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The issue of liquidity and profitability management is a paramount one in 
the banking industry. The problem becomes pronounced when the 
commercial banks try to maximize their profit at the expense of liquidity. 
This causes technical and financial hardship in bank management and 
performance. This study was carried out on four deposit money banks in 
Nigeria between 2007 and 2016, using Pearson correlation co-efficient 
technique. The empirical results revealed that there is a statistically 
significant relationship between banks’ liquidity, return on asset and return 
on equity. However, the relationship is not all that statistically significant 
when return on asset was used as proxy for profitability. It was suggested 
that the banks should evaluate and redesign their liquidity management 
strategy so that it will optimize returns to shareholders equity and also 
optimize the use of the assets. The study showed that good management and 
control of factors influencing the liquidity of commercials banks in the 
country could improve the financial performance of banks. 
  
Key words: Equity, liquidity, bank deposit, assets, bank run. 

 
 
INTRODUCTION  
 
Deposit money banks contribute significantly to the 
effectiveness of the entire economic system. They do this by 
providing an efficient mechanism for the mobilization of 
resources and efficiently channeling them for productive 
investment (Wilner, 2000). However, efficient financial 
intermediation by a deposit money bank is a function of 
purposeful attention of the bank’s management to the 
conflicting goals of liquidity and profitability. According 
Olagunji, Adeyanju and Olabode (2011), both goals run in 
opposite directions in the sense that an attempt by a bank 
to achieve higher profitability will certainly take a toll on 
the liquidity level and solvency position and vice versa.  

Liquidity is the ability of a deposit money bank to pay its 
short-term obligations to its depositors and creditors. 
Liquidity ratios are broadly classified into Current Ratio, 
Liquid ratio, and Net working capital ratio. It is used to 
ascertain how liquid a firm is and its potentials in meeting 
maturing short term obligations (Umobong, 2015). On the 
other hand profitability is the measure of the difference 
between the bank’s operating expenses and income. 
Liquidity and profitability can be likened to two centrifugal 
forces with contradictory objectives which at all times 
threaten to pull the bank apart. This dilemma is not 
peculiar   only  to   deposit  money  banks  in Nigeria (Eljelly 

2004).  
Profitability and liquidity as performance indicators are 

very important to all stakeholders: The shareholders are 
interested in the profitability of banks because it 
determines their returns on investment. Depositors are 
concerned with the liquidity position of their banks because 
it determines the ability to respond to their withdrawal 
needs, which are normally on demand or on a short notice 
as the case may be. The tax authorities are interested in the 
profitability of the banks in order to determine the 
appropriate tax obligation and size (Olagunji et al., 2011).  

Deposit money banks as business firms want to maximize 
profits. Their profits are primarily from interest on their 
assets, such as loans and investment even cash. However, 
most of their liabilities are deposits payable practically on 
demand. For that reason, managing healthy liquidity level 
while at the same time maximizing profit becomes central 
issues in banking.  

 The contradictory nature of liquidity and profitability 
can be explained by the intuitive reasoning that a bank 
operating with high liquidity (and in the process tying 
down investable funds) may have a low insolvency risk, but 
with a trade-off of low profitability. Conversely, a bank 
operating   at    a     low    liquidity   level   (and   thus  freeing 
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investible funds) may face high insolvency risk, but with a 
tradeoff of higher profitability.  

According to Charumathi (2008), banks are always 
aiming at maximizing profitability while at the same time 
trying to ensure sufficient liquidity.  In order to achieve 
these contradictory objectives, it is essential that banks 
have to monitor, maintain and manage their assets and 
liabilities portfolios in a systematic manner taking into 
account the various risk involved in these areas like the 
interest rate risk, operation risk and gap analysis.   

The risk of illiquidity may increase if principal and 
interest cash flows related to assets, liabilities and off-
balance sheet items are mismatched. Managing liquidity is a 
fundamental component in the safe and sound management 
of all financial institutions. Sound liquidity management 
involves prudentially managing assets and liabilities, 
minding both the cash flow and concentration in order to 
ensure that cash inflows have an appropriate relationship 
to cash outflows. This needs to be supported by a process of 
liquidity planning which assesses potential future liquidity 
needs, taking into account changes in economic, regulatory 
or other operating conditions. 

In Nigerian, in the light of the intensive competition in the 
banking sector resulting from the increasing number of 
local banks, as well as the re-entrant of foreign banks, the 
operating environment is so competitive and tense that any 
deposit money bank that hopes to survive must ensure an 
astute management of its profitability viz-a-viz its liquidity 
level as both variables can make or mar its future.  

The challenges of inefficient liquidity management of 
banks in Nigeria were brought to the fore during the 
liquidation and distress era of the late 1980s and early 
1990s. The negative cumulative effects of the banking 
system liquidity crisis from the 1980s and 1990s lingered 
up to the re-capitalization era in 2005 in which banks were 
mandated by CBN to increase their capital base from N2 
billion to an astronomical N25 billion. This move was 
believed would be able to stabilize and rectify the bank 
liquidity problem that was prevalent in the economy 
(Fadare, 2011).  

 This study, based on four of the banks operating in 
Nigeria chosen by age, spread, innovation and ranking 
respectively (First Bank, Guaranty Trust Bank, First City 
Monument Bank, and Diamond Bank), covers a ten years 
period - 2006 to 2015 (CBN, 2016). The study will provide 
constructive an objective information perceived to be vital 
tools for management decisions and controlling the day to 
day operations of the banking sector in Nigeria.  
 
Problem of the study 
 
The operational activities carried out by banks are hardly 
devoid of risks and problems, because the bank is seeking 
to maximize its expected profits. This requires optimum 
utilization of the available resources. Since the banks are 
expected at any moment to meet the obligations of its 
clients and depositors who want to borrow or withdraw 
their savings, the problem arises when the  Bank is not  able  

 
 
 
 
to meet these obligations especially those unexpected ones. 
This may cause embarrassment for the bank. Its clients may 
lose their trust and confidence leading to bank run.  

Therefore, as each commercial bank tries to maximize its 
profits, it must also be able to meet the financial obligations 
of its depositors by holding a sufficient amount of liquidity. 
In order to achieve this delicate balance between the 
profitability and liquidity, Banks should determine the 
optimal amount of cash that will enable them to achieve the 
balance between profitability and liquidity together, 
because each level of liquidity has a different effect on the 
levels of profitability.    

This research study sought to find out the effect of 
liquidity on financial performance of Nigeria deposit money 
banks. Specifically the effect of liquidity return on assets 
and the relationship between liquidity return on equity of 
Nigeria banks. 
 
Study hypotheses  
 
To achieve the objectives of this study, the following has 
been hypothesized:  
i. Liquidity has no significant influence on Return on 
Equity of Deposit Money Banks in Nigeria.  
ii. Liquidity has no significant impact on Return on 
Assets of Deposit Money Banks in Nigeria.  
iii.  
 
Literature Review 
 
In order to determine the extent of the bank ability to make 
profits from its invested money, the following two ratios 
are the most commonly used ratios used in assessing the 
banks (earnings) profitability :1). Return on assets (ROA), 
this ratio measures the efficiency of a firm at generating 
profits from its assets, (2) ROE, shows how well a company 
uses investments to generate earnings growth and (3) 
Liquidity (Current ratio – CR) is a measure or available cash 
or near cash to settle liabilities. These are well displayed in 
the conceptual framework (Figure 1) 
 
Theories of the relationship between liquidity and 
profitability 
  
A number of theories have been put forward which seek to 
provide insight into the underlying relationship between 
liquidity and profitability of deposit money banks. Osborne, 
Fuertes and Milne (2012) postulated that higher liquidity is 
often costly to banks, implying that higher liquidity reduces 
profitability. However, according to the trade-off theory, 
higher liquidity may also reduce a bank’s risk and hence the 
premium demanded to compensate investors for the costs 
of bankruptcy.  
 
Commercial loan theory  
 
This theory states that the liquidity of the commercial bank 
achieved automatically through self-liquidation of the loan,  
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Figure 1:  Conceptual Framework 

 
 
 
which being granted for short periods and to finance the 
working capital, where borrowers refund the borrowed 
funds after completion of their trade cycles successfully. 
According to this theory, the banks do not lend money for 
the purposes of purchasing real estate or consumer goods 
or for investing in stocks and bonds, due to the length of the 
expected payback period of these investments, whereas this 
theory is proposed for traders who need to finance their 
specific trading transactions and for short periods 
(Emmanuel, 1997). 
 
Anticipated income theory  
 
This theory holds that a bank’s liquidity can be managed 
through the proper phasing and structuring of the loan 
commitments made by a bank to the customers. Here the 
liquidity can be planned if the scheduled loan payments by 
a customer are based on the future of the borrower. 
According to Nzotta (1997) the theory emphasizes the 
earning potential and the credit worthiness of a borrower 
as the ultimate guarantee for ensuring adequate liquidity. 
Nwankwo (1991) posits that the theory points to the 
movement towards self-liquidating commitments by banks. 
This theory has encouraged many commercial banks to 
adopt a ladder effects in investment portfolio. 
 
Liquidity-Profitability trade-off theory  
 
The Liquidity-Profitability Trade-Off theory is another 
theory upon which this study is hosted. The theory posits 
that a trade-off exists between the liquidity and the 
profitability of a firm, and that a firm cannot pursue the two 
objectives of being profitable and being liquid at the same 
time without automatically affecting the other. The theory 
presupposes that the regulation of banks is necessary to 
maintain safety and soundness of the banking system, to 
the extent, which put banks in a position to meet their 
liabilities without difficulty. One outcome of the recent 
financial crises is the recognition that liquidity is as 
important to the bank stability, as are capital requirements. 
Previous studies showed that banks with higher liquidity 

and larger capital buffers are less vulnerable to failure 
during financial crisis Bagyenda et al. (2011) and this made 
it imperative for the regulatory authorities to compel 
greater solvency and liquidity on individual banks than 
making it optional. This theory is adopted because it 
captures the financial performance of banks and the LCR 
variable, which measures the short -term liquidity positions 
of banks in the model adopted by this study. 
 
Conceptual framework  
                        
Empirical evidences 
 
A study which investigated the relationship between 
liquidity and profitability of some selected banks and 
companies quoted in Nigerian Stock Exchange was carried 
out by Obiakor and Okwu (2011). The central objective of 
the study was to examine the nature and extent of the 
relationship between liquidity and profitability and also to 
determine whether any cause and effect relationship 
existed between the two performance measures. Analysis 
was based on accounts of the banks and the companies for 
the relevant period. A model of perceived functional 
relationship was specified and estimated using correlation 
and regression analysis. The results indicated that while a 
trade-off existed between liquidity and profitability in the 
banks with a negative but insignificant impact, the two 
variables were positively correlated. 

Heibati et al. (2009) examined and compared the 
performance of private banks in Iran and Arabic countries 
of Persian Gulf area. The empirical results from regression 
analysis of cross-country panel data of the banks showed 
statistically significant relationship between liquidity and 
profitability of the banks especially during initial years of 
their activity.  

Ibe (2013) investigated the impact of liquidity 
management on the profitability of banks in Nigeria. Three 
banks were randomly selected to represent the entire 
banking industry in Nigeria. The proxies for liquidity 
management include cash and short-term fund, bank 
balances   and  treasury  bills  and   certificates, while  profit  
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after tax was the proxy for profitability. Elliot Rosenberg 
Stock (ERS) stationary test model was used to test the 
association of the variables under study, while regression 
analysis was used to test the hypothesis. The result showed 
that there is a statistically significant relationship between 
the variables of liquidity management and profitability of 
the selected banks.  

The study by Kehinde (2013) critically examined the 
relationship between credit management, liquidity position 
and profitability of selected banks in Nigeria using annual 
data of ten banks over the period of 2006 and 2010. The 
results from ordinary least squares estimate found that 
liquidity has significant positive effect on Return on Asset 
(ROA).   

Agbada and Osuji (2013) explored the efficacy of liquidity 
management and banking profitability performance in 
Nigeria. Profitability and Return on Capital Employed 
(ROCE) were adopted as proxy variables. Findings from the 
empirical analysis were quite robust and clearly indicated 
that there was a statistically significant relationship 
between efficient liquidity management and banking 
performance, and that efficient liquidity management 
enhances the soundness of the banks.  It was discovered 
that liquidity and profitability are indicators of bank risk 
management efficiency and cushion against losses not 
covered by current earnings.      

Javaid et al. (2011) analyzed the determinants of top ten 
banks’ profitability in Pakistan over the period 2004 to 
2008. They used the pooled ordinary least square (POLS) 
method to investigate the impact of assets, loans, equity, 
and deposits on one of the major profitability indicators of 
banks which is return on assets (ROA). The empirical 
results found strong evidence that these variables have a 
strong influence on profitability. However, the results 
showed that higher total assets may not necessarily lead to 
higher profits due to diseconomies of scale. Also, higher 
loans contribute toward profitability but the impact is not 
significant. Equity and deposits have significant impact on 
profitability.  

 Imad et al. (2011) studied a balanced panel data set of 
Jordanian banks for the purpose of investigating the nature 
of the relationship between the profitability of banks and 
their liquidity level for ten banks over the period 2001 to 
2010. Using two measures of bank’s profitability: the rate of 
return on assets (ROA) and the rate of return on equity 
(ROE), the results showed that the Jordanian bank’s 
liquidity explain a significant part of the variation in banks’ 
profitability. High Jordanian bank profitability tends to be 
associated with well-capitalized banks, high lending 
activities, low credit risk, and the efficiency of credit 
management. Results also showed that the estimated effect 
of size did not support significant scale economies for 
Jordanian Banks.   

The relationship between liquidity and the profitability of 
banks listed on the Ghanaian Stock Exchange was 
investigated by Lartey and Boadi (2013). The study was 
carried out on seven of the nine listed banks. The 
researchers made  use  of  the  longitudinal  time dimension  

 
 
 
 
model. Specifically the panel method time series analysis 
and profitability ratios were computed from the annual 
financial reports of the seven banks. The trend in liquidity 
and profitability were determined by the use of time series 
analysis. It was revealed that for the period 2005 to 2010, 
both liquidity and profitability had a downward trend. The 
main liquidity ratio was regressed on the profitability ratio. 
The result revealed that there was a positive and 
statistically significant relationship between liquidity and 
profitability of the listed banks. 

From an academic perspective, the literature on the twin 
concepts of liquidity and profitability is broad and varied. 
However, until recently, the empirical evidence within the 
Nigeria context had been rather scanty. In addition, some of 
the studies carried out on Nigeria such as Olagunji et al. 
(2011) made use of questionnaires. The results of such 
studies need to be taken with caution because of biased 
responses based on the position/prejudice of the 
respondents. Some others such as Uremadu (2012) made 
use of time series data with aggregate macro-economic 
variables of the banking system. This implies that the data 
were not drawn from the actual financial statements of the 
commercial banks.  

In effect, there are missing gaps in the Nigeria literature 
as there are few studies that have extracted data from the 
annual statements of deposit money banks to empirically 
investigate the profitability- liquidity nexus. Thus, this 
study will not only investigate the effect of liquidity levels 
on profitability of commercial banks, it will also contribute 
to the missing gap in the extant literature. 
  
 
METHODOLOGY 
  
Research Design  
 
The study based on liquidity and profitability management 
in Nigeria banks was carried out through descriptive 
research design. The population consists of the 23 
operational banks in the Nigerian economy. However, for 
the purpose of the study, 4 banks were purposefully chosen 
which could be regarded as fairly representative of the 
banking sector based on age, spread, innovation and 
ranking respectively (CBN, 2016). The banks selected have 
a wide branch network and timely published financial 
statement that are readily available in their website and 
also posted on the internet. The selected banks are: 
Diamond Bank, Guaranty Trust Bank, First Bank and First 
City Monument Bank. Financial statements of the above 
banks were used from (2006-2015), on variables such as 
liquidity (CR) and profitability (ROE and ROA) of the banks. 
 
Data analysis  
 
Data validity and reliability  
 
To ensure validity and reliability of the data collected, only 
published data in the form of  financial  statements which is  



 

 
 
 
 
a requirement by law was used. The board of directors of 
each bank has to attest to the validity and reliability and 
ensure that the statements show a true and fair view of the 
bank’s financial position. 

The data gotten through the secondary source were 
analyzed using correlation coefficient analysis in order to 
test the hypothesis. Correlation between sets of data is a 
measure of how well they are related. The most common 
measure of correlation in statistics is the Pearson 
Correlation. It shows the linear relationship between two 
sets of data. Two letters are used to represent the Pearson 
correlation: Greek letter rho (ρ) for a population and the 
letter “r” for a sample. The value of r is always between +1, 
0 and -1. A correlation of 0 shows no relationship between 
the variables, and that of +1 or -1 shows a perfect 
relationship. 

 A correlation coefficient of 1 means that for every 
positive increase of 1 in one variable, there is a positive 
increase of 1 in the other.  

 A correlation coefficient of -1 means that for every 
positive increase of 1 in one variable, there is a negative 
decrease of 1 in the other.  

 Zero means that for every increase, there isn’t a 
positive or negative increase. The two just aren’t related.  

The absolute value of the correlation coefficient gives us 
the relationship strength, the larger the number the 
stronger the relationship. There are several types of 
correlation coefficient formulas. One of the most commonly 
used formulas in stats is Pearson’s correlation coefficient 
formula.  

One of the most commonly used formulas in stats is Pearson’s correlation coefficient formula  

   r =               n(∑xy)-(∑x)(∑y)     

                  ( n ∑x2 - (∑x)2) (n∑y2- (∑y)2 )      

 

 

 
European Central Bank (ECB, 2010) cautioned that a good 
performance measurement framework should encompass 
more aspects of the performance than just profitability 
embedded in pure market-oriented indicators and should 
be less prone to the manipulation from the markets. Taken 
this caveat, this study employed Return on Assets (ROA) as 
a metric of financial performance. ROA is a key proxy 
measure frequently used in the literature of bank financial 
performance. It shows the profit earned per naira of assets 
and most importantly reflects the management’s ability and 
efficiency to utilize banks‟ financial and real investment 
resources to generate profits (Hassan & Bashir, 2003). The 
ROA depends on the bank’s policy decisions as well as on 
uncontrollable factors relating to the economy and 
government regulations. Rivard and Thomas (1997) 
asserted that bank profitability is best measured by ROA 
because high equity multipliers do not distort it. Guven and 
Onur (2009) corroborated this view by submitting that 
researchers focus on and make use of ROA to measure bank 
profitability to guard against most of the limitations 
associated with the use of other accounting financial 
performance proxies. 
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Studying determinants of profitability of commercial banks 
in Qatar, Elsayed (2013) employed ROA as a proxy measure 
of bank financial performance the same manner Miko 
(2010) did in his study of the impact of consolidation on the 
profitability of banks in Nigeria. Both studies measured 
ROA as profit before tax over the total assets. Pandey 
(2009) explained that the appropriate measure of profit is 
profit before tax because it shows earnings arising directly 
from the commercial operations of the business without the 
effect of financing. Given this backdrop, this study 
measured ROA as the profit before tax divided by total 
assets and follow Elsayed (2013) and Miko (2010) in 
employing ROA as a proxy measure of bank profitability.  
On the other hand Current Ratio was used for liquidity ratio 
because of it relative ease of recognition and computation. 
More so it is central to operational activity of the banks 
recognizing available cash and eligible short term bills vis-
à-vis Deposits liabilities (Kehinde, 2013). 
 
Data Collection, Tests and Interpretation  
 
This section deals with presentation of data, analysis and 
interpretation of data collected for this study.  Information 
was gathered through secondary data mainly the financial 
statements of the selected banks. In the study, variables 
which were included are; current ratio (liquidity), return on 
asset and return on equity as the measure of financial 
performance. This chapter analyses the variables involved 
in the study and estimates of the model presented in the 
previous chapter. The data gathered in course of this study 
are stated and presented in Appendix 1 
 
Data Summary (Mean) 
 
Summary figures used for the analysis are as presented 
below in Table 1 
 
Tables for calculating essential indices/data with the study 
variables for testing the hypotheses were as displayed in 
Tables 2-5 . 
 
HYPOTHESIS 1 
H0: There is no significant relationship between bank 
liquidity and return on equity. 
Y=CURRENT RATIO              
X=RETURN ON EQUITY [ROE] 
Σx=103.7 
Σy=6.86 
Σxy= 66.28         
Σx2=1446.72                  
 Σy2= 4.97 

             r = 10 [66.28]-[103.7][6.86] 

       [10[1446.72]-[103.7]
2
][10[4.97]-[6.86]

2
] 

         

    r =               662.8-711.38 

                      [3713.51][2.64] 

 

    r =                 -48.58 

                                  
9803.67 

    r =           -48.58 

                     99.01 

    r =            -0.48 

 

http://www.statisticshowto.com/linear-relationship/
http://www.regentsprep.org/regents/math/algebra/ao7/labsolute.htm
http://www.statisticshowto.com/how-to-compute-pearsons-correlation-coefficients/
http://www.statisticshowto.com/how-to-compute-pearsons-correlation-coefficients/
http://www.statisticshowto.com/how-to-compute-pearsons-correlation-coefficients/
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Table 1 . Summary of mean variables 2006-2015 
 

Mean/Year Return on equity Liquidity (CUR. RA) Return on asset 
1 7.32 0.83 2.47 
2 6.96 0.74 1.78 
3 14.45 0.76 2.96 
4 18.92 0.65 9.63 
5 13.68 0.52 2.85 
6 -1.42 0.67 -0.17 
7 9.18 0.83 1.79 
8 4.89 0.79 0.91 
9 10.99 0.75 2.81 
10 18.73 0.32 1.83 

 

 Sources: Financial Reports of First Bank, Guaranty Trust Bank, First City Monument Bank, Diamond Bank 
and Author’s computation. 

 
 

Table 2.   Return on equity and current ratio 
 

YEAR X Y X2 Y2 XY 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 

7.32 
6.96 
14.45 
18.92 
13.68 
-1.42 
9.18 
4.89 
10.99 
18.73 

0.83 
0.74 
0.76 
0.65 
0.52 
0.67 
0.83 
0.79 
0.75 
0.32 

53.58 
48.44 
208.80 
357.97 
187.14 
2.02 
84.27 
32.91 
120.78 
350.81 

0.69 
0.55 
0.58 
0.42 
0.27 
0.49 
0.69 
0.62 
0.56 
0.10 

6.03 
5.15 
10.98 
12.30 
7.11 
-0.95 
7.62 
3.86 
8.18 
6.00 

TOTAL 103.7 6.86 1446.72 4.97 66.28 
 

(Sources: Author’s computation.) 

 
 
 

             r = 10 [66.28]-[103.7][6.86] 

       [10[1446.72]-[103.7]
2
][10[4.97]-[6.86]

2
] 

         

    r =               662.8-711.38 

                      [3713.51][2.64] 

 

    r =                 -48.58 

                                  
9803.67 

    r =           -48.58 

                     99.01 

    r =            -0.48 
 

 
Correlation Co-efficient 
  Covariance x,y                  =                 COVx,y  
 Standard deviation of x and y   =      σx  σy 

=      -4.7514       =    -4.7514             

  19.04 X 0.48           9.1392 

= -0.52  

 
Interpretation of Result 
 
From the co-efficient correlation of the analysis, it shows 
that there is, Negative Correlation (-0.52) between banks 
liquidity and return on equity. This implies, an increase in 
bank liquidity is associated with decrease in return on 
equity. 

Therefore, H0 should be disputed and conclude that bank 
liquidity has significant relationship with return on equity. 
Since the significant to return on equity is Negative. 
 

HYPOTHESIS II 
 

H0: There is no significant relationship between banks 
liquidity and return on asset 
Y=CURRENT RATIO  
X=RETURN ON ASSET 
Σx= 26.88 
Σy=6.86                                                                                    
Σxy= 18.358      
Σx2= 134.2                     
Σy2= 4.97 
r =  10[18.358]-[26.88][6.86] 

   [10[134.2]-[26.88]
2
[10[4.97]-[6.86]

2
] 

        

 r =     183.58-184.40 

               [619.47][2.64] 

                                      

     r =         -0.82 

             1635.4008 

      r =           -0.82 

                     40.41    

    r =        -0.0005 
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Table 3.  Correlation co-efficient table (return on equity and current ratio 

 
 
 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 

 
X 

 
Y 

 
X - Ẍ 

 
Y-Ȳ 

 
[X- X][Y- Ȳ] 

 
[X-X]2 

 
[Y-Y]2 

7.32 
6.96 
14.45 
18.92 
13.68 
-1.42 
9.18 
4.89 
10.99 
18.73 

0.83 
0.74 
0.76 
0.65 
0.52 
0.67 
0.83 
0.79 
0.75 
0.32 

-3.05 
-3.41 
4.08 
8.55 
3.31 
-11.79 
-1.91 
-5.48 
0.62 
8.36 

0.14 
0.05 
0.07 
-0.04 
-0.17 
-0.02 
0.14 
0.1 
0.06 
-0.37 

-0.427 
-0.1705 
0.2856 
-0.342 
-0.5627 
0.2358 
-0.1666 
-0.548 
0.0372 
-3.0932 

9.3025 
11.6281 
16.6464 
73.1025 
10.9561 
139.0041 
1.4165 
30.0334 
0.3844 
69.8896 

0.0196 
0.0025 
0.0049 
0.0016 
0.0289 
0.0004 
0.0196 
0.01 
0.0036 
0.1369 

TOTAL 103.7 6.86   -4.7514 362.3602 0.228 
 

(Sources: Author’s computation.) 

 
 

Table 4.    Return on asset and current ratio 
 

YEAR        X Y X2 Y2 XY 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
TOTAL 

2.47 
1.78 
2.96 
9.63 
2.85 
-0.17 
1.79 
0.91 
2.81 
1.83 
  26.88 

0.83 
0.74 
0.76 
0.65 
0.52 
0.67 
0.83 
0.79 
0.75 
0.32 
6.86 

6.101 
3.168 
8.762 
92.740 
8.123 
0.029 
3.204 
0.828 
7.896 
3.349 
134.2 

0.69 
0.55 
0.58 
0.42 
0.27 
0.49 
0.69 
0.62 
0.56 
0.10 
4.97 

2.050 
1.317 
2.250 
6.474 
1.482 
-0.114 
1.486 
0.719 
2.108 
0.586 
18.358 

 

(Sources: Author’s computation.) 

 
 

Table 5  Correlation co-efficient table (return on asset and current ratio) 
 

  
      X 

 
Y 

 
  X-X 

 
Y-Y 

 
[X-X][Y-Y] 

 
X-X2 

 
Y-Y2 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
TOTAL 

2.47 
1.78 
2.96 
9.63 
2.85 
-0.17 
1.79 
0.91 
2.81 
1.83 
  26.88 

0.83 
0.74 
0.76 
0.65 
0.52 
0.67 
0.83 
0.79 
0.75 
0.32 
6.86 

-0.22 
-0.91 
0.27 
6.94 
0.16 
-2.86 
-0.90 
-1.78 
0.12 
-0.86 
-0.01 

0.14 
0.05 
0.07 
-0.04 
-0.17 
-0.02 
0.14 
0.1 
0.06 
-0.37 
0.86 

-0.038 
-0.046 
0.019   
-0.278 
-0.028 
0.057 
0.126 
-0.178 
0.007 
0.318 
18.94 

0.048 
0.828 
0.073 
48.164 
0.026 
8.180 
0.810 
3.168 
0.144 
0.740 
62.181 

0.0196 
0.0025 
0.0049 
0.0016 
0.0289 
0.0004 
0.0196 
0.0100 
0.0036 
0.1369 
0.2280 

 

(Sources: Author’s computation.) 
 

X = 26.88  10 = 2.69,                  Y = 6.86 ÷ 10 = 0.69 

 
 

r =  10[18.358]-[26.88][6.86] 

   [10[134.2]-[26.88]
2
[10[4.97]-[6.86]

2
] 

        

 r =     183.58-184.40 

               [619.47][2.64] 

                                      

     r =         -0.82 

             1635.4008 

      r =           -0.82 

                     40.41    

    r =        -0.0005 
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r =  10[18.358]-[26.88][6.86] 

   [10[134.2]-[26.88]
2
[10[4.97]-[6.86]

2
] 

        

 r =     183.58-184.40 

               [619.47][2.64] 

                                      

     r =         -0.82 

             1635.4008 

      r =           -0.82 

                     40.41    

    r =        -0.0005 
 

 
Correlation Co-efficient 
  Covariance x,y                           =     COVx,y  
 Standard deviation of x and y          σx  σy 
                                                           -0.2861           
                                                           7.87 × 0.48      
                                                     =     18.94  
                                                        62.181×0.228           
                                                            18.94           
                                                           14.177 
                                                         =  1.3359 
 
Interpretation of result 
 
From the co-efficient correlation of the analysis, it shows 
that there is, Negative Correlation of -0.0005 between 
banks liquidity and return on asset. This also implies that 
an increase in bank liquidity is associated with decrease in 
return on asset. Though minimal but very strong with co-
efficient of 14. 
Therefore, H0 should not be disputed and conclude that 
bank liquidity has no significant relationship with return on 
asset. Since the significant to return on asset is Negative. 
 
 
Discussion 
 
A journey through past studies showed that relationship 
exists between liquidity risk and profitability of banks. 
Rachdi (2013) provided evidence that liquidity positively 
affects the performance of the Tunis banking sector before 
and during the crisis using dynamic panel model.           

Result from the first test showed a negative correlation of 
-0.52 between banks liquidity and   return on equity. This 
implies, an increase in bank liquidity is associated with 
decrease in return on equity. This is in tandem with the 
finding of Liu et al. (2010) in their studies which showed 
that  liquidity negatively affects banks profitability 
measured using ROE. 

The second test also showed a negative correlation of -
0.0005 between banks liquidity and return on asset. This 
implies that an increase in bank liquidity is associated with 
decrease in return on asset. Though with minimal and 
insignificant correlation, the co-efficient of 14 is very 
strong. This is contrary to the findings of Kosmidou et al. 
(2004), that reported positive relationship between banks’ 
liquidity and return on asset, but the finding is consistent 
with Bourke (1989) submission.  

In an extreme situation, the problem of illiquidity can lead 
to insolvency. The profitability-liquidity trade-off required 
that banks develop sound techniques to prudently manage 
and address liquidity risk that may have systemic 
implications (Pandey, 2009).  

To curb this scenario, the Basel Committee on Banking 
Supervision initially published principles for sound 
liquidity risk management and supervision in 2008, which 
provided detailed guidance on the risk management and 
supervision of funding liquidity risk. The Committee has 
further strengthened its liquidity framework by developing 
minimum global liquidity standard called the Liquidity 
Coverage Ratio (LCR). This standard, an essential 
component of the Basel III reform is aimed at enhancing 
overall liquidity risk management by achieving the 
objective of increasing short-term resilience of a bank’s 
liquidity risk profile (BCBS, 2015).  

The importance of liquidity goes beyond the individual 
bank as liquidity shortfall at any individual bank can have 
systemic repercussions. A high liquidity ratio indicates a 
less risky and less profitable bank.  Soyemi et al. (2013) 
showed that one of the major causes of bank failures is low 
levels of liquidity. Liquidity risk has to be managed because 
it has tendency to compound other risks.  
 
 
Summary of the Findings 
 
Based on the analysis carried out, using Pearson correlation 
co-efficient. It is noted that bank liquidity has significant 
relationship on return of equity and return on asset. That is, 
it can be concluded that liquidity play a crucial roles on 
profitability of banks in Nigeria. The empirical results 
indicated that there is statistical significant relationship 
between profitability and liquidity when return on equity is 
used as a measure of profitability but the relationship 
becomes less significant if profitability is proxy by return 
on asset. Thus, the liquidity management of Nigerian banks 
maximizes returns to shareholders but it is producing less 
than optimal in terms of efficient utilization of assets. 
 
Conclusion  
 
Astute bank management entails delicate balancing of the 
liquidity and profitability trade-off. This is because 
excessive liquidity reduces profitability while excessive 
profitability risks exposure, as unguided pursuit of 
maximum profitability could lead to the insolvency of a 
bank. This study was carried out to empirically examine the 
relationship between liquidity and profitability of four 
banks in Nigeria with ten years financial statement of each 
of the banks, the concept of liquidity and profitability, 
assessment of banks profitability, liquidity management 
and anticipated income theory, commercial loan theory, 
liquidity-profitability trade off theories were explored. 

Since bank’s optimal liquidity level is likely to vary over 
the business  cycle,  typically  rising  when  there  are higher  



 

 
 
 
 
expected costs of distress, the relationship between 
liquidity and profitability is likely to be highly cyclical, 
becoming more positive during the periods of distress as 
banks that increase their liquidity improve their 
profitability (Osborne et al., 2012). Thus, there may be a 
positive or negative relationship between liquidity and 
profitability in the short-run depending on whether a bank 
is above or below its optimal liquidity level. Flannery and 
Rangan (2008) assert that indeed that higher liquidity only 
reduces profitability if banks are above their optimal 
liquidity level, for example due to regulatory requirements 
or unexpected shock (Flannery and Regan 2008). A bank 
with a higher liquidity level has more chances of surviving 
and improving profitability in the future. The effect is to 
increase bank’s optimal liquidity level.  

Agbada and Osuji (2013) succinctly captured the 
relationship between liquidity and profitability this way: 
“Maximum safety or in simple language we can say liquidity 
can be attained only if the banks keep high amount of cash 
against the deposits they hold. But if they do this, this will not 
bring profit for the banks. Similarly, if they go the other way 
round that is they only keep investing and trying to increase 
the profitability factor then they will have illiquidity problem 
if customers demand for much cash in a given period”. 

Thus, the authors advocated that a good banker should 
try to reconcile the twin conflicting objectives by actually 
working out a good portfolio mix. This can be done by 
analyzing the situation, studying the objectives and 
therefore choosing a diversified and balanced asset 
portfolio.  
 
Recommendations 
 
Based on the critical evaluation of the findings, made in this 
study, we hereby make the following recommendations 
with the sincere conviction that they will help to reduce if 
not totally eradicate the problems associated with liquidity 
management and profitability in deposit money banks in 
Nigeria. 

(i) Since the survival of deposit money banks depend 
on liquidity management and profitability, they should not 
solely concentrate on the profit maximization concept but 
also adopt measures that will ensure effective liquidity 
management. The measures will help to minimize or avoid 
cases of excessive and deficient liquidity as their effects are 
negative.  

(ii) Instead of keeping excessive liquidity as a 
provision for unexpected withdrawal demands of the 
customers, the deposit money banks should find it 
reasonable to adopt other measures of meeting such 
requirements, which can include borrowing and 
discounting bill.  

(iii)  The deposit money banks should create a 
customer forum where their customers will be educated on 
varieties of deposits and the operational requirements of 
each of them. A situation where the customers operate any 
of the deposits as required, the deposit money banks 
should   be   able   to   estimate   the   liquidity   level   to   be  
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maintained.  
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Appendix I : Data presentation 
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BANK YEAR RETURN ON EQUITY RETURN ON ASSET CURRENT RATIO 
DIAMOND 2016 0.93 0.12 0.71 
FCMB 2016 2.87 2.84 1.00 
FIRST BANK 2016 2.89 2.81 0.67 
GTBANK 2016 22.59 4.10 0.92 
MEAN  7.32 2.47 0.83 
DAIMOND 2015 1.84 0.25 0.60 
FCMB 2015 1.97 1.95 0.85 
FIRSTBANK 2015 0.79 0.77 0.61 
GTBANK 2015 23.25 4.14 0.89 
MEAN  6.96 1.78 0.74 
DIAMOND 2014 10.72 1.26 0.74 
FCMB 2014 4.13 4.10 0.84 
FIRSTBANK 2014 18.16 2.27 0.61 
GTBANK 2014 24.78 4.19 0.83 
MEAN  14.45 2.96 0.76 
DIAMOND 2013 21.51 2.20 0.54 
FCMB 2013 4.59 4.58 0.63 
FIRSTBANK 2013 23.68 1.83 0.70 
GTBANK 2013 25.9 29.9 0.73 
MEAN  18.92 9.63 0.65 
DIAMOND 2012 21.50 2.17 0.64 
FCMB 2012 9.61 1.4 0.10 
FIRSTBANK 2012 19.12 2.57 0.61 
GTBANK 2012 4.48 5.26 0.70 
MEAN  13.68 2.85 0.52 
DIAMOND 2011 -23.98 -3.07 0.55 
FCMB 2011 -9.40 -1.86 0.77 
FIRSTBANK 2011 6.11 0.93 0.64 
GTBANK 2011 21.61 3.34 0.71 
MEAN  -1.42 -0.17 0.67 
DIAMOND 2010 5.58 1.19 0.78 
FCMB 2010 5.44 1.16 0.97 
FIRSTBANK 2010 7.91 1.38 0.76 
GTBANK 2010 17.80 3.42 0.79 
MEAN  9.18 1.79 0.83 
DIAMOND 2009 5.98 1.06 0.66 
FCMB 2009 0.52 0.15 0.87 
FIRSTBANK 2009 0.40 0.07 0.82 
GTBANK 2009 12.65 2.34 0.81 
MEAN  4.89 0.91 0.79 
DIAMOND 2008 8.97 2.61 0.65 
FCMB 2008 10.38 2.95 0.74 
FIRSTBANK 2008 8.97 2.61 0.66 
GTBANK 2008 15.64 3.06 0.93 
MEAN  10.99 2.81 0.75 
DIAMOND 2007 23.73 2.41 0.46 
FCMB 2007 18.75 2.21 0.04 
FIRSTBANK 2007 23.73 2.41 0.38 
GTBANK 2007 27.43 0.27 0.39 
MEAN  23.41 1.83 0.32 

 
Sources: Financial Reports of First Bank, Guaranty Trust Bank, First City Monument Bank, Diamond Bank and Author’s computation 

 
 
 
 

 
 
 

 
 


