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ABSTRACT 

This study investigated the impact of liquidity management on banks’ 

profitability, covering a period of fifteen years, from 1990 – 2004.  Three 

explanatory variables were selected as proxies for liquidity management 

(short term fund, loanable funds and cash) in order to assess their impact on 

banks’ profitability.  The result of the linear multiple regression analysis 

confirms the existence of a significant relationship between liquidity 

management and banks’ profitability, but showed that none of the 

explanatory variables contributes significantly to banks’ profitability.  

Another finding is that loanable funds bear an inverse relationship with 

banks’ profitability – a result that should worry policy makers.  On the 

basis of the findings of the study, we recommend, that the Central Bank of 

Nigeria (CBN) should step up its surveillance on banks to ensure that they 

adhere strictly to the provisions of the prudential guidelines, commercial  

banks in Nigeria need to encourage raising of more deposits. This, beside 

its statutory effect on banks profitability, is equally a pointer to depositors 

confidence in banks and also commercial banks need to take a closer look 

at their liquidity management, this will go a long way to improving the 

general bank performance. 

 

KEYWORDS: liquidity management, profitability, loanable funds; cash; 

short team funds. 
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CHAPTER ONE 

INTRODUCTION 

1.1 BACKGROUND OF STUDY 

The financial system plays a significant role in the growth 

and development of modern economy.  Indeed, banks are frontline 

players in the financial system.  According to the Central Bank of 

Nigeria (1993) in Nzotta (2004), the financial system refers to the 

set of rules and regulations and the aggregation of financial 

arrangements, institutions, agents, that interact with each other 

and the rest of the world to foster economic growth and 

development of a nation.  The financial system is a prime mover 

of economic development.  It achieves this through the 

intermediation process, which entails providing a medium of 

exchange necessary for specialisation and the mobilisation of 

savings from surplus to deficit economic units.  Mainoma (2001) 

noted that banks are charged with the responsibility of creating 

more and more money for utilisation within the economy. 

Some banks have managed to declare reasonable profits, 

others are either struggling to stay in business or have gone into 
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oblivion. Those that survived must be doing better management of 

their resources.  Nzotta (2004) also said that “it is an accepted fact 

that without resources, no business enterprise or government can 

perform its roles efficiently. Thus, financial resources affect 

business growth, stagnation or even decline”. Therefore, the 

resources of banks should be managed effectively and efficiently 

to enable them achieve their corporate objectives.  Consequently, 

it is important for banks to maintain working capital investment 

levels that would enable them maximise profits.  

In addition, Egai and Ajie (2004) said liquidity plays a 

significant role in business organisations. It has tremendous effect 

on the survival of banks.  Realising its importance, banks devote a 

considerable amount of managerial resources to the day-to-day 

business decision-making process. Akinsulire (2005) defined 

working capital as “those items that are required for the day-to-

day production of goods to be sold by a company”.  It represents 

the amount that is invested in assets that are expected to be 

realised within the year’s trading.  It is not a permanent 
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investment but as the name implies, it is continually in use, being 

turned over many times in a year. 

Furthermore, Nwezeaku (2006) defined working capital as 

“the totality of a firm’s investment in short-term assets, namely 

cash, marketable securities, inventory and accounts receivable 

(Gross Working Capital)”.  Also, Bhalla (2005) viewed working 

capital as the firm’s holdings of current or short-term assets such 

as cash, receivables, inventory, and marketable securities.  On 

their part, Egai and Ajie (2004) noted that working capital refers 

to short-term (current) assets and short-term (current) liabilities, 

which by characteristics are operated within a limited period of 

maturity of not more than one year. 

It is of interest to observe that working capital management 

in the words of Bhalla (2005), “is the process of planning and 

controlling the level and mix of the current assets of the firm as 

well as financing these assets”.  Specifically, working capital 

management requires financial managers to decide what quantities 

of cash, other liquid assets, accounts receivable, and inventories 

the firm will hold at any point in time.  Nwezeaku (2006) also 
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said working capital management is “the setting out of policies 

regarding working capital and carrying out of those policies in the 

day-to-day operations of the firm”. 

Akujuobi (2006), on his part, said short-term financial 

management involves the management of current assets and 

current liabilities, which usually last about one year.   This is the 

same thing as working capital management.  He also opined that a 

financial manager should among other issues, inquire about what 

is reasonable level of cash to keep either in bank or at hand for 

payment of expenses; how much to borrow in the short-term and 

the quantity of credit to extend to customers.  

Therefore, this research attempts to look at an aspect of the 

management of resources, that is, liquidity management and see 

how it affects the profitability of commercial banks in Nigeria.  

 

1.2 STATEMENT OF THE PROBLEM 

There is agreement among scholars that whatever may be 

the motive of business, profit-making enhances it.  According to 

Dean (1960) in Dwivedi (2002), “profit is regarded as income 

accruing to the equity holders in the same sense as wages accrue 
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to the labour, rent accrues to the owners of rental assets; and 

interest accrues to the money lenders”.  Profit-making depends on 

a number of factors including management of corporate 

investment in assets.  Assets can be generally grouped into two 

(2) – Fixed and Current Assets.  An important part of a bank’s 

current assets is deposit.  The safety and liquidity of the deposits 

depend on proper liquidity management. The successful 

management of liquidity depends on detailed budget, which must 

be as accurate as possible. Furthermore, profitability is measured 

by the rate of return on total assets.  The risk that the firm will 

encounter financial difficulties is related to the firm’s net liquidity 

position. 

It then follows that a careful management of liquidity levels 

by commercial banks will improve their level of profit.  This calls 

for the application of appropriate liquidity management 

techniques to determine the optimal balance of banks. 

 

The determination of the relationship between liquidity 

management and the profitability of firms are the subject of many 

articles over the years (example Deloof 2003; Tervel-Garcia and 
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Solano 2007, and Lazaridis and Tryefonidis 2006); with scanty 

attention paid to the banking industry. Additional liquidity 

management insight in the banking industry can add to this body 

of research.  

 

Mainoma (2001) observed that there is a strong positive 

relationship between short term fund and profitability. The 

relationship between profit and loanable fund is also positive for a 

specific bank (Union Bank Plc, 1990 – 1999). But the study is 

limited to one bank for a period of ten years. This research will 

attempt to fill this void by investigating Union Bank Plc, First 

Bank Plc, and United Bank for Africa Plc profitability in relation 

to liquidity within the banking industry and the appropriate 

relationship between the four variables under study for a period of 

fifteen years, from 1990-2004. 
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1.3 OBJECTIVE OF THE STUDY 

The research is aimed at highlighting the effects of liquidity 

management on the profitability of commercial banks in Nigeria 

between the periods 1990 – 2004. 

However, the specific objectives of the study include: 

1. To determine the relationship between short team fund and 

profitability of commercial banks; 

2. To determine the relationship between loanable funds and 

profitability of commercial banks; 

3. To find out the relationship between efficient cash 

management and profitability of commercial banks; and 

4. To recommend appropriate measures to improve the 

liquidity management policies of commercial banks. 

 

1.4 RESEARCH QUESTIONS 

Attempts shall be made to address the following questions in 

this research effort: 

1. What is the relationship between short team fund and 

profitability of commercial banks? 
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2. How do loanable funds affect the profitability of commercial 

banks? 

3. What is the relationship between efficient cash management 

and profitability of commercial banks? 

 

1.5 STATEMENT OF HYPOTHESES 

This research formulates the following hypotheses for validation 

of findings: 

Ho1: There is no significant relationship between short term fund 

and profitability of commercial banks. 

Ho2: There is no significant relationship between loanable funds 

and profitability of commercial banks. 

Ho3: There is no significant relationship between efficient cash 

management and profitability of commercial banks. 

 

1.6 JUSTIFICATION OF THE STUDY 

In view of the fact that the study of liquidity management 

policies is quite fascinating, the findings of this study will be 

significant in the following ways: 
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1. It will help management of various commercial banks to 

effectively apply financial management and control 

techniques. 

2. The study will expose managers to modern techniques of 

liquidity management policies, which improve their profit.  

They will also have a greater insight into the investment of 

working capital requirements. 

3. The study will provide better understanding to financial 

managers on the potential impact of liquidity management 

policies on profitability. 

4. The findings will guide the investment behaviours of 

shareholders, investors etc.  Such categories of people would 

better informed about the financial operations of profit-

seeking organisations. 

 

1.7 SCOPE OF THE STUDY 

The purpose of this study is to investigate into the extent of 

liquidity management policies on the profitability of commercial 

banks in Nigeria between the periods 1990 – 2004.  Whilst the 

total population for the research is all commercial banks, Union 
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Bank Plc; First Bank Plc and United Bank for Africa Plc were 

chosen as a representative sample. 

It is doubtful if there will ever be any research that runs 

smoothly without presenting some limitations to the researcher 

such as scarcity of relevant literature, locating previously related 

research work and funds. 

However, despite the above limitations, the much needed 

data for the research work would be collected and the objective 

for the study would equally be achieved. 
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CHAPTER TWO 

LITERATURE REVIEW 

2.1 INTRODUCTION 

A research will not be complete without an insight into 

existing literature on the subject matter.  Abdellah and Levine 

(1979), Baridam (2001) agreed that a review of the literature 

reveals what has been done previously in the problem area; 

whether it is feasible to do the planned research by revealing 

difficulties encountered by previous research; serve as a 

connecting link between the findings of previous research that has 

been done in the problem area and the researcher can learn which 

procedures and instruments have proved useful. 

This chapter brings to focus the various ideas of experts and 

scholars in respect of the study in question: liquidity management 

policies and profitability of commercial banks in Nigeria.  In so 

doing, a critical evaluation is made by the researcher to pinpoint 

areas of agreement of scholars. 
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2.2 HISTORICAL BACKGROUND 

The importance of liquidity management is not new to the 

finance literature.  Over twenty years ago, Largay and Stickney 

(1980) reported that the then-recent bankruptcy of W.T. Grant, a 

nationwide chain of departing departmental stores, should have 

been anticipated because the Corporation had been running a 

deficit cash flow from operations for eight of the last ten years of 

its corporate life.  As part of a study of the fortune, 500’s financial 

management practices, Gilbert and Rachert (1995) find that 

accounts receivable management models are used in 59 percent of 

these firms to improve working capital projects, while inventory 

management models were used in 60 percent of the Companies.  

More recently, Farragher, Kleiman and Sahu (1999) find that 55 

percent of firms in the S&P Industrial index complete some form 

of cash flow assessment, but did not present insights regarding 

accounts receivable and inventory management, or the variations 

of any current asset accounts or liability accounts across 

industries.  Thus, mixed evidence exists concerning the use of 

working capital management techniques.  
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2.3 THEORETICAL FRAMEWORK 

Filbeck and Krueger (2005) argue that the importance of 

efficient liquidity management (WCM) is indisputable.  Working 

capital is the difference between resources in cash or readily 

convertible cash (current assets) and organisational commitments 

for which cash will soon be required (current liabilities). 

They further contend: “the objective of liquidity 

management is to maintain the optimum balance of each of the 

working capital components”.  Banks’ viability relies on the 

ability to effectively manage deposits, loanable funds, and cash 

and short-term funds.  

Ross et al (2001) emphasised that working capital refers to a 

firm’s short-term assets such as inventory, and its short-term 

liabilities such as money owed to suppliers.  Managing the firm’s 

working capital is a day-to-day activity that ensures the firm has 

sufficient resources to continue its operations and avoid costly 

interruptions.  This involves a number of activities related to the 

firm’s receipt and disbursements.  
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Similarly, Bhalla (2005) noted that “working capital 

typically means the firm’s holdings of current or short-term assets 

such as cash, receivables, inventory and marketable securities”. 

The above remarks portray the fact that working capital 

refers to the items that are required for the day-to-day production 

of goods to be sold by a business.  It represents the amount that is 

invested in assets that are expected to be realised within the year’s 

trading.  It means that the inability of management to manage 

working capital would greatly hinder the corporate survival of 

banks. 

 

2.3.1 Conceptualisation of Working Capital 

There are two concepts of working capital – gross and net. 

Pandey (1999) argues that gross working capital is the 

firm’s investment in current assets.  Current assets are the assets 

which can be converted into cash within an accounting year and 

include cash, short-term securities, debtors, bills receivable and 

inventory.  He further noted that “the gross working capital 

concept focuses attention on two aspects of current assets 

management: 
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a) How to optimise investment in current assets;  

b) How should current assets be financed? 

In the words of Pandey (1999) “Net working capital refers to 

the difference between current assets and current liabilities”.  It 

indicates the liquidity position of the firm and suggests the extent 

to which working needs may be financed by permanent sources of 

fund. 

Mainoma (2001) argues that the financial analyst, for 

instance, prefers the net concept as it reveals how a bank could 

maintain its gross position through the pressing demand on 

current liabilities.  He further noted that where there is more than 

one bank to be compared by an analyst, the net concept provides 

the best yardstick for such gross analysis.  The gross working 

capital concept on the other hand has wider applications.  It takes 

into consideration all current resources of the bank from whenever 

they have been financed and their application to the current and 

future operations of the banks. 

Bhalla (2005) on his part said much academic literature is 

directed toward gross working capital, i.e. total current or 
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circulating assets.  These items are referred to as circulating assets 

because of their cyclical nature.  He further contends as follows: 

An examination of the components of working capital is 
helpful at this point because of the preoccupation of 
management with the proper combination of assets and 
acquired funds.  First, short-term liabilities constitute the 
portion of funds which have been planned for an raised.  Short-
term assts constitute a part of the asset-investment decision. 

 

Nwezeaku (2006) in analysing the concept of working 

capital opined that “it is the totality of a firm’s investment in 

short-term assets, namely cash, marketable securities, inventory 

and accounts receivable (Gross working capital).  Net working 

capital is the difference between current assets and current 

liabilities”.  He further noted that “the setting out of policies 

regarding working capital and the carrying out of those policies in 

day-to-day operations of the firm is called working capital 

management”. 

Pandey (1999) further noted that working capital 

management refers to “the administration of all aspects of current 

assets, namely cash, marketable securities, debtors, stock and 

current liabilities.  He further argues that there are many aspects 
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of working capital management which make it an important 

function of the financial manager. 

i. Time – Working capital management requires much of the 

financial manager’s time. 

ii. Investment – Working capital represents a large portion of 

the total investment in assets. 

iii. Growth – The need for working capital is directly related to 

the firm’s growth. 

iv. Critically – Working capital management has great 

significance for all firms. 

Similarly, Bhalla (2005) also said that working capital 

management is “the process of planning and controlling the level 

of mix of the current assets of the firm as well as financing these 

assets”.  He stressed that working capital management requires 

financial managers to decide what quantities of cash, other liquid 

assets, accounts receivable and inventories the firm will hold at 

any point in time. 

There are two possible interpretations of working capital 

concept: 
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a) Balance sheet concept 

b) Operating cycle concept 

There are two interpretations of working capital under the 

balance sheet concept.  It is represented by the excess of current 

assets over current liabilities and is the amount normally available 

to finance operations.  Economists like Mead, Malott, Baker and 

Field as in Ghalla (2005), support the gross view of working 

capital.  They feel that current assets should be considered as 

working capital as a whole, for it helps to earn profits; and the 

management is more concerned with the total current assets, as 

they constitute the total funds available for operational purposes.  

On the other hand economists like Lincoln and Saliers uphold the 

net working capital view.  They argue that (a) in the long run what 

matters is the surplus of current assets over current liabilities; (b) 

it is this concept which helps creditors and investors to judge the 

financial soundness of the enterprise; (c) what can always be 

relied upon to meet the contingencies is the excess of current 

assets over the current liabilities since this amount is not to be 

returned; and (d) this definition helps to find out the correct 
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financial position of companies having the same amount of 

current assets.  

The operating cycle concept is the difference between 

current and fixed assets in terms of their liquidity.  A firm requires 

many years to recover the initial investment in fixed assets such as 

plant and machinery or land and buildings.  Pandey (1999) said 

operating cycle is the time duration required to convert sales, after 

the conversion of resources into inventories, into cash.  Bhalla 

(2005) also contends that a company’s operating cycle typically 

consists of three primary activities – purchasing resources, 

producing the product, and distributing the product.  If the firm is 

to maintain liquidity and function properly, it has to invest funds 

in various short-term assets (working capital) during this cycle. 

 

2.3.2 Finance of Working Capital 

Finance is the bedrock of any engagement.  It is defined 

operationally as a body of facts, principles and theories, as well as 

the managerial function which deals with the planning, 

acquisition, organising, utilisation, controlling, apportionment and 

distribution of monetary resources in order to accomplish the 
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nominated objectives of the concerned economic unit (Ebirim, 

2005).  A firm must decide when, where and how to acquire funds 

to meet its short-term investment needs.  In a period of tight 

money supply and credit restrictions, the amount of finance 

required for efficient operation, expansion and profitable 

investment is a crucial factor in the management of company 

funds.  The report of Nigeria Deposit Insurance Corporation 

(1993) showed that shortage of funds for working capital is 

among the causes of financial crisis in recent past, especially 

among commercial banks.  The most pressing and persistent need 

of working capital funds in business is to meet the investment of 

debtors, inventories and short-term securities.  While in case of 

commercial banks, depositors’ needs are also of prime 

importance. 

Commercial banks have tried in various ways to attract 

deposits, notably interest rate offers, innovative packaging of 

services such as UNICARD of Union Bank Plc and 

VALUECARD of UBA Plc were designed to attract new 

customers and new deposits as a means of financing working 
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capital.  Sources of finance for working capital can be internal and 

external. 

a) Internal sources of financing: Internal sources of financing 

working capital include retained earnings, reserves and 

surpluses, depreciation and bonus issues.  However, the 

annual depreciation set aside by banks is an indirect source 

of working capital.  Depreciation is not an out-of-pocket net 

expense, though deductible I computing profit for tax 

purposes.  Hence, it provides funds for meeting immediate 

funds. 

b) External sources of financing: The provision of right type 

and amount of finance is an essential ingredient in the 

success and development of a business.  Hence, there is the 

need for management to know that their resourcefulness and 

business acumen have channelled their products or services 

to a ready market and brought them societal respect and 

financial success (Mainoma, 2001). 

External sources of financing working capital include 

loans, deposits and trade credits.  Loans are monies made 
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available to firm or individual usually on fulfilment of 

certain condition(s) while deposit is the primary instrument 

of banks.  These are funds held in trust for customers and 

they could be transferred to users of fund to generate 

income.  Inter-bank funds are short-term funds placed with 

other banks through inter-bank market called placement and 

certificate of deposits are papers issued by banks to 

acknowledge fixed deposits for specified period of time.  

Trade credit provides firm with opportunity to obtain goods 

and services from suppliers while their payments are 

postponed.  This also enables fir to finance working capital 

needs. 

 

2.3.3 Determinants of Working Capital 

A sufficient working capital is necessary for any going 

concern.  There is no simple rule for the determination of proper 

amount of working capital for all businesses or even for any group 

of businesses.  According to Pandey (1999), an analysis of 

relevant factors should be made in order to determine total 

investments in working capital.  He further opined that factors 
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such as nature of business, sales and demand conditions, 

technology and manufacturing policy, credit policy, availability of 

credit, operating efficiency and price level changes determine the 

working capital needs of a business. 

a) Nature of Business: According to Pandey (1999), the 

working capital requirements of affirm are basically 

influenced by the nature of its business.  He said trading and 

financial firms have a very small investment of fixed assets, 

but require a large sum of money to be invested in working 

capital. 

b) Sales and Demand Conditions: the working capital needs of 

a firm are related to its sales.  It is difficult to precisely 

determine the relationship between volume of sales and 

working capital needs.  In practice, current assets will have 

to e employed before growth takes place.  It is, therefore, 

necessary to make advance planning of working capital for a 

growing firm on a continuous basis. 
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c) Credit Policy: The credit policy of the firm affects the 

working capital by influencing the level of debtors.  Bhalla 

(2005) argues as follows: 

The credit terms to be granted to customers may depend upon 
the norms of the industry to which the fir belongs.  The firm 
should use discretion in granting credit terms to its customers. 

 
d) Availability of Credit: The working capital requirements of 

a firm are also affected by credit terms granted by its 

creditors.  Pandey (1999) argues that “a firm will need less 

working capital if liberal credit terms are available to it”. 

e) Operating Efficiency: The operating efficiency of banks 

relates to the optimum utilisation of resources at minimum 

costs.  The firm will be effectively contributing in keeping 

the working capital investment at a lower level if it is 

efficient in controlling operating costs and utilising current 

assets.  Pandey (1999) noted that better utilisation of 

resources improves profitability and thus, helps in releasing 

the pressure on working capital. 

f) Price Level Changes: The increasing shifts in prices make 

functions of financial management difficult.  Pandey (1999) 
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contends that rising price levels will require a firm to 

maintain higher amount of working capital.  He further 

argues that “the effect of rising prices will be different for 

different companies.  Some will face no working capital 

problem, while working capital problems of others may be 

aggravated. 

 

2.3.4 Liquidity Management and Performance 

A bank portfolio represents a classified arrangement of its 

assets.  According to Anyanwu (1993), portfolio refers the 

securities held by an investor or the commercial paper held by a 

bank or other financial institutions.  Therefore, portfolio 

management involves principles and procedures by which to 

manage such sets of assets.  He further said that the parts of a 

bank’s asset portfolio include investments, liquidity reserves, and 

loans and their management involve the total balance sheet.  

Bankers analyse interrelationships among balance sheet items, 

and they actively manage these interrelated items in the context of 

rapid, often unpredictable changes in interest rates and 

competitive innovations. 
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Banks should note the following: 

1. Structure their portfolio to maintain reasonable balanced 

interest sensitivity position; 

2. Shorten the policy limits on maximum and average 

maturities of the bond accounts; 

3. Reduce their government portfolios, possible to amounts 

required for pledging needs; 

4. Increase their use of less marketable assets; and 

5. Restrain their timing operations due to increased interest rate 

risk. 

 
Mainoma (2001) argues that it is necessary to prepare the 

portfolio wisely since both the shareholders and the depositors are 

interested in the portfolio.  Like other institutions, banks face the 

risk of operating expenses exceeding their operating income.  IF 

this happens, the institution is facing liquidation.  Apart from the 

risk of incurring losses, banks face the risk of bad debt, which 

again translates to making losses. Another risk is the 

environmental changes occurring in the area of technology and 

competition.  Nwankwo (1991) said the ever-changing markets in 
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which the banks operate and the fluctuations point to the fact that 

working capital level could affect performance. 

 

2.3.5 Theories of Bank Liquidity Management 

According to Nzotta (2004), five different theories of bank 

liquidity are discernable.  These include: 

1. Liquidity assets theory 

2. Commercial bill theory 

3. Shiftability theory 

4. Anticipated income theory 

5. Liability management theory 

 
Liquidity Asset Theory: This theory of bank liquidity, according 

to Nzotta (2004), states that banks must hold large amounts of 

liquid assets as reserves against possible demands for payment by 

depositors.  He further said the theory emphasises the need for 

holding short-term assets as a product cushion in the face of 

various uncertainties in banking operations and the various needs 

of the bank. 
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Commercial Bills Theory: Jhingan (2004) argues that the 

commercial bills theory is also called real bills doctrine.  The 

theory states that a commercial bank should advance only short-

term self-liquidating loans to business firms.  Self-liquidating 

loans are those which are meant to finance the production and 

movement of goods through the successive stages of production, 

storage, transportation and distribution. 

Similarly, Nzotta (2004) said the theory deals with funds 

principally invested in short-term self-liquidation loans for 

working capital purposes. 

 
Shiftability Theory: This theory of bank liquidity was propounded 

by H.G. Moulton who asserted that if commercial banks maintain 

a substantial amount of assets that can be shifted to other banks 

for cash without material loss in case of necessity, then there is no 

need to rely on maturities (Jhingan, 2004).  The theory noted that 

an asset to be perfectly shiftable must be immediately transferable 

without capital loss when the need for liquidity arises.  This is 

particularly applicable to short-term market investments, such as 
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treasury bills and bills of exchange which can be immediately 

sold whenever it is necessary to raise funds by banks. 

Nzotta (2004) observed that this theory emphasises the 

shiftability, transferability or marketability of bank assets as better 

options for investing in banks’ funds.  He further opined that the 

theory: 

1. recognises the long-term permanent financing by banks 

2. acknowledge the reduced significant of short-term self-

liquidating loans 

3. the growing importance of investment banking is also 

implicitly recognised. 

4. recognises the marketability of bank assets. 

 

Anticipated Income Theory: This theory was developed by H.V. 

Prochnow in 1944 on the basis of extending term loans by the US 

commercial banks.  According to the theory, regardless of the 

nature and character of a borrower’s business, the bank plans the 

liquidation of the term loan from the anticipated income of the 

borrower.  Nzotta (2004) also said this theory emphasised the 
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earning power and credit worthiness of the borrower as the 

ultimate guarantee for ensuring adequate liquidity. Nwankwo 

(1980) argues that the anticipated income approach points to the 

movement towards self-amortising commitments by banks and 

stressed that systematic repayment schedules on many types of 

loans and serial maturity debts could provide an automatic 

liquidity schedule out of the repayment capabilities of the 

borrower. 

 
Liability Management Theory: This theory was developed in the 

1960s.  The theory states that there is no need for banks to grant 

self-liquidating loans and keep liquid assets because they can 

borrow reserve money in the money market in the case of need.  

Similarly, Nzotta (2004) also said that this theory focuses on the 

liability side of the balance sheet of a bank.  The theory argues 

that since large banks can buy all the funs they need, there is no 

need to store liquidity on the asset side of the balance sheet. 
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2.3.6 Asset Management of Banks 

According to Nzotta (2004), asset management is the 

allocation of funds among various investment alternatives.  It 

connects the distribution of funds amongst investments, cash, 

loans and advances and other assets.  One central concern of asset 

management is the resolution of the profitability and liquidity 

dilemma of bank management.  The obvious solution lies in the 

purchase of those assets that promise the highest rate of return for 

the level of risk that a bank’s management is prepared to assume.  

According to Nzotta, this calls for risk minimisation and profit 

maximisation. 

There are three different approaches by various authors in an 

attempt to resolve the liquidity-profitability dilemma of banks.  

According to Nzotta (2004), these include: 

1. Pool-of-funds approach 

2. Asset allocation approach  

3. Management science technique 

 
Pool-of –Funds Approach: This approach of asset management 

states that all funds should be pooled together and then allocated 
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from the pool of various earnings and non-earning assets (loans, 

cash, liquid assets, investment, etc.) as deemed appropriate.  

Therefore, bank management must seek to maximise the 

profitability of the bank at all times.  This entails ensuring higher 

margins and cost control measures. 

 

 

 

 

 

 
    Figure 2.1: Nzotta (2004) Pool of Funds Model 

 
Asset Allocation Approach: This approach recognises that the 

amount of liquidity needed by a bank is related to the source from 

which its funds are obtained. Nzotta (2004) noted that this 

approach distinguishes different sources of funds according to the 

legal reserve requirements and the velocity of turnover of the 

sources.  The model establishes several liquidity-profitability 

centres within a bank for allocating funds obtained from the 

different sources.  
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 Figure 2.2: Nzotta (2004) Asset Allocation Approach 

 
According to Nzotta (2004), the major merit of this model is 

that it reduces the need for liquid assets and allocates additional 

funds to loans and investment, thus increasing profitability.  It is 

assumed here that maximising profitability involves excess 

liquidity, as available in the banks’ funds. 

 
Management Science Approach: This approach uses advanced 

mathematical models to analyse the complex interrelationships 

that exist amongst various components of the balance sheet and 

income statements of a bank.  This approach uses management 

science models to analyse the interrelationships exiting amongst 

various asset classifications and different categories of liabilities. 
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Banks use these models to allocate whatever funds are 

available for investments and to provide adequate profitability, 

while operating within the liquidity constraints imposed on 

management from within or by the regulatory authorities. 

Nzotta (2004) further argues that linear programming model 

is the technique used for decision-making in bank asset 

management and incorporates profitability and liquidity 

constraints. 

 

2.3.7 Liability Management of Banks 

Liability management is one of the most important aspects 

of the balance sheet management of a bank.  This issue is 

responsible for the level of profitability of a bank.   Reed et al 

(1980) defined liability management as all the activities involved 

in obtaining funds from depositors and other creditors and 

determining the appropriate mix of funds for a particular bank.  

Nzotta (2004) also said that liability management examines the 

activities involved in supplementing the liquidity needs of a bank 

through the use of borrowed funds. 
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Liability management is very important to banks in 

enhancing profitability.  The relationship between asset 

management and liability management influences the level of 

profit of a bank.  It is also important to highlight the fact that the 

intermediation process cannot be possible without liability 

management.  Financial intermediation connotes a situation where 

banks mobilise funds from scattered sources (depositors and fund 

holders) and channel these deposits through loans or investment, 

usually at a margin to the deposit units.  The depositors attracted 

from customers constitute the major form of liabilities of any 

bank.  Available data from various banks indicate that deposits 

consist of between 70 and 80 percent of total liabilities of any 

bank. 

Banks generally mobilise deposits from the general public 

(individuals, businesses, governments, parastatals, non-profit-

making associations, etc) as part of their intermediation roles.  

The deposit structure of banks includes demand deposits, time 

deposits and savings deposits. 
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CBN Statistical Bulletin (1994) in Nzotta (2004) indicates 

that between 1988 and 1995, an average of 42 percent of total 

deposits of banks is in the form of demand deposits.  Between 

1995 and 2000, an average of 45 percent of total deposits is in the 

form of demand deposits.  This clearly shows a preference of 

current accounts by depositors. 

 

2.3.8 Cash Management 

Nwezeaku (2006) defined cash management “as the 

planning, organising and controlling the amount of actual cash 

held in order to ensure the maintenance of the minimum cash 

balance required at each point in time”.  Similarly, Pandey (1999) 

said cash management is concerned with the managing of: 

i) cash flows into and out of the firm; 

ii) cash flows within the firm; 

iii) cash balances held by the firm at a point by financing deficit 

or investing surplus cash. 
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Horne (2002) opined that “cash management involves 

managing the monies of the firm in order to attain maximum cash 

availability and maximum interest on idle funds”. 

Andreas (1981) in Egai and Ajie (2004) noted that “the 

goals of cash management are such the same everywhere: it 

includes the optimal use of financial resources, protection against 

exchange and losses and minimisation of external borrowing.  

Therefore, the claim of cash management and control should be to 

maintain adequate cash position in order to keep the firm 

sufficiently liquid and to use excess cash in some profitable way 

to improve the profit of the enterprise. 

Pandey (1999) emphasised the need for efficient cash 

management by commenting that the management of cash is 

important because it is difficult to predict cash flows accurately 

and that there is no perfect coincidence between inflows and 

outflows of cash.  Thus, during some periods, cash outflows could 

exceed cash inflows because of payment for taxes, dividends etc.  

Cash management is important because it constitutes the smallest 
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portion of total current assets, yet considerable time is devoted to 

managing it. 

Furthermore, Pandey opined that in order to synchronise 

between receipts and payments and determine the cash flows, the 

firm should evolve strategies regarding the following four facets 

of cash management: 

1. Cash Planning: Cash flows should be planned to project 

cash surplus or deficit for each of the planning periods. 

2. Managing the Cash Flows: The flow of cash should be 

properly managed in such a way that inflow should be 

accelerated while outflows of cash should be decelerated. 

3. Optimum Cash Level: The firm should decide about the 

appropriate level of cash balances.  The cost of excess cash 

and danger of cash deficiency should be matched to 

determine the optimum level of cash balances. 

4. Investing Idle Cash: The idle cash or precautionary cash 

balance should be properly invested to earn profit. 

 
Nzotta (2005) said cash management refers to the general 

problem of managing the firm’s cash balances (currency and 
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demand deposits), cash flows (receipts, collection and 

disbursements) and short-term investments in securities.  He also 

said that the management of cash has three very important 

components: 

1. managing cash flows into and out of the firm; 

2. managing cash balances held by a firm at any point in 

time; and 

3. managing cash balances held by a firm at any point in 

time. 

 
Literature reveals three major reasons for holding cash, 

which were explained by Keynes in his theory of demand for 

money.  These are: 

1. The Transactions Motive: This motive for holding cash by 

an organisation relates to the need for cash to meet expenses 

of the business.  Nzotta (2005) noted that the transactions 

balances exist because business cash receipts and payments 

are not perfectly synchronised. 

2. The Precautionary Motive: This motive relates to the desire 

of businesses to provide for contingencies requiring sudden 
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expenditures and unforeseen opportunities of advantageous 

purchases.  Jhingan (2005) argue that the precautionary 

balance is a function of the level of incomes, the level of 

business activity, opportunities for unexpected profitable 

deals, availability of cash, the cost of holding liquid assets in 

bank reserves. 

3. Speculative Motive: This motive relates to the holding of 

cash for purposes in interest bearing securities.  It should be 

noted that management is more likely to plan the volume of 

transactions demanded for cash, for the precautionary 

planning and for the speculative demand is likely to be more 

of a product of inspired guess rather than calculated 

analysis. 

 
Walson and Brigham (1977) in Egai and Ajie (2004), in 

analysing the motives for holding cash remarked that the 

transaction motive is to conduct its ordinary business-making 

purchases and sales.  According to them, income lines of 

businesses such as utilities where billings can be recycled 

throughout the month, cash flow can be scheduled and closely 
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with the need for the outflow of cash.  We expect the cash to 

revenue ratio and cash to total assets ratio for utility firms to be 

low. 

Pandey (1999) in further stressing the motives for holding 

cash, pointed out that the ability of a firm to decide the quantum 

of transactions and precautionary balances to be held is 

determined by the following: 

1. The expected cash inflows and outflows based on the cash 

budget and forecasts encompassing long and short range 

cash needs of the firm. 

2.  The company’s borrowing capacity: If the company’s 

borrowing capacity in emergency is good, then it would 

need to keep very little balances for its transaction and 

precaution. 

3. Debt repayment schedule:  A company has a major part of 

its outstanding debt maturing shortly or within the year and 

cannot reschedule it. 

Survastava (1980) in analysing management of cash in 

commercial banks opined that banks receive money from 
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customers on various deposits and borrowers and also those who 

have transferred their funds by way of telegraphic 

communications.  He further noted that there would be no need 

for cash in vaults if cash inflows and outflows had been perfectly 

synchronised.  However, in a banking concern where quantum 

and character of cash flows is essentially conditioned by myriads 

of external factors and the banker has little say in governing the 

cash position, synchronisation of cash inflows and outflows 

cannot be perfectly done.  This is true because a banker does not 

know when money will be deposited nor is he informed except in 

case of fixed deposit in advance of the requirement of an 

individual customer.  

However, cash management is important to a corporate 

organisation because of the following reasons: 

1. Cash management assists the firm to maintain a balance 

between its cash receipts and cash disbursements. 

2. Cash management also assists to predict cash flows 

accurately. 
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3. Cash management is also important in view of the fact that 

cash is the most important of all current assets and obviously 

the least productive. 

 

2.3.9 Profitability Measurement 

Anyanwu (1993) defined profit as the excess of total 

revenues over total costs or excess of receipts over expenses.  The 

measure of success in a business has been profit.  It is this 

measure that distinguishes a business from all other forms of 

social organisations such as government, the armed forces, non-

profit-making organisations etc. 

Boderhorn (1976) in Egai and Ajie (2004) defined profit in 

connection with a particular time and period, and reflects some of 

the activities of the firm during the period.  He thus considered it 

in terms of the first three concepts relating to the status of firms at 

the beginning and end of the period.  They are as follows: 

 
1. Stockholders’ Initial Investment: This is the market value of 

the stock at the beginning of the period.  It is the 

stockholder’s investment in the sense that it represents what 
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the stockholders could get by selling their shares at the 

beginning of the period, and is the amount of their wealth, 

which they have entrusted to the firm for the period. 

SO  =  N1 + N2 + N3 + … =  

 Where: 

  SO  =  Stock value at the start of the period 

         =  Stockholder’s initial investment 

      N1, N2  =  Net cash flows expected in future periods 

     r   =  Discount rate 

2. Stockholder’s Expected End of Period Wealth: At the start 

of the period, the stockholders expect that their initial 

investment will yield a return during the period.  Their 

expected end of period wealth, E(W) consists of the 

expected net cash flow of the period, N1 plus the expected 

end-of-period stock value. 

E(W)  =  N1 + N2 + N3 +                  = SO(1+r) 

 
 This means that the expected return during the period is 

normal rate of return on the initial investment as given by 

the discount rate. 

 
i=1 

Ni-1 
(1+r) 

Ni 
(1+r) 

 
i=1 
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3. Stockholders’ Actual End of Period Wealth: This is the cash 

flow that actually takes place during the period, C1 plus the 

actual stock value at the end of the period, i.e. the 

investment that the stockholder carried over into the next 

period, S1. 

W1  =  C1 + S1 +                       = C1 +      M1+1 

 Where: 

  W1   =  End of period wealth 

  C1    =  Actual cash flow period 

  S1    =  Stock value at the end of period 

         =   Investment carried forward to the next period 

   M2,M3     =  Net cash flows expected in future periods 

 
According to him, actual wealth can differ from expected 

wealth for any of the three reasons: 

1. The cash flow of the period is different from what has been 

expected. 

2. The cash flow expected in future periods has changed since 

the start of the period. 

 
i=1 

M2 + M3 

(1+r) 
 
i=2 
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3. In a world of certainty where expectations always come true 

and are never changed, actual wealth would increase from 

period to period by the discount rate multiplied by the initial 

investment. 

 
The above analysis throws light on the varied definitions of 

pure profit by economists, businessmen and accountants.  The 

normal economist usually defines pure profit as a return in excess 

of the normal or invested capital, which in this case is the discount 

rate, since the normal return is regarded as a cost. 

Anao and Osaze (1990) stated that efficient and effective 

management by means of exercising tight control of a company 

can improve its level of profitability.  To achieve this, it is 

recommended that: 

1. The size of its operating assets should be reduced.  This 

mostly concerns idle assets that the company does not 

foresee operation at full capacity. 

2. Operational cost should be reduced. 

3. Firm’s operations should be carefully planned through more 

efficient use of assets. 
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2.4 RELEVANT MODELS AND THEORIES 

A range of cash management models which may be used by 

the finance manager to help maintain approximately enough cash 

in the company to cover transactions, precautionary and 

speculative balance includes: 

1. Baumol Model 

2. Beranek Model 

3. Miller-Orr Model 

4. Stone Model 

 
1. Baumol Model: In this model, the firm is assumed to receive 

cash periodically but to pay ut cash continuously at a steady 

rate.  That is, the firm’s inflows are lumpy but its outflows 

are not.  When the cash inflow is received, the firm puts 

enough cash in its disbursement account to cover outflows 

until the next inflow is received.  The Baumol model also 

makes several assumptions about the firm’s situation.  It 

assumes that investment yields a fixed rate of return per 

period, regardless of the length of the investment.  The 
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model also assumes that the transaction cost of investing and 

disinvesting is a fixed cost that is independent of the amount 

of the investment. 

 
2. Beranek Model: Baranek hypothesises firms where the cash 

inflows were steady, but he outflows were periodic.  Bhalla 

(2005) noted that “this is the mirror image of the time 

pattern of cash flows within the Baumol model, where 

inflows were periodic and out flows were steady.  In the 

Beranek model, the cash is accumulated gradually (rather 

than disbursed gradually), so that the transactions pattern 

would involve a series of investments followed by one 

disinvestment at the end of the period. 

In using this, the firm must use a hedging strategy.  A 

firm facing cash flow pattern in the Beranek model might 

keep a reserve cash.  If cash inflows then turned out to be 

less than expected for a particular part of the period, the firm 

could temporarily draw from the cash reserve to make 

deposits of economical size. 
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3. Miller-Orr Model: This model assumes that the yield curve 

for investments made via their model is flat and that there is 

a fixed cost of investing and disinvestment.  They also 

assume that investments and disinvestments can take place 

instantaneously and that there is a lower limit below which 

the firm’s cash balance is not to fall.  Miller and Orr assume 

that net cash flows are normally distributed with a mean of 

zero, that the standard deviation of the distribution does not 

vary across time, and that there is no correlation of the cash 

flows across time.  Bhalla (2005) argues that “under thee 

assumptions, cash flows must follow a random walk around 

a zero average net flow”. 

The formula developed by Miller and Orr is: 

 R  =  (3Av/4I)1/3 

 Where: 

     V  =  Variance of daily cash flow 

     i    =  Daily interest rate on investment 

     a   =  Transaction cost of investing or disinvesting 
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4. Stone Model: The Stone model takes a control-limits 

approach; when cash balances fall outside the control limits, 

the firm is signalled to do something.  But in the Stone 

model, the signal does not automatically result in a 

investment or disinvestment; the recommended action 

depends on management’s estimates of future cash flows: 

that is, the model signals an evaluation by management 

rather than an action.  To do this, the Stone model uses two 

sets of control limit – the inner control limits and the outer 

control limits. 

All of these models take a similar approach: they first 

hypothesise a time patter of cash flows, then develop a strategy 

appropriate for that time pattern.  The Miller-Orr and Stone 

Models explicitly address the risk in the net cash flows, while the 

Baumol and Beranek Models assume certainty. 

 

2.5 CURRENT LIQUIDITY INDEX 

 According to Bhalla (2005) fraser developed a type of 

liquidity flow index by combining cash assets and cash flow from 
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operations in the numerator divided by current liabilities. Such a 

ratio, when it increases overtime, signals an increasing level of 

liquidity. A declining ratio signals potential liquidity problems. 

The formule is:  

Current Liquidity Index = Cash assets + Cash flow from capital 
                    Current liabilities  
 

Also Emery (1981) in Bhalla (2005) developed liquidity measure 

from a function of the likelihood that a firm will exhaust its liquid 

reserve. The measure consists of three parts. First firms rely on a 

stock of liquid resources. These are resources that can be quickly 

converted into cash without impairing the operations of the firm. 

The second component of the liquidity measure is the level of 

cash flow from operations expected over the planning horizon. 

The final component is a measure of the variability of the 

expected cash flow from operations. These three components 

taken together from a liquidity index referred to as laimboda 

shown below: 

 = Initial liquid reserve + Total anticipated net cash flow  

    Uncertainity about net cash flow 
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The measure represents the first attempt of incorporating 

information about the distribution of operating cash flow into 

liquidity measure. It is very appealing, because a firm with a 

relatively low liquid balances and moderate cash flows may be 

just as liquid as a firm multi-large liquid reserve and above 

average positive cash flows if the cash flows of the firms with the 

low liquid reserves are much more certain. 

The liquidity index indicates the number of days during which 

assets are removed from cash.   

 
2.6 CONTRIBUTIONS BY OTHER AUTHORITIES 

Mainoma (2001) in his paper titled “The Effects of Working 

Capital Management Policies on Profitability of Union Bank Plc” 

contends that the management of working capital affects the 

profitability of a bank.  Where the bank manages its working 

capital properly, the profit shall increase.  His study also revealed 

that there is a relationship between the levels of profit and 

deposits of commercial banks. 

Also, Deloof (2005) in his paper titled “Does Working 

Capital Management Affect Profitability of Belgian Firms?” 
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argues that managers can increase corporate profitability by 

reducing the number of debtors and stocks. 

Similarly, Garcia-Tervel and Martinez-Salano (2007) in 

their paper titled “Effects of Working Capital Management on 

SME Profitability” said managers can create value by reducing 

their inventories and the number of days for which their accounts 

are outstanding.  Lazaridis and Tryfonidi (2006) in their paper 

titled “Relationship between Working Capital Management and 

Profitability of Listed Companies in the Athens Stock Exchange” 

noted that there is a statistical significance between profitability, 

measured through gross operating profit, and the cash conversion 

cycle. 

Meanwhile, Filbeck and Krueger (2005) in their own paper 

titled “An Analysis of Working Capital Management Results 

across Industries” said that the various components of working 

capital management differ significantly between industries in 

working capital measures across time. 
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CHAPTER THREE 

RESEARCH DESIGN AND METHODOLOGY 

3.1 INTRODUCTION 

In this chapter, the methodology chosen for adoption for the 

thesis is discussed. The chapter discusses the research design, 

characteristics of the population, sampling design and procedures, 

data collection instrument and method of administration and 

method of data analysis procedures for processing collected data. 

 

3.2 RESEARCH DESIGN 

For any research activity to be of any significance to the 

reading audience, it is desirable that such research should be 

properly designed.  According to Abdellah and Levine (1979) in 

Baridam (2001), research design does not mean the specified 

method for collecting data, e.g. questionnaire, interview or direct 

observation, but the more fundamental question of how the study 

subjects will be brought into the scope of the research and how 

they will be employed within the research.  Research design could 

be seen as a framework or plan that is used as a guide in 

collecting and analysing the data for a study.  It is a model of 
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proof that allows the researcher to draw inferences concerning 

causal relations among the variables under investigation 

(Nachmias and Nachmias, 1976) in Baridam (2001).  This survey 

method is deliberately chosen for this particular study.  It is 

adopted to illustrate general pointers and to arrive at conclusions, 

which can be generalised for the entire population. 

 

3.3 CHARACTERISTICS OF THE POPULATION 

Population of study refers to the total elements from which 

the sample is selected.  Baridam (2001) described the target 

population as the entire group of items which the researcher 

wishes to study and about which he plans to generalise.  While 

Ndiyo (2005) defined population as a set of large number of 

objects or the total number of conceivable observations of any 

kind of people or events possessing some common specified 

characteristics.  The target population for this study encompasses 

all the commercial banks in Nigeria. 
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3.4 SAMPLING DESIGN AND PROCEDURES 

According to Nworuh (2001), sample is a group of objects 

selected from a population for study for the purpose of making 

generalisations about the population from which the sample has 

been drawn.  Also, Ndiyo (2005) noted that a sample is a portion 

or a sub-set of a population.  It is a set of measurements taken 

from a process or series of experiments.  For obvious practical 

reasons, populations are usually too big or individual items 

inaccessible to permit the examination of the whole population.  A 

part or fraction of the entire population called sample may have to 

be used for the study.  For the purpose of this study, a simple 

random sampling technique would be used to widen the coverage. 

Best et al (1989) in Ndiyo (2005) considered that an ideal 

sample should be large enough to serve as an adequate 

representation of the population about which the research intends 

to generalise.  Therefore, Union Bank Plc, First Bank Plc and 

United Bank for Africa (UBA) Plc would be used as the sample 

for this study for the periods 1990 – 2004. 
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3.5 DATA COLLECTION INSTRUMENT &  

ADMINISTRATION 

Baridam (2001), expressed the opinion that the particular 

technique adopted by a researcher depends, among other things, 

on the objectives of the study and the amount of resources (both 

in terms of money and time) at his or her disposal. 

He further outlined the following way by which these data 

on the variables being studied can be collected: 

i) Survey of existing documents 

ii) Questionnaire method 

iii) Observation method 

This study therefore obtained data from survey of existing 

documents.  To do this, data involving working capital and profit 

in the banks’ exiting documents would be collected from the 

Nigerian Stock Exchange Port-Harcourt for the periods 1990 – 

2004.  Also relevant textbooks in the field, journals and 

magazines would be consulted. 
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3.6 METHOD OF DATA ANALYSIS 

After the collection of data from annual reports and accounts 

for the periods 1990 – 2004 from the banks and summarised in 

tables in the following chapter of the study, this is necessary for 

easy and comprehensible analysis. 

For this type of research, statistical tool such as multiple 

regression analysis would be used. 

The aim is to relate Union Bank Plc, First Bank Plc and 

United Bank for Africa Plc and a combination of selected 

independent variables, short term fund, loanable fund and cash.  

The profits are also related against each of the three variables 

separately to determine their individual contributions to the profit 

figures. 

Regression analysis is a statistical tool which helps to 

predict one variable from other variables on the basis of assumed 

nature of the relationship between the variables.  The variable 

being predicted is usually referred to as the unknown or 

dependent variable because its value is dependent on the values of 

the other variables variously referred to as the independent 
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variables.  The relationships are usually expressed in equation 

forms. 

The aim of multiple regressions is to examine the nature of 

the relationship between a given dependent variable and two or 

more independent variables.   

In employing multiple regressions, the following 

assumptions were made: 

a) The relationship between the dependent and independent 

variables is linear. 

b) Both dependent and independent variables are continuous 

random variables which are normally distributed. 

 
The regression model is provided as: 

  Y1  =  B0 + B1X11 + B2X12 + … BKX1K + ei 

 For i  =  1, 2 … n 

Where: 

 n   =  Number of observations in both Y and X 

 Y1 =  The ith observation on the dependent variable Y 

 X1xX2 …XK are constants representing the ith observations in  

     the independent variables X1,X2 …XK 
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 ei   =  Are assumed to be normally distributed error terms 

 B0,B1…BK are regression coefficients or parameters.  

 
In multiple regression as in simple regression, the total 

deviation of each observation Yi for the mean Y namely Y1 – Y 

can be partitioned into two components Y1 – Y, being respectively 

the explained and the unexplained variations.  The measure of 

variation in each case is then obtained by taking the sum of 

squares of each of these equations 

 (Y1 – Y)  =  (Y1 – Y)2 + (Y1 – Y)2 

      SST      =  SSR + SSE 

Computational formula for finding the sum, of square: 

SSR  =  Yi2 – (Y1)2/n 

SSR  =  Yi2 – (Y1)2/n 

SSE  =  ST – SSR  
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Table 3.1  ANOVA Table for Multiple Regression  
Source of 
Variation 

Sum of Squares Degrees of 
Freedom 

Mean             
Square 

Variation 
Ratio (F*) 

Regression SSR=Y2R2 K  

MSR =  
 

 

  F  =  
 

Error SSE=Y2(1-R2) n – k – 1  

MSE =  
 

 

Total SST = Y2 n – 1   
Source: Nworuh (2001) 
 
 
3.6.1 Test of Significance and the Decision Rule 

This is usually tested using the test statistics: 

 F*  =      to test the significant relationship 

between the dependent and the independent variables.  This is 

tested by comparing the F* and the critical value from the F 

Distribution at the  significance level and K and n – k – 1 

degrees of freedom.  We accept the null hypothesis (Ho) at the 

significance level if F* is less than F1 – x, K1 n – k – 1 i.e. F* < F1 

– x, K, n – k – 1.  Otherwise, Ho is rejected in favour of the 

alternative hypothesis (HA). 

If the F-test above shows a significant relationship between 

the dependent and independent variables, we will proceed to 

examine the regression coefficients further and test more 

hypotheses about them.  Thus, if the Ho is rejected above, we will 

SSR 
K 

MSR 
MSE 

SSR 
n-k-1 

MSR 
MSE 

b  – B  
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examine further to find out which ones contribute to the 

significance by testing the null hypothesis using the formula: 

 t   =  

Where: 

 Sbi  =       MSEcij  [ Where cij is a constant.] 

The null hypothesis Ho is accepted at the  significance level if 

/t/<t1 - /s n – k – 1 otherwise Ho is rejected in favour of HA. 

Finally, we will consider the coefficient of multiple 

determination, R2 which measures the proportion of the total 

variation in the dependent variable Y i.e. the dependence of Y on 

all the independent variables in the regression. 

 R2   = 

F - Test 

This is to test whether or not there is a relationship between 

the dependent (profit) and independent variables (deposits, 

loanable funds and cash and short-term funds). 

Decision Rule 

The decision rule is at 95% confidence level, reject Ho if F-ratio 

(F computed) is greater than (>) F critical, otherwise accept Ho.  

SSR 
SST 

bi – B0 
Sbi 
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Fi  K1, n – k – 1 is the usual critical value obtained from F 

distribution tables at the significance level and K and n – k – 1 

degrees of freedom. 

 Fi   = 

 
 
Test of Significance (t-test) 

This is to test whether or not there is a significant 

relationship between the profits (Y) and the independent variables 

(cash and short-term funds, loanable funds and deposits). 

 
Decision Rule 

The decision rule is accept Ho at  significant level if tc<ti:k, n 

– k – 1 otherwise accept HA. 

t1 - , K, n – k – 1 is the usual critical value obtained from t 

distribution table at the significance level and K, n – k – 1 degrees 

of freedom. 

Nevertheless, the Statistical Package for Social Sciences 

(SPSS) would be used to analyse the surveyed data. 

MSR 
MSE 
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CHAPTER FOUR 

DATA PRESENTATION AND ANALYSIS 

4.1 INTRODUCTION 

The preceding chapter three gave a detailed account of the 

methodology adopted in the report.  As such, the models for the 

study and variables employed were defined. 

The present chapter, however, focuses on the actual data 

presentation, analysis, hypothesis testing and interpretation of our 

results.  It is noteworthy, also that the chapter employs on 

secondary data as derive from the Central of Nigeria (CBN) 

publications and also from the Federal Office of Statistics reports.  

These data sets relate to bank profitability, loanable funds, short 

term fund and efficient cash management, covering the periods 

from 1990 to 2004.  As noted in chapter one, a multiple regression 

model is employed in this chapter to test the three hypotheses 

formulated in section 1.5 of our chapter one. 

 

4.2 DATA PRESENTATION 

This section is devoted to the presentation of the data used 

in estimating our bank liquidity model as developed and 
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enumerated in chapter three.  The data were sourced mainly from 

secondary sources thus: 

i) The Central Bank of Nigeria (CBN) publication ; 

ii) The Federal Office of Statistics; 

iii) The Nigerian Stock Exchange (NSE) fact books; and 

iv) The Internet 
 

Table 4.1:  Presents the Commercial banks’ data set of short term 

fund, loanable funds, cash and profitability figures for the periods 

1990 – 2004. 

 
Year 

SHORT TEAM 
FUND 

LOANt CASHt PATt 

N‘Million N‘Million N‘Million N‘Million 
1990   22659     6807   14193     38 
1991   30011     5807   20485        1 
1992   45034     9802   26751     496 
1993   54908   12721   36908   1915 
1994   66543   17364   34325   1692 
1995 126410   29216   65140   2334 
1996 147658   41759   75696   3535 
1997 151793   54129   65870   4272 
1998 139337   47083   41121   2773 
1999 250773   84156 126995   9337 
2000 323733   76923 190571 13631 
2001 327829   83864 222438   9037 
2002 504388 147539 256928 14815 
2003 566068 156682 257976 28363 
2004 563457 212514 215570 29924 

Source:  ANNUAL REPORTS AND ACCOUNTS OF FBN, UBA AND  

    UNION BANK PLC 
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4.3 HYPOTHESIS TESTING AND DATA ANALYSIS 

The hypotheses to be tested include the following: 

Ho1: There is no significant relationship between short term fund 

and profitability of commercial banks. 

Ho2: There is no significant relationship between loanable funds 

and profitability of commercial banks.  

Ho3: There is no significant relationship between efficient cash 

management and profitability of commercial banks. 

 
These three hypotheses were tested jointly with the aid of a 

multiple regression model and their result are as presented in 

Table 4.2, showing the influence of liquidity management on 

banks’ profitability. 

 
Table 4.2: Regression Results/Output for all Hypotheses 

  0.970   R 

0.942   R2 

0.926   Adj R2 

2655.96388  Standard error of estimate  

15   Observations 

3   Predictor variable 
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Variables Coefficients Std. error df = 11 Significant  
Intercept 0 = -1912.11    
X1 = Short 
term fund 

1  = -0.089 0.041 2.168 0.053 

X2 = LOANFt 2  = -0.020 0.077 -0.264 0.796 
X3 = CASHt 3  = -0.076 0.042 -1.796 0.100 
     

ANOVA Table     
SOURCE SS DF MS F = 59.170 
Regression 1E + 009 3 417395407  
Residual 77595586 11 7054144.158  
Total 1E + 009 14   
SOURCE: SPSS 13.0 Output 
 
NB: **** = Significant at 0%, xxx = Significant at 1%, ** = 

Significant at 5%, * = Not significant. F-ratio tabulated df 
(3,11) 1% = 6.22, 5% = 3.59;; t-ratio tabulated df = 11, 1% = 
3.106, 5% = 2.201. 
 
As already stated in chapter three, the analysis of variance 

(ANOVA), is the first test carried out followed by the coefficient 

of multiple determination, R2 test.  Both tests seek to establish the 

significance or otherwise of the model as a whole. 

 

4.3.1 Test of Model Significance – ANOVA F Test 

Calculation of the total sum of square, TSS;   (PATt – 

PÂTt)2 from the ANOVA as shown in Table 4.2 yields the 

hypothesis stated thus: 

 Ho: 1 = B2 = 0, for K = 1  … 7, - - - - - - - - -  4.1 

 
n 
 

t=1 
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This is to say that the coefficients of the explanatory variables in 

the regression are zero.  Stated differently, the explanatory 

variables have no significant effect on the actual profit after-tax 

for the period under consideration; 1990 – 2004.  

HA : 1  0, for j = 1 … k  - - - - - - - - - - - - - - - - -  4.2 

Hence, meaning that at least, one of the explanatory variables has 

a significant effect on the actual variation in the profit after-tax, 

still for the period under investigation, 1990 – 2004. 

 
Decision Rule 

The estimated model is confirmed to be significant when F-

ratio calculated is greater than the F-ratio tabulated at a specified 

alpha level and degrees of freedom (I – 1) and (N – k). 

To achieve this, the lower degree of freedom (K – 1; 4 – 1 = 

3) and upper degree of freedom (N – K; 15-4 = 11) at the 

specified alpha levels of significance of 1% or 5%. 

From the F-ratio table, we read the following results df 

(3,11) 

 1%  =  6.22 

 5%  =  3.59 
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But, the calculated F-ratio is 59.170.  Therefore, since the F-ratio 

calculated (59.170) > F-ratio tabulated (6.22, 3.59) at 1% and 5% 

levels of significance respectively, we reject Ho and accept Ha 

and this concludes that a significant relationship exists between 

the explanatory variables taken together and the profit after-tax of 

banks, for the period, 1990 – 2004. 

 

4.3.2 Test of Model Significance, R2 Method 

 The coefficient of multiple determination, R2 is one other 

way of proving the model’s significance.  This time, the F-ratio is 

first calculated applying the formula thus: 

F-ratio Calculated  =            --- 4.3 

Where: 

 R2   =   0.942 

 K    =   4 

 N    =  15 

 

F- Calculated  =      

Hence, F-ratio calculated = 59.170 

(0.9422)/(4– 1) 
(1 – 0.9422)/(15 – 4) 

(R2)/(K – 1) 
(1 – R2)/(N – K) 
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Again, since F-ratio calculated (59.170) > F-ratio tabulated (6.22, 

3.59), we reject Ho and accept Ha to conclude that the model is 

significant at even 0%.  The resulting estimated model is therefore 

presented as: 

 PATt  =  -1912.11 + 0.089 SHORT TERM – 0.020 

     LOANFt – 0.076CASHt  - - - - - - - - 4.4 

 

4.3.3 Test of the Significance of the Explanatory Variables – 

Student t-test 

Having proved the significance of the model as a whole, we 

go a step further to prove the significance or otherwise of each of 

the explanatory variables in contributing to the variation in the 

level of bank profit after tax.  This is achieved by carrying out a t-

test. 

The formula is: 

t-ratio  =           , for k = 1 … 3 

Where: 

 k  =  Estimate of population parameters for the regressors 

 Se(k)  =  Standard error of the estimate 

 

k 
Se(k) 
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Decision Rule 

If absolute value or     > (n –k)/2 

 
We reject Ho and accept Ha to conclude that the variable belongs 

significantly to the model. 

In order to test this specific strength of the explanatory 

variables in contributing to the variations in actual bank profit 

after tax, we compare the calculated t-ratio with the tabulated t-

ratio. 

From the t-ratio table, we read t(df = 11) 

1%  =  3.106 

5%  =  2.201 

From the student results calculated for each of the 

explanatory variables (2.168, 0.204 and 1.795) < tabulated t-ratio 

(3.106, 2,201) at 1% and 5% alpha levels if significant.  Hence, 

we accept Ho and conclude that none of the explanatory variables 

makes a significant contribution to the profitability of banks, even 

the bank total deposit that appears to be significant, is only so at 

5.3% as shown by the regression result.  All these, no doubt, have 

far-reaching implications. 

k 
Se(k) 
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4.4 INDEX OF LIQUIDITY MANAGEMENT 

Year Liquidity 
Ratio 

% 

Loan to 
Deposit 

% 

Cash to 
Deposit 

% 

Liquidity to 
profit 
Times 

1990 92.6 30.0 62.6 84 
1991 87.6 19.3 68.3 90 
1992 81.2 21.8 59.4 74 
1993 90.4 23.2 67.2 26 
1994 77.7 26.1 51.6 31 
1995 74.6 23.1 51.5 40 
1996 79.6 28.3 51.3 33 
1997 79.1 35.7 43.4 28 
1998 63.3 33.8 29.5 32 
1999 84.2 33.6 50.6 23 
2000 82.7 23.8 58.9 20 
2001 93.5 25.6 67.9 34 
2002 80.2 29.3 50.9 27 
2003 73.3 27.7 45.6 15 
2004 76 37.7 38.3 14 

SOURCE: Computed from Annual Report and Accounts (1990-2004) 

 
Liquidity Ratio = Liquid assets 
         Deposit 
 
Loan to Deposit = Loanable funds 
        Deposit 
 

Cash to Deposit = Cash 
      Deposit 
  
Liquidity to Profitability = Liquid assets 
            Profitability  
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4.5 DISCUSSION OF RESULTS 

The above results no doubt, bring to the fore some major 

findings and discussions.  First the model showed a high and 

significant relationship (97%) between all the variables 

(independent and dependent) taken together.  This high level of 

correlation between the variables has been further supported by 

the results of other test statistics like the R2 (94.2%) Adjusted R2 

(92.6%) ETC. 

The obvious implications of the R2 result is that the 

variations in the explanatory variables put together have been able 

to explain at least, 94% of the total variation in the dependent 

variable, bank profitability.  Thus, only less than 6% is left 

unexplained or to chance occurrences since our model can hardly 

be 100% deterministic. 

In the same vein, all the explanatory variables, individually 

share a high level of correlation with bank profitability (see 

correlation result in Table 4.3).  This could be interpreted to mean 

that any major changes in any of the explanatory variables will 

weigh heavily on the level of bank profitability and hence could 
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be manipulated policy-wise to achieve desirable results in the 

economy. 

The display of correlation between these independent 

variables singly and bank profitability is 95% for that between 

short term fund and profitability, loanable funds and profitability 

96%, and 86% between cash and profitability. 

However, in terms of the order of importance of the 

contributions of the individual explanatory variables to bank 

profitability and the highest contribution comes from short term 

fund (2.168), followed by the contribution from cash (1.796), and 

bank loanab funds (0.264) in that order.  Thus, we have: 

 SHORT TERM FUND   >   CASHt   >   LOANFt 

 [2.168)       [1.796]        (0.264] 

With the above display of the contributions of the individual 

explanatory variables to bank profitability, our concern now shifts 

to explain direction of the contribution of these individual 

explanatory variables, one could ask what the nature of 

relationship is between each explanatory variable and the level of 

bank profitability. 
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Therefore, in terms of meeting the a priori expectation, it is 

expected that short term funds, if wisely invested, should exert 

some positive and direct impact on the level of bank profitability.  

This same argument could be extended to bank loanable funds.  

Hence, the larger the quantum of loanable funds, the more it 

should contribute to bank profitability, a direct positive 

relationship.  But our results show an inverse relationship between 

loanable funds and bank profitability, the reason being poor 

liquidity management.  Obviously, idle cash does not bring in 

revenue and should have an inverse relationship as depicted by 

our model.  Therefore, the model as a whole appears to meet our a 

priori expectation only with respect to short term fund balances 

and cash, and hence calls for policy measures in order to explore 

its positive effects on bank performance. 
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CHAPTER FIVE 

CONCLUSION AND RECOMMENDATION 

5.1 SUMMARY OF FINDINGS 

This study focused on the evaluation of the impact of 

liquidity management in profitability of banks covering a period 

of fifteen years from 1990 to 2004.  The banking industry being a 

key player in the financial system, which is at the hub of any 

economy, is expected to impact significantly on the economy, 

especially as an engine of investment and development. 

Therefore, the central aim of this study, no doubt, stems 

from the need to evaluate the performance of the banking industry 

and its ability to play the perceived role for economic 

development.  Three major hypotheses were therefore tested and 

their results are as follows: 

1. There is a significant relationship between liquidity 

management of banks and profitability. 

2. Similarly, all the explanatory variables individually, share a 

high level of correlation with the level of bank profitability. 
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3. Only the level of bank deposits at alpha level of 5.3% 

proved to be a significant contributor to bank profitability. 

4. Only two of the explanatory variables, namely bank short 

term fund and cash appear to meet the a priori expectation, 

in terms of their coefficients. 

 

5.2 CONCLUSION 

The above findings therefore inform the following 

conclusions: 

1. The liquidity management among banks appear to be 

ineffective.  This is particularly so, as none of the 

explanatory variables makes a significant contribution to 

bank profitability 

2. Both the total bank short term fund and cash appear to meet 

the a priori expectation, bearing positive and negative 

coefficients respectively. 

3. Commercial banks appear to carry a lot of non-performing 

loans.  This is shown by the negative coefficient of loanable 

funds, meaning that loanable funds exert depleting effects 

on bank profitability. 
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5.3 RECOMMENDATIONS 

On the premise of the foregoing findings and conclusions, 

we offer the following recommendations: 

1. Commercial banks in Nigeria need to encourage raising of 

more deposits.  This, beside its statutory effect on banks’ 

profitability, is equally a pointer to depositors’ confidence in 

banks. 

2. The non-significance of all the explanatory variables is also 

a pointer to weak liquidity management among the 

commercial banks.  Therefore, there is need for commercial 

banks to take a closer look at their liquidity management 

will go a long way to improving the general bank 

performance. 

3. In the same vein, banks need to address this raging issue of 

non-performing loans.  Credit being the main stock-in-trade 

of banks bearing a negative coefficient is obviously quite 

worrisome.  Our advice is that the Central Bank of Nigeria 

(CBN) should step up its surveillance on commercial banks.  

This will help banks to keep to the provisions of the 
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prudential guidelines and like other rules on effective credit 

administration.  This way the problem of non-performing 

loans will be reduced, if not eradicated. 

4. There should be decisive measures to collect back advances 

since it is part of working capital that improves profitability. 

 

5.4 SUGGESTIONS FOR FURTHER STUDIES 

Further studies may take one of two lines.  First, there could 

be a study of whether liquidity management affects the stock 

prices of commercial banks.  Second, there could be a study of 

which, if any, of the components of liquidity management relate 

to share price performance.  



 80

BIBLIOGRAPHY 

 Ajie, H.A. and Egai, N.A. (2004): Corporate Finance: 
Principles and Concepts. Owerri: Corporate 
Impressions Publishers. 

  
 Akinsulire, O. (2005): Financial Management, (3rd ed.). 

Lagos: Ceemol (Nig.) Ltd. 
  
 Akintoye, I.R. (2004): Investment Decisions: concepts, 

Analysis and Management. Lagos: Glorious Hope 
Publishers. 

  
 Akujuobi, L.E. (2006): Corporate Finance. Owerri: 

Springfield Publishers. 
  
 Anyanwu, J.C. (1998): Monetary Economics Theory, 

Policy & Institutions. Onitsha: Hybrid Publishers. 
  
 Baridam, D.M. (2001): Research Methods in 

Administrative Sciences, (3rd ed.). Port-Harcourt: 
Sherbrooke Associates. 

  
 Bhalla, V.K. (2005): Working Capital Management: Text 

and Cases, (7th ed.). New Delhi: Arimol Publications 
PVT Ltd. 

  
 Deloof, M. (2003): “Does Working Capital Management 

Affect Profitability of Belgian Firms?” Journal of 
Business, Finance and Accounting. Blackwell 
Publishing, Vol. 30, Nos. 3-4, 573-588. 

  
 Dwivedi, D.N. (2002): Managerial Economics, (6th ed.). 

New Delhi: Vikas Publishing House, PVT Ltd. 
  
 Ekezie, E.S. (1997): The Elements of Banking, Money, 

Financial Institutions and Markets. Onitsha: 
Africana Feb Publishers Limited. 

  



 81

 Ezerim, C.B. (2005): Finance Dynamics: Principles, 
Techniques and Applications, (3rd ed.). Port-
Harcourt: Markowitz Centre for Research and 
Development. 

  
 Jhingan, ML. (2004): Money, Banking, International 

Trade and Public Finance, (7th ed.). New Delhi: 
Vrinda Publication (P) Limited. 

  
 Lazaridis, I. and Tryfonidis, D. (2006): “Relationship 

between Working Capital Management and 
Profitability of Listed Companies in the Athens 
Stock Exchange”. Journal of Financial Management 
and Analysis, Vol. 19, No. 1 
http.//ssm.com/abstract=931591. 

  
 Mainoma, M.A. (2001): “The Effects of Working Capital 

Management of Union Bank Plc”. Journal of 
Business Administration Zaria, Vol. 1, No. 2, 98-
105. 

 
Marlowe, J. (2005) “Working Capacity Management” 

Encylopedia of Public Administration and Public 
Policy. Manuscipt retrieved August 2007 
http://www/ssm.com. 

 
Medereiros, O.R. (2005) “Questioning Fleuriet’s Model of 

Working Capital Management on Empirical 
Grounds” Unpublished Manuscript retrieved August 
2007. http: //ssm.com. 

  
 Mohen, S. (2004): “Working Capital Management of 

Sugar Mills”. Co-operative Sugar, National 
Federation of Co-operative Sugar Factories Ltd. 
Vol. 35, Nos. 17, 541-546. 

  
 Murray, R.S. and Larry, J.. (1999): Statistics (3rd ed.). New 

Delhi: Tata-McGraw-Hill Publishing Company. 
  
 NDIC (1993): “Annual Report and Statement of 



 82

Accounts”. Lagos: Academy Press Plc. 
  
 Nwankwo, G.O. (1980): The Nigerian Financial System. 

London: Macmillan. 
  
 Nwankwo, G.O. (1990): Bank Management. Lagos: 

Malthouse Press. 
  
 Nwezeaku, N.C. (2006): Theories and Practices of 

Financial Management. Owerri: Springfield 
Publishers. 

  
 Nworuh, G.E. (2001): Fundamentals of Applied 

Quantitative Techniques for Management Decisions. 
Owerrri: Bon Associates – HRDC. 

  
 Nzotta, S.M. (2005): Corporate Financial Decisions, 

Volumes I and II. Owerri: Oliverson Industrial 
Publishers. 

  
 Nzotta, S.M. (2004): Money, Banking and Finance: 

Theory and Practice. Owerri: Hudson-Jude Nigeria 
Publishers. 

  
 Olowe, R.A. (1997): Financial Management: Concepts, 

Analysis and Capital Investments. Lagos: Brierly 
Jones Nigeria Limited. 

  
 Osaze, B.E. and Anao, A.R. (1990): Managerial Finance. 

Benin City: Uniben Press. 
  
 Pandey, I.M. (1999): Financial Management, (8th ed.). 

New Delhi: Vikas Publishing House PVT Limited. 
  

Rafuse, M.E. (1996): “Working Capital Management: An 
Urgent need to refocus” Management Science MCB 
up Ltd. Vol. 34 No. 2, 59 – 63. 

 
 Reed, W.R.  et al. (1980): Commercial Banking. New 

Jersey, Prentice Hall Inc. Englewood Cliffs. 



 83

  
 Ross et al. (2001): Essentials of Corporate Finance, (3rd 

ed.). New York: McGraw-Hill/Irwin. 
  

Schwester, G.F. and Krueger, T.M. (2005)” And Analysis 
of working capital management Results Across 
Industries” American Journal of Business. Vol. 20, 
No. 2 pages 11-18. Manuscript retrieved April, 2007 
from http:/www.bsu.edu/mcobwin/majb/index.php 

 
Teruel-Garia, P.T. and Salano, P.M. (2007) “Effects of 

working capital management on SME Profitability” 
International Journal of Management Finance: 
Emerald Group Publishing Ltd. Vol. 3. No. 2 page 
164 – 177. http:/www.emeraldinsight.com 

 
 Van-Horne, J.C. (2002): Financial Management and 

Policy, (12th ed.). New Delhi: Pearson Educational 
(Singapore) Ltd. 

 
 


