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Siphat Lim (Cambodia), Edman Flores (Cambodia), Casey Barnett (Cambodia)

THE IMPACT OF INCREASED
LIQUIDITY ON PROFITABILITY:
INSIGHTS FROM CAMBODIAN
COMMERCIAL BANKS

Abstract

This study examines the important but underexplored link between liquidity levels and
profitability in commercial banks in Cambodia, a topic of great relevance for both bank
managers and policymakers seeking to bolster financial stability. By analyzing data
spanning 12 years (2011 to 2022) from 22 banks, the study applies a variety of panel
data models, such as pooled ordinary least squares (OLS), fixed effects (FE), random
effects (RE), and the one-step generalized method of moments (GMM). The findings
reveal a statistically significant negative impact of liquidity on profitability across all
static panel data models, with coefficients of —-1.3005 (pooled OLS), -0.9786 (FE), and
-0.9966 (RE), each statistically significant at varying levels. The dynamic panel data
model (one-step GMM) further confirmed this negative relationship, showing a coef-
ficient of -0.3588. It also highlighted a robust positive effect of lagged profitability, with
a coefficient of 0.7491. Interestingly, the study found that only bank-specific factors,
such as operating expenses and net interest margin, consistently influenced profitabil-
ity across both static and dynamic panel models. On the other hand, macroeconomic
factors like inflation were shown to negatively affect profitability, underscoring the
need for sound bank management practices and well-designed regulatory policies.

Keywords liquidity, profitability, commercial banks, panel
data analysis, Cambodia, financial performance,
macroeconomic factors, banking sector

JEL Classification G21, G20, G30, M41

INTRODUCTION

Over the past two decades, Cambodia’s banking sector has undergone
significant transformations, driven by rapid economic growth and
strategic policy reforms. Commercial banks have played a crucial role
in strengthening the industry’s resilience, even in the face of global
economic uncertainties. However, one key scientific challenge remains
unresolved: understanding the complex and multifaceted relationship
between increased liquidity and the profitability of Cambodian com-
mercial banks. This issue is vital to the broader financial landscape, as
effective liquidity management is essential for maintaining stability
while achieving profitability.

While existing research extensively examines the liquidity-profitabil-
ity relationship using various empirical methodologies, such as stat-
ic panel data models (including pooled ordinary least squares (OLS),
fixed effects (FE), and random effects (RE)), and dynamic panel da-
ta models like the one-step generalized method of moments (GMM),
a direct focus on how increased liquidity influences profitability in
Cambodian banks is notably absent. Previous studies have explored
topics ranging from non-performing loans and corporate governance
to cost efficiency and intellectual capital management; however, this
research gap leaves an important question unanswered. This study
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aims to fill that gap by investigating the effects of increased liquidity on bank profitability and iden-
tifying the most effective methodologies to analyze this intricate relationship. In doing so, it seeks to
contribute significantly to academic discourse while offering actionable insights for refining financial
strategies and regulatory frameworks.

The study specifically investigates whether there is a statistically significant relationship between the
liquidity levels of Cambodian commercial banks and their profitability. It also examines the impact of
operating expenses on profitability, providing practical insights into cost management strategies within
the sector. Additionally, the research analyzes the role of net interest margin (NIM) in shaping financial
outcomes, emphasizing the importance of core banking activities. Furthermore, it considers the influ-
ence of macroeconomic variables, such as the money supply and inflation rates, on the profitability of
Cambodian commercial banks. By addressing these hypotheses, the study aims to deepen the under-
standing of key factors that influence bank profitability and to provide guidance for effective liquidity
management in Cambodia’s banking sector.

To address the evolving dynamics of the banking industry, this study employs a combination of static
panel data models (pooled OLS, FE, and RE) and the one-step GMM dynamic panel data model. By
integrating both static and dynamic panel data models, the research ensures adherence to the rigorous
methodologies often used in international studies. This comprehensive approach accounts for time-

sensitive factors and bank-specific characteristics, delivering a more robust and insightful analysis.

1. LITERATURE REVIEW
AND HYPOTHESES

Banks play a vital role in economic development
by providing the financial resources needed for
the growth of businesses, governmental bod-
ies, and individuals. Their ability to redistribute
capital is fundamental to the effective function-
ing of market economies. By attracting deposits
and offering loans, banks create conditions that
stimulate investment and foster economic growth
(Vrotslavskyy & Dropa, 2024). Additionally, their
role as intermediaries between surplus and defi-
cit units ensures financial stability and promotes
economic advancement (Gozkonan et al., 2024).
Globally, the impact of the banking system is sig-
nificant, but it is particularly pronounced in devel-
oping economies such as Cambodia, where finan-
cial markets are less developed, and banks play a
crucial role in financing trade and driving growth
(Vrotslavskyy & Dropa, 2024).

To achieve sustainable growth and stability, banks
must carefully balance profitability and liquidity.
Profitability is critical for long-term growth, while
sufficient liquidity is essential for meeting obliga-
tions and preventing insolvency. However, man-
aging the trade-off between lending profits and li-
quidity risks presents a complex challenge (Bianchi
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& Bigio, 2022). Empirical studies have highlighted
the substantial impact of liquidity management
on bank profitability, demonstrating that different
liquidity ratios influence metrics such as return on
assets (ROA) and return on equity (ROE) (Ajayi &
Lawal, 2021; Thinh et al., 2022). This relationship
is particularly important in emerging economies,
where banks face unique challenges related to
growth dynamics and constrained financial mar-
kets. Policymakers and bankers must examine
these relationships closely to enhance the stabil-
ity of the banking sector, improve efficiency, and
drive broader economic development (Abbas et al.,
2023; El-Chaarani et al., 2023).

In commercial banking, liquidity refers to a
bank’s ability to swiftly convert its assets into
cash at minimal cost, ensuring the fulfillment of
short-term obligations. High liquidity implies that
assets can be efficiently converted into cash with
minimal loss of value, which is vital for opera-
tional stability (Sapand et al., 2022). Profitability,
on the other hand, represents a bank’s capacity
to generate income from its assets, indicating its
potential for sustainable growth and long-term fi-
nancial performance (Sapand et al., 2022).

The relationship between liquidity and profit-
ability is complex and requires careful balancing.
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While liquidity is crucial for meeting immediate
obligations, excessive liquidity may reduce prof-
itability due to the opportunity cost of holding
non-income-generating assets. Conversely, an
overemphasis on profitability can lead to liquid-
ity shortages, jeopardizing the bank’s financial
health (Qaysi & BenMabrouk, 2024; Rodriguez
et al., 2024). Maintaining this balance is essen-
tial for ensuring both financial performance and
stability (Qaysi & BenMabrouk, 2024). Empirical
studies provide mixed findings: some indicate
a weak yet positive correlation between liquidity
and profitability (Sapand et al., 2022; Thinh et al.,
2022), while others highlight the influence of ex-
ternal factors, such as economic crises, which can
significantly affect this relationship (Thinh et al,,
2022). Additionally, the impact of liquidity on prof-
itability varies depending on the type of bank and
economic environment, with some institutions
requiring higher levels of liquid assets to maxi-
mize profitability under specific circumstances
(Mohammad & Khan, 2024).

Despite the extensive research conducted, nota-
ble gaps remain, particularly in longitudinal and
cross-country analyses, which limit the under-
standing of liquidity and profitability dynamics
across diverse economic contexts (Rodriguez et
al., 2024). In Cambodia, where financial markets
are underdeveloped, there is a scarcity of research
exploring how local economic conditions and reg-
ulatory frameworks influence the liquidity-profit-
ability relationship. Addressing these gaps could
provide valuable insights into sector-specific dy-
namics and aid in developing more effective finan-
cial management practices, especially in emerging
economies like Cambodia (Qaysi & BenMabrouk,
2024; Rodriguez et al., 2024).

Operating expenses of banks refer to the costs
incurred in daily operations, including salaries,
rent, utilities, depreciation, and administrative
expenses. These expenses are a critical indicator
of a bank’s operational efficiency (Riwayati et al.,
2023), which is fundamental to enhancing profit-
ability. Studies have demonstrated that reducing
operating expenses relative to income improves
profit margins. For example, research on Nepalese
commercial banks found that higher operating ex-
penses negatively affect ROA and ROE, highlight-
ing the importance of effective cost management
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for profitability (Khatiwada et al., 2024). Similarly,
a study on Indonesian state-owned banks revealed
a significant negative relationship between oper-
ating expenses and profitability, emphasizing the
need to control costs to enhance financial perfor-
mance (Riwayati et al., 2023). Additionally, find-
ings from Nigerian banks indicated that operating
expenses significantly influence net profit, further
strengthening the link between cost management
and profitability (Onaolapo & Olanrewaju, 2024).

NIM is a critical financial metric in banking, cap-
turing the difference between interest income
from loans and interest paid to lenders, relative
to a bank’s interest-earning assets. As an indica-
tor of the profitability of core banking activities
like lending and borrowing, NIM reflects a bank’s
ability to manage interest rate risks and optimize
interest income, a key component of overall prof-
itability (Cruz-Garcia et al.,, 2020; De Silva et al,,
2020). A strong NIM is foundational for sustain-
able financial performance, enabling banks to
navigate competitive and dynamic environments
effectively.

Empirical studies confirm a positive link between
NIM and profitability. Research on Indonesian
and Sri Lankan banks underscores NIM’s role in
enhancing financial performance and maximiz-
ing profits (De Silva et al., 2020; Putra et al., 2020).
Similarly, studies reveal that NIM mediates the
impact of loan-to-deposit ratios on profitability,
while prudent financial strategies help maintain
profitability even under compressed NIM caused
by low policy interest rates (Campmas, 2020;
Rahagi et al., 2023). Liquidity and credit risk man-
agement, operational efficiency, and factors like
non-performing loans and capital adequacy fur-
ther shape NIM’s impact on profitability. Larger
banks, however, may face diminishing returns
due to rising administrative costs, emphasizing
the complexity of managing NIM across different
contexts (Rathnayake et al., 2022).

The profitability of banks is intricately connected
to macroeconomic factors such as money supply
and inflation rate, which influence liquidity, lend-
ing capacity, interest rates, operating costs, and
asset values. An increase in money supply typi-
cally boosts liquidity, enabling banks to issue more
loans and thereby potentially enhancing profitabil-
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ity. Conversely, a reduction in money supply can
limit lending opportunities and negatively affect
profits (Rathnasiri, 2024). While macroeconom-
ic stability, including a steady money supply, has
been found to positively impact bank profitability,
some studies indicate that internal factors such as
liquidity and credit ratios may play a more signifi-
cant role in certain contexts (Ayub et al., 2024).

Inflation also plays a critical role in shaping bank
profitability through its effects on interest rates,
operating costs, and asset values. Higher inflation
can drive up interest rates, increasing banks’ in-
terest income and boosting profitability; however,
it can simultaneously elevate operating costs and
diminish asset values, potentially offsetting these
gains (De Leon, 2020; Rathnasiri, 2024). Regional
studies reveal varying outcomes: inflation posi-
tively affects ROE in the ASEAN region and ROA
in South Asian countries, suggesting that certain
banks may benefit from inflationary pressures
(De Leon, 2020; Yuan et al., 2022). However, in
Pakistan, inflation negatively impacts profitability,
demonstrating the context-dependent nature of
this relationship (Sultan et al., 2020). While infla-
tion has minimal influence on bank profitability
in the UK, it significantly affects financial perfor-
mance in the U.S., highlighting how macroeco-
nomic factors vary across different regions (Islam,
2023; Chukwuogor et al., 2021).

Static panel data models, such as pooled OLS, FE,
and RE, are commonly used in banking research
to examine factors influencing bank performance
and profitability. Pooled OLS is often employed
as an initial tool for cross-sectional analysis, as
demonstrated in studies investigating the im-
pact of digitization on bank profitability in India
(Lolemo & Pandya, 2023) and the profitability of
Shariah-based banks in Bangladesh (Gazi et al,
2024) and Kenya (Oseko et al., 2024). FE models
are particularly effective at capturing individual-
specific characteristics over time, as highlighted
by studies of U.S. regional banks (Umeorah et
al,, 2024) and city commercial banks in China
(Jigeer & Koroleva, 2023). RE models, on the oth-
er hand, are suitable when variations across enti-
ties are assumed to be random and uncorrelated
with explanatory variables, as shown in research
on Islamic rural banks in Indonesia (Sudarsono et
al., 2024).

http://dx.doi.org/10.21511/bbs.20(2).2025.04

Banks and Bank Systems, Volume 20, Issue 2, 2025

Dynamic panel data models are essential for ana-
lyzing data that vary across time and entities, ef-
fectively capturing changing dynamics and inter-
dependencies between variables while addressing
unobserved heterogeneity and endogeneity issues.
These models are widely utilized in economics to
estimate causal effects in the presence of time-
varying and individual-specific factors, offering
flexibility for different data types and dependency
structures (Helske & Tikka, 2024). Among these
methodologies, the GMM is particularly notable
for its ability to handle endogeneity and provide
consistent results where traditional methods may
fail (Carrasco & Nayihouba, 2024). GMM has been
extensively applied in financial studies, including
research on the Pakistani banking sector, which
revealed that while capital adequacy positively in-
fluences profitability, liquidity risks can lower re-
turns due to increased default risks (Rahman et al.,
2020).

Existing research on Cambodian banks has ad-
dressed various topics, including the impact of
non-performing loans (Maaji et al.,, 2023), the
role of corporate governance (Madji et al., 2021),
the connection between board capital and bank
efficiency (Kontesa & Kyee, 2018), cost efficien-
cy (Aiba & Hidenobu, 2021), and the signifi-
cance of intellectual capital management (Lim et
al., 2024). Despite these contributions, a notable
gap persists in the literature: the direct relation-
ship between increased liquidity and the profit-
ability of Cambodian commercial banks remains
unexplored.

This study aims to bridge that gap by investigat-
ing how increased liquidity influences bank profit-
ability. Acknowledging the dynamic and evolving
nature of the banking industry, the research uti-
lizes both static and dynamic panel data models
to provide a thorough and comprehensive analysis
of the empirical results. Specifically, the study will
test the following hypotheses:

HI: ‘There is a statistically significant relation-
ship between the liquidity of commercial
banks and their profitability in Cambodia.

H2: The profitability of Cambodian commercial

banks is significantly affected by their oper-
ating expenses.
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H3: There is a statistically significant relation-
ship between the NIM of commercial banks
and their profitability in Cambodia.

H4: The profit of Cambodian commercial banks

is significantly influenced by the money
supply.
H5:  'The inflation rate has a statistically signifi-
cant impact on the profits of Cambodian
commercial banks.

2. METHODOLOGY

This study utilizes a comprehensive dataset from
the National Bank of Cambodia covering the fi-
nancial years 2011 to 2022. The dataset includes
variables such as net profit, liquid assets, operat-
ing expenses, and NIM and encompasses 22 com-
mercial banks, resulting in a total of 264 observa-
tions. Banks with incomplete datasets or those af-
fected by mergers and acquisitions were excluded.
To analyze the impact of macroeconomic condi-
tions on bank profitability, additional indicators,
such as broad money supply and inflation rates,
were sourced from the Asian Development Bank
database.

Net profit was selected as the primary measure of
profitability due to its direct representation of fi-
nancial performance, providing clarity by avoid-
ing the complexities of metrics like ROA and ROE.
This metric emphasizes operational efficiency by
demonstrating how effectively banks manage rev-
enues and expenses, making it a crucial indicator
for stakeholders.

The study employs a pooled OLS regression model
as described in Equation (1):

PROFIT, = a, +a,LIQ, + a,0PE,

)
+a,NIM , + a,M 2, + a,INF,, +¢,,

where PROFIT, represents net profit for bank i at
time f, and LIQ,, OPE , NIM, , M2, and INF, are
the independent variables, which encompass li-
quidity, operating expenses, and NIM, along with
macroeconomic control variables. The coefficients
a, (where j =0, 1, ..., 5) need to be estimated. The
residual term is indicated as .
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A critical feature of panel data is its ability to ad-
dress omitted variable bias. The model integrates
a composite error term, Vi which represents un-
observed factors correlated with the independent
variables, assumed to behave as a white noise
process.

To further mitigate the risk of endogeneity, the FE

model is applied as shown in Equation (2):
PROFIT, = a,+a,LIQ, +a,0OPE, ?
+a,NIM , + a,M 2, +a,INF, +v,.

In this formulation, if p, (part of the error term) is
correlated with the independent variables, tradition-
al OLS estimation may produce biased results due to
endogeneity (Baltagi, 2020; Wooldridge, 2020).

The error term is described in Equation (3):

V,= U +E,. 3

it

In this representation, M, accounts for time-invari-
ant characteristics unique to each bank, while g,
captures the idiosyncratic residuals.

The RE model is alternatively specified in Equation

(4), enabling us to efficiently tackle the structure of
the error term:

PROFIT, — APROFIT; = a,(1- )

+a,(LIQ, - ALIQ, )+ a,(OPE, - 1OPE,)

— — @
+a,(NIM,, = ANIM )+ a, (M2, - AM2:)
+ag(INF, = AINF: ) +(v, - i7,),
where:

v, :(l—ﬂt),ul.+(5it—/{5i) 5)

And the independent and identically distributed
(i.i.d) variable is defined as:

A=l-| —=—=
(0'52+T0'fl)

©6)

A A value of 1 indicates only the FE estimator is
utilized, while a value of 0 indicates solely the
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OLS estimator is used. The relative importance of
the unobserved effect’s variance determines the
model’s alignment with FE or OLS (Baltagi, 2020;
Wooldridge, 2020).

In addition to static panel data models, a one-step

GMM dynamic panel data model is implemented,

as illustrated in Equation (7):
PROFIT, = a, +a,PROFIT,_,

+a,L1Q, + a,0OPE, + a,NIM
+a M2, +aJINF, +u,,

(7)

wherei=1,..,Nandt=1, .., T;a,a,a,a,a,
a,, a  are the parameters to be estimated. u, = y, +
g,and ¢, ~ N(0, 0.%). u, represent panel-level effects
that might be correlated with the covariates, while
¢, are the i.i.d variables. across the entire sample
with a variance of 6. 4, and ¢, are assumed to be
independent for each i over all ¢.

This GMM approach addresses the correlation
between lagged dependent variables and the un-
observed effects s which would otherwise lead
to biased estimates. First-differencing estimators
are applied to eliminate these effects, and moment
conditions are constructed with relevant instru-
ments. The one-step GMM method, as advocated
by Arellano and Bond (1991) and Holtz-Eakin et
al. (1988), is utilized for the analysis of dynamic
panel data.

3. RESULTS

The calculation of summary statistics, as detailed
in Table 1, was undertaken to provide a compre-
hensive overview of the characteristics and vari-
ability within the Cambodian commercial bank-
ing sector during the study period. Subsequently,
a correlation analysis was conducted to prelimi-

Table 1. Summary statistics

Banks and Bank Systems, Volume 20, Issue 2, 2025

narily examine the relationships among the vari-
ables involved in the study. Through this analysis,
the strength and direction of associations between
the dependent variable (profitability) and the in-
dependent variables (liquidity, operating expens-
es, NIM, broad money supply, and inflation rate)
were quantified.

Cambodian commercial banks show significant
disparities in financial performance, with profit-
ability (PROFIT) ranging from -98.358 to 879.990
and a high standard deviation of 137.299. While
some banks achieve remarkable profits, oth-
ers face severe losses. Liquidity (LIQ) averages
at 40.869, with moderate variability, reflecting
differing asset-liability management strategies.
Operating expenses (OPE) exhibit an average of
2.060, suggesting effective cost management over-
all, though variability highlights differences in ef-
ficiency. NIM averages at 1.168, with some banks
managing profitability even under negative mar-
gins - a finding that merits further investigation.

Macroeconomic factors such as money supply
(M2) and inflation rate (INF) also influence bank
performance. The average M2 stands at 20.199,
with moderate fluctuations, while INF averages at
3.212, reflecting inflationary pressures that could
affect the cost of funds and pricing strategies.
Correlation analysis, as shown in Table 2, reveals
weak relationships among variables, such as an
insignificant negative correlation between profit-
ability and liquidity. While profitability has weak
negative correlations with OPE and M2, it shows
a weak positive correlation with NIM, emphasiz-
ing NIM’s role in core banking activities. These
findings illustrate the complex interplay of factors
affecting bank performance and profitability in
Cambodia.

Interestingly, a moderate negative correlation is
observed between M2 and INF, indicating that an

Variable Observation Mean Standard Deviation Minimum Maximum
PROAIT 264 b 76528 137.299 798358 879990
Ha 264 40869 13.613 13.943 L8l
OPE 264 b 2060 1.116 0343 Lo
B s S 1168 . 1129 -2.967 I
2 - SN S 20199 9194 3938 L3940

INF : 264 3.212 1.182 1.211 5.477

http://dx.doi.org/10.21511/bbs.20(2).2025.04
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Table 2. Correlation matrix

Variable PROFIT LiQ : OPE NIM M2 INF
LQ : -0.0957 : - - -
OPE 700379 1 - - -
M2 : -0.0832 -0.0478 -0.111 1 -
ey s oo oo T

increase in money supply in Cambodia may be as-
sociated with a slight reduction in inflation. This
phenomenon is explained by the principle that
higher money supply can enhance liquidity with-
in the financial system, thereby exerting down-
ward pressure on inflation. However, the strength
of this correlation is not considered robust, sug-
gesting that additional variables may influence the
relationship between money supply and inflation.

The model selection process was initiated with the
estimation of the FE model, followed by the appli-
cation of the modified Wald test to assess group-

OLS and FE models. The null hypothesis of the
Chow test, which posits that the pooled OLS mod-
el is more suitable than the FE model (Chow, 1960),
was rejected based on the chi-square test results
provided in Table 3, with a probability value near
zero, thus reinforcing the superiority of the FE
model.

The analysis conducted across all static panel
data models reveals that bank liquidity is found
to have a statistically significant negative impact
on profitability. As presented in Table 4, the es-
timated coefficients for liquidity are recorded as

wise heteroskedasticity. A Chi-square value of -1.3005 (pooled OLS), -0.9786 (FE), and -0.9966

20737.84 with a p-value of 0.0000 was obtained,
confirming the presence of heteroskedasticity.
Consequently, the FE model was re-estimated us-
ing robust standard errors.

Subsequently, the RE model was estimated, and
the Hausman test (Hausman, 1978) was performed
to compare the FE and RE models. The results of
the Hausman test indicated a chi-square probabil-
ity above the 5% significance level, suggesting that
the RE model was preferred over the FE model.

To further validate the model selection, the
Breusch and Pagan Lagrangian multiplier test for
RE, developed by Breusch and Pagan (1980) and
refined by Baltagi and Li (1990), was utilized. This
test, as shown in Table 3, confirmed the signifi-
cance of the RE model, indicating that it was fa-
vored over the pooled OLS model.

To enhance the robustness of the findings, the
Chow test was employed to compare the pooled

Table 3. Model selection tests

(RE), each significant at the 5%, 10%, and 5% lev-
els, respectively.

In the pooled OLS model, OPE and NIM are iden-
tified as significant determinants of profitability,
though only at the 10% significance level. These
findings are aligned with economic theory, which
suggests that higher OPE reduces profitability,
whereas higher NIM enhances it. Among the mac-
roeconomic variables, weak significance is exhib-
ited solely by M2. The F-statistic (F(5, 258) = 2.40)
confirms the overall explanatory power of the
model, although the pooled OLS model is found
to be less effective at explaining variations in prof-
itability specific to individual banks.

The FE model is observed to capture a stronger im-
pact of bank-specific factors on profitability, with
both OPE and NIM showing significant influences
at the 1% level, consistent with theoretical expec-
tations. Furthermore, significant negative effects
on profitability are shown by both M2 and INF, at

Breusch and Pagan Lagrangian multiplier test
(OLS vs RE)

Chibar2(01) = 640.32 Prob > chibar2 = 0.0000

Chow test (OLS vs FE)

o Prob>chi2 =00000

Hausman test (RE vs FE)

Chi2(5)=0.11 Prob > chi2 = 0.9998
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the 5% significance level. The F-statistic (F(5, 237)
= 5.56) validates the model’s robustness. These
findings, supported by the results of the Chow test,
suggest that the FE model provides more detailed
insights into bank profitability by accounting for
individual heterogeneity among banks.

The RE model also yields valuable insights, with
coefficients for OPE and NIM reported as -19.932
and 19.7094, respectively, both determined to be
significant at the 1% level. In addition, signifi-
cant negative impacts from both M2 and INF on
profitability are identified. The joint significance
of the explanatory variables is confirmed by the
Wald chi-square statistic (Wald chi2(5) = 28.37).
Furthermore, the robustness of the RE model is af-
firmed through the Hausman test and the Breusch
and Pagan Lagrangian multiplier test, positioning
it as a reliable option within the static panel data
framework.

Prior to the interpretation of results from the dy-
namic panel data model, the Arellano-Bond test
was applied to verify the absence of serial correla-
tion in the error terms, as shown in Table 5. The
absence of second-order autocorrelation (z-statis-
tic of —-1.4094, p-value of 0.1587) was confirmed,
thereby validating the dynamic structure of the
model.

Banks and Bank Systems, Volume 20, Issue 2, 2025

Table 5. Arellano—Bond test for zero
autocorrelation in first-differenced errors

Order z Prob >z
1 —2.0586 0.0395
2 -1.4094 0.1587

The findings from the one-step GMM dynamic
panel data model, illustrated in Table 4, reveal
that the lagged dependent variable is found to
have a highly significant positive effect on profit-
ability (coeflicient = 0.7491, significant at the 1%
level), indicating a high degree of persistence in
bank profitability over time. Consistent with the
static panel data models, liquidity is shown to ex-
ert a negative impact on profitability (coeflicient =
-0.3588, significant at the 5% level). However, nei-
ther OPE nor NIM retain statistical significance
within the dynamic panel data model, suggesting
potential endogeneity concerns.

Within the dynamic panel data model, no signif-
icant impact of M2 on profitability is observed.
However, the negative influence of INF is shown to
remain strongly significant (coeflicient = -7.6554,
t-test value = -2.92). Additionally, the joint signifi-
cance of the model’s explanatory variables is con-
firmed by the Wald chi-squared statistic (620.43),
with a p-value below the 1% threshold.

Table 4. Empirical results of static and dynamic panel data models

Variable GMM Pooled OLS FE RE
; 0.7491%** ; - ; - ; -
PROFIT(-1) ==
(7.10) - - -
o ... -osssr ~1.3005** -09786* ~0.9966**
Ha (-1.97) (-2.58) (~1.96) )
o o 1958 -17.281° -20.112%+* . -
‘‘‘‘‘‘ ..50.37) (-1.90) (=3.24) i =3.28)
NIM e 1901 21.7570* 19.6422%** L e7eear
(-0.22) (1.78) (3.41) (3.47)
- o 01043 ~14534° -15233+* o lstesree
"""" (—O.%Z) (-1.95) (-2.59)
A | —7.6554%*x -9.7645 —9.5565**
IS 7292) (-1.31) (-2.10) e Z2A)
72.5375%** 200.598*** 196.487*** 196.733***
Constant 444444 e
O LAm273) (4.44) (572) B84
B Wald chi2(6) = £20.43 F(5,258)=2.40 F(5,237)=5.56 _..Waldchi2(5)=2837
- Prob > chi2 =0.0000 Prob > F=0.0380 Prob > F=0.0001 Prob > chi2 =0.0000
Observahons I~ 264 o - ..brob 264 .0000 .
R-squared : — 0.0460 0.1050 0.1050

Note: The asterisks ***, ** and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively. t-statistics are

in parentheses.
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The results from the dynamic panel data model
serve to reinforce findings derived from the stat-
ic panel data models while effectively addressing
concerns of endogeneity. This leads to a compre-
hensive analysis of the liquidity-profitability rela-
tionship within banks. The consistency of findings
across both static and dynamic panel data models
is considered to significantly enhance the robust-
ness and reliability of the study.

HI is supported by the study’s findings, revealing
a statistically significant negative relationship be-
tween the liquidity of commercial banks and their
profitability. Static panel data models revealed co-
efficients of -1.3005 (pooled OLS), -0.9786 (FE),
and -0.9966 (RE), all significant at various levels.
The dynamic panel data model confirmed this re-
lationship with a coefficient of -0.3588, significant
at the 5% level.

H?2 highlights the adverse effect of operating ex-
penses on the profitability of Cambodian commer-
cial banks. Substantial negative coeflicients were ob-
served in the FE and RE models (-20.112 and -19.932,
respectively), both determined to be significant at the
1% level. However, significance is not demonstrated
in the dynamic panel data model, indicating poten-
tial endogeneity concerns and necessitating caution
in the generalization of these results.

The relationship between NIM and profitability, ex-
plored in H3, was found to have significant posi-
tive effects in the FE and RE models (19.6422 and
19.7094, respectively, both significant at the 1% lev-
el). No significant relationship is reported in the dy-
namic panel data model, warranting further scru-
tiny of these findings.

Mixed results were obtained for H4, which exam-
ines the relationship between money supply and
profitability. Weak significance was identified in
the pooled OLS model, while the RE model report-
ed negative coeflicients significant at the 5% level.
However, no significance was observed in the dy-
namic panel data model. Consequently, evidence
for H4 is deemed inconclusive, leading to a cautious
rejection of the hypothesis due to inconsistencies.

H5 is accepted, demonstrating a statistically sig-

nificant negative effect of the inflation rate on the
profits of Cambodian commercial banks. Static
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panel data models (FE and RE) reported nega-
tive impacts significant at the 5% level, while the
dynamic panel data model revealed a stronger
negative coefficient of -7.6554, significant at less
than the 1% level. These results underline the sub-
stantial negative influence of inflation on bank
profitability.

4. DISCUSSION

The study consistently identifies a negative rela-
tionship between liquidity and profitability across
all panel data models - pooled OLS, FE, RE, and
dynamic one-step GMM. This stands in con-
trast to some prior studies, which report a posi-
tive or less pronounced relationship (Sapand et al.,
2022; Thinh et al., 2022). In Cambodia’s develop-
ing economy, this negative relationship may stem
from the opportunity cost associated with holding
substantial liquid assets, potentially at the expense
of investing in higher-yielding opportunities. To
address this, policymakers could develop incen-
tive structures that enable banks to allocate excess
liquidity more effectively toward productive in-
vestments, such as extending credit to small and
medium enterprises or funding priority sectors of
the economy.

Further research should examine the composition
of these liquid assets and the nature of the forgone
returns from alternative investments. The confir-
mation of HI highlights the critical balance that
policymakers and bank management must strike
between ensuring financial stability and maxi-
mizing profitability. Policy measures such as dif-
ferentiated liquidity requirements based on the
risk profile of banks could provide greater flexi-
bility while maintaining stability. The finding of a
smaller negative coeflicient in the dynamic panel
data model suggests that the adverse short-term
effects of liquidity may diminish over time. This
provides an opportunity for regulators to explore
policies that gradually guide banks toward opti-
mal liquidity levels without abrupt interventions
that disrupt operations.

The static panel data models (FE and RE) show a
strong negative relationship between operating ex-
penses and profitability, along with a robust posi-
tive relationship between NIM and profitability,
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consistent with theoretical expectations (Riwayati
et al., 2023; Cruz-Garcia et al., 2020). However,
the lack of significance in the dynamic panel data
model points to potential endogeneity issues. This
discrepancy underscores the importance of le-
veraging dynamic panel data models to address
unobserved heterogeneity and simultaneity bias.
Policymakers could consider incentivizing invest-
ments in technology and managerial training to
improve operational efficiency, potentially reduc-
ing operating expenses and enhancing profitabil-
ity. Additionally, promoting greater competition
in the banking sector could drive innovation and
managerial improvements, reducing endogeneity
over time.

The mixed findings regarding the relation-
ship between money supply and profitability
(H4) suggest a complex dynamic influenced by
Cambodia’s financial system and level of develop-
ment. Policymakers should explore how changes
in broad money supply impact bank performance

Banks and Bank Systems, Volume 20, Issue 2, 2025

through channels such as credit expansion or
shifts in depositor behavior. Establishing clear
guidelines for monetary policy interventions, cou-
pled with targeted support for liquidity manage-
ment, could help stabilize the banking sector’s re-
sponse to fluctuations in money supply.

Inflation consistently exhibits a negative impact
on profitability (H5) across all panel data models,
likely due to its effect on operating costs and as-
set values (De Leon, 2020; Rathnasiri, 2024). The
stronger negative coefficient in the dynamic panel
data model emphasizes the critical role of inflation
control in maintaining bank profitability. This
finding advocates for macroeconomic policies that
prioritize inflation stability, such as maintaining
disciplined fiscal policies and enhancing the ca-
pacity of the central bank to manage inflationary
pressures effectively. Coordinated efforts between
regulators and banks to develop inflation-hedging
strategies could further safeguard profitability in
the sector.

CONCLUSION

This study analyzed how increased liquidity influences the profitability of Cambodian commercial
banks, while accounting for factors such as operating expenses, NIM, broad money supply, and infla-
tion. The results reveal a complex relationship between liquidity and profitability, with a consistent neg-
ative correlation observed across both static (pooled OLS, FE, and RE) and dynamic (one-step GMM)
panel data models. These findings suggest that while maintaining adequate liquidity is essential for fi-
nancial stability, excessive liquidity may impede profitability in the Cambodian banking sector - likely
due to missed opportunities for higher-yielding investments.

The static panel data models showed a clear negative impact of operating expenses and a positive impact
of NIM on profitability. However, these relationships did not hold significance in the dynamic panel
data model, pointing to potential endogeneity issues that require further investigation. The impact of
money supply on profitability remains inconclusive, with inconsistent results across panel data models.
Conversely, the study consistently found a significant negative relationship between inflation and bank
profitability, underscoring the adverse effects inflationary pressures can have on the financial perfor-
mance of Cambodian banks.

This study contributes to a deeper understanding of the determinants of bank profitability in a develop-
ing economy like Cambodia, filling a gap in existing literature. The findings on the liquidity-profitabil-
ity trade-oft highlight an important challenge for policymakers and bank management: balancing the
need for sufficient liquidity with profit-maximizing strategies. Future research could explore the specific
dynamics driving this negative relationship, such as the composition of liquid assets and the nature of
alternative investment opportunities. Additionally, examining how bank-specific characteristics and
comparing similar trends across other developing economies could offer valuable insights into the com-
plexities shaping bank profitability in Cambodia and beyond.
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