 presented the loan-to-deposit ratio of 
Philippine rural banks. As shown in Table 1, a significant proportion of rural banks in the 
Philippines, ranging from 35.90% to 43.50%, are operating at a low level. A low loan-to-deposit ratio 
may indicate that a bank is not lending out enough of its deposits, which could lead to lower profits 
[38]. On the other hand, only a few rural banks,12% to 15.20%, are on a very high level. It implies that 
a very high loan-to-deposit ratio indicates that a bank is lending out a substantial portion of its 
deposits, which could increase the risk of default.   
Table 1 
Liquidity risk – loan-to-deposit (LTD)    
 

Year VL L H VH n (%) 
5-
Year 
Ave. 

14 
(15.20%) 

35 
(38.00%) 

29 
(31.50%) 

12 
(13.00%) 

90 
(97.80%) 

2018 17 
(18.50%) 

28 
(30.40%) 

31 
(33.70%) 

14 
(15.20%) 

90 
(97.80%) 

2019 13 
(14.10%) 

39 
(42.40%) 

28 
(30.40%) 

12 
(13.00%) 

92 
(99.90%) 

2020 14 
(15.20%) 

33 
(35.90%) 

30 
(32.60%) 

13 
(14.10%) 

90 
(97.80%) 

2021 13 
(14.10%) 

40 
(43.50%) 

26 
(28.30%) 

12 
(13.00%) 

91 
(98.80%) 

2022 14 
(15.20%) 

37 
(40.20%) 

29 
(31.50%) 

11 
(12.00%) 

91 
(98.80%) 

It implies that sustaining a strong loan-to-deposit ratio is critical from the bank's perspective. An 
excessively high Loan-to-Deposit (LTD) D ratio could lead a bank to take excessive risk by lending out 
a large portion of its deposits. However, the bank’s profitability may be constrained if its LTD ratio is 
too low because it might not be utilizing all of lending opportunities available, which can limit its 
profitability. The LTD ratio is crucial for the regulators to guarantee that institutions are managed 
appropriately. Typically, regulators establish guidelines for the utmost loan-to-deposit ratio, and banks 
that exceed these guidelines may be subject to penalties otherwise adverse consequences.  A healthy 
loan-to-deposit ratio generally is between 80% to 90%. This indicates that the bank is lending out a 
substantial portion of its deposits while still having sufficient liquidity to manage risk. The loan-to-
deposit ratio may also affect borrowers.  A bank may be less inclined to sanction new loans or impose 
higher interest rates in order to mitigate the increased risk if its loan-to-deposit ratio is excessively high. 
Finally, banks can change lending and deposit-taking practices to adjust the loan-to-deposit  ratio 
metric [38] .This finding suggests that rural banks with higher liquidity risk, as reflected by a higher 
loan-to-deposit ratio, tend to experience lower profitability. This is consistent with the existing 
literature, which suggests that excessive liquidity risk can lead to higher funding costs, increased 
exposure to short-term funding shocks, and ultimately, lower financial returns. However, the analysis 
also revealed that the strength of this relationship varies depending on the level of regional economic 
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development. Specifically, the negative impact of liquidity risk on bank performance was more 
pronounced in less-developed regions, while the effect was relatively weaker in more economically 
advanced regions. The results indicate that there are statistically significant negative relationship 
between liquidity risk and bank profitability, as measured by return on equity. Table 2 presents rural 
banks’ financial performance regarding return on equity. Most rural banks had low-level ROE for 2018 
to 2022, with ROEs of 33.70% to 39.60 except for the year 2022 and the five-year average, rated as 
high at 35.90% and 32.60%, respectively. It implies that consistently low ROE suggests that rural banks 
may struggle to sustain profitability in the long term. This can affect their ability to attract investors and 
retain capital. Low ROE could indicate inefficiencies in the banks' operations. Rural banks might need 
to reassess their cost structures and streamline operations to improve efficiency. The relatively low ROE 
levels might be a result of conservative lending practices aimed at minimizing risk. While this ensures 
stability, it could limit growth opportunities.The risk-taking behavior of rural banks might be influenced 
by the anticipated income theory, which centers on individuals' expectations for future revenue streams. 
The idea of anticipated income posits that the profitability of rural banks is strongly correlated with 
their capacity to predict and handle liquidity risk accurately [34].Research focusing on the rural banking 
sector has also produced mixed results. It was found that liquidity risk, as measured by the loan-to-
deposit ratio, had a significant negative impact on the profitability of a sample of rural banks in 
Indonesia [39] [40] [41]. 
 
Table 2 
Financial performance-return on equity(ROE)    

Year VL L H VH n (%) 
5-
Year 
Ave. 

17 
(18.50%) 

27 
(29.30%) 

30 
(32.60%) 

16 
(17.40%) 

90 
(97.80%) 

2018 11 
(12.00%) 

36 
(39.60%) 

31 
(33.70%) 

13 
(14.10%) 

91 
(98.80%) 

2019 13 
(14.10%) 

33 
(35.90%) 

31 
(33.70%) 

14 
(15.20%) 

91 
(98.80%) 

2020 19 
(20.70%) 

31 
(33.70%) 

28 
(30.40%) 

13 
(14.10%) 

91 
(98.80%) 

2021 17 
(18.50%) 

32 
(34.80%) 

27 
(29.30%) 

15 
(16.30%) 

91 
(98.80%) 

2022 14 
(15.20%) 

31 
(33.70%) 

33 
(35.90%) 

13 
(14.10%) 

91 
(98.80%) 

This observation aligns with the previous studies’ findings on the role of rural banks in regional 
economic development in the Philippines wherein, rural banks appear to have a more significant impact 
on economic growth in less-developed areas, where their presence and financial intermediation services 
are crucial for supporting economic activity and enhancing financial inclusion.  
Return on equity is a measure expressed as a percentage used to evaluate a company's profitability. An 
increasing return on equity (ROE) indicates that a corporation efficiently utilizes the money invested 
by shareholders to produce greater profits. A lower return on equity (ROE) may indicate that a company 
is not effectively leveraging its shareholders' equity to produce profits [2].  
Table 3 presents the correlation coefficients (Pearson r) between liquidity risk and financial 
performance.  As shown in Table 3, Liquidity risk has no significant influence on the financial 
performance of rural banks. The liquidity risk and five-year average were 0.28, 0.11, 0.06, 0.07, 0.16, 
and 0.15 for 2018 to 2022. Except for the year 2018 liquidity risk, which is moderate, the rest of the 
years’ liquidity risk has no significant influence on the financial performance of rural banks.  It can be 
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analyzed that liquidity risk may not be a primary driver of financial outcomes for these institutions.  
This suggests that other factors, such as management practices, asset composition, and macroeconomic 
conditions, likely play a more significant role in shaping the performance of rural banks in the 
Philippines. 
Furthermore, the findings from [28] and [42] suggest that liquidity risk is not only a determinant of 
financial performance but also interacts with regulatory frameworks and market conditions. For rural 
banks, understanding these interactions is essential for developing effective risk management strategies 
that align with regulatory expectations and market dynamics.  
Table 3 
Correlation coefficients (Pearson r) between liquidity risk and financial performance (ROE)  

  LR2018 LR2019 LR2020 LR2021 LR2022 LR 
5-
year 
ave 

ROE 
(%) 
2018 

0.28 NS 
ES=M 

     

ROE 
(%) 
2019 

 0.11 NS 
ES=S 

    

ROE 
(%) 
2020 

  0.06 NS 
ES=N 

   

ROE 
(%) 
2021 

   0.07 NS 
ES=N 

  

ROE 
(%) 
2022 

    0.16 NS 
ES=S 

 

ROE 
(%) 
5YR 
AVE. 

     0.15 
NS 
ES=S 

NS – Not Significant 
ES –[Effect Size] ; (M)Moderate, (S)Small, (N)Nill (Hemphill’s Guideline, 2003) 
 
CONCLUSION 
The following conclusions were deduced from the findings of the study: A very high loan-to-deposit 
ratio indicates that a bank is lending out a substantial portion of its deposits, which could increase the 
risk of default.  On the other hand, a low loan-to-deposit ratio may indicate that a bank is not lending 
out enough of its deposits, which could lead to lower profits. Low ROE suggests that rural banks may 
struggle to sustain profitability in the long term. This can affect their ability to attract investors and 
retain capital. Low ROE could indicate inefficiencies in the banks' operations.  Liquidity risk does not 
significantly influence financial performance. This study provides empirical evidence on the influence 
of liquidity risk and the financial performance of rural banks in the Philippines. The result of the study 
suggest that higher liquidity risk, as measured by the loan-to-deposit ratio, is associated with lower 
profitability, as measured by return on equity.  
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Moreover, the findings of the study highlights the context-dependent nature of this relationship, with 
the negative impact of liquidity risk on bank performance being more pronounced in less-developed 
regions compared to more economically advanced regions. These findings underscore the importance 
of prudent liquidity risk management for rural banks, particularly in regions with lower levels of 
economic development, where their role in supporting financial inclusion and regional growth is more 
critical. The study implies that it is essential for banks to fully understand which risk factors have a 
greater influence on their financial performance and to employ more effective risk-adjusted 
performance measurement to bolster their risk management strategies. 
The results of this investigation provide valuable insights for policymakers, regulators, and rural bank 
managers in formulating and executing effective strategies to improve the financial sustainability and 
developmental impact of the rural banking sector in the Philippines. Future research should focus on 
developing tailored liquidity management frameworks that consider the unique operational contexts 
of rural banks, as well as the regulatory landscape in the Philippines. Future research may adopt a multi-
faceted approach to investigate the determinants of financial performance in Philippine rural banks 
that may include, a wider array of financial ratios beyond loan-to-deposit and return on equity, 
encompassing capital adequacy, asset quality, and efficiency metrics. Other methodologies may also be 
employed such as predictive models by simultaneously examining the influence of a comprehensive 
suite of factors.  
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