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Abstract

This study investigated the effect of capital adequacy and liquidity on the profitability of deposit money banks in Nigeria with particular interest in skye bank Nigeria plc. The study made use of secondary data, obtained from the bank’s annual reports and statements of accounts. Covering a period of 2006-2015, from which return on assets, capital adequacy, liquidity ratios and asset size were computed. Simple linear regression was performed. The Findings revealed that liquidity and capital adequacy have significant and positive effect on the profitability of bank. The study therefore, recommends that subsequent reform of the banking industry should be geared toward maintaining adequate level of liquidity and capital adequacy rate which will in the long run enhance profitability of the banks.
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Introduction 

In every system, there are major components that are paramount to its survival. In banking sectors, capital adequacy and liquidity played very crucial roles in the successful functioning of banks, the upward review of capital  base  of  banks resulted  in  bigger,  stronger  and  more  resilient  financial institutions (Asikhia & Adeyinka, 2013). Adequate capitals in banking boost confidence of the customer, the public and the regulatory authority in the continued financial viability of the bank. Liquidity shortage, no matter how small, can cause great damage to a bank’s operations.  Liquidity crisis, if not properly managed, can instantly destroy those good customer relationships built over the years. Managing liquidity is therefore a core daily process requiring bank managers to monitor and project cash flows to ensure that adequate liquidity is maintained at all times (Jonathan, Victor and Mba, 2013).

Resolving  the  problem  of  unsound  banking and  enhancing the efficient management in the banking system is the  aims  of  bank  capitalization (soludo, 2005).   Lemo (2005) said that solid capital base would enable the banking system to develop the required flexibility to support the economic development of the nation, by efficiently performing its functions as the pivot of the process of financial intermediation. According to Aderinokun (2004) Nigerian bank would be strengthen and, in the process, deepen activities within the industry, provide better funding for banks lending activities and increase profitability if the capital base of banks in Nigeria increased. Improved capital will help to reduce risk, to ensure quality asset management and to put banks in a strong liquid position. 

Isu (2009) states that most of the banking sector reforms, from inception, were always aimed at addressing peculiar problems in the sector. From Banking Ordinance of 1951 to the recapitalization reform of 2005, the reform were designed to ensure a diversified, strong  and  reliable  banking  sector  which  will  ensure  the  safety  of  deposits  money,  play  active developmental  role  in  Nigeria  economy  and  be  competitive  players  in  the  global   banking space.  Ajayi (2005) states that bank with a strong capital base have the ability to absolve losses arising from increasing non-performing loans. The primary objective of a sound capital base is to guarantee an efficient banking system.

How efficient a company is at generating profits is an important consideration for shareholders. Profits are used to fund business development and pay dividends to shareholders, Profitability ratios measure a company’s performance and provide an indication of its ability to generate profits. the  Return on Assets is  the  key  ratio  for  the  evaluation  of  bank profitability and has become the most common measure in the empirical literature, it tells the investor how well a company uses its assets to generate income (Golin, 2001). 

Problem statement 

Years after the capitalization of banking sectors, there are strong indications that many celebrated banks in Nigeria have been declaring false profit margins due to poor financial standing, occasioned by the changing economic fortune in Nigeria and world in general (odutola, 2015).

The liquidity stress test was conducted by the Central Bank of Nigeria in June 2015 using the implied cash flow analysis and the maturity mismatch/rollover risk approaches to assess the resilience of the banking industry to liquidity and funding shocks which indicated that the capital position of ‘three small banks’ has fallen below regulatory capital requirement (Amuche, 2016). Following the inability of three more Nigerian deposits money banks to meet up 10% minimum capital adequacy rate, the CBN set a deadline of 2016 for them. If these banks do not meet up with the capitalization process on the expiration of the stipulated date will either be bought by other banks, or transferred to the asset management corporation of Nigeria (AMCON), the implication in a long run is that depositors will be denied access to their accounts until the merger process of each of these banks is completed (Joshua 2015). If merger or acquisition took place, their asset will increase which might lead to increase in profitability. How does capital adequacy, liquidity and assets size affect the profitability of deposit money banks? The objective of this study is to assess the effect of liquidity and capital adequacy on the profitability of deposit money banks.

Asikhia and Adeyinka (2013) used questionnaire in collecting the data and using questionnaire might not show most relevant data on performance variables and the result of their studies may not be free from being bias.

None of the studies used capital adequacy, size and liquidity all together to determine the profitability of banks with the exception of study by Molefe and muzindutsi (2016) and that study was conducted abroad. There is, therefore the need to carry out same study in Nigeria so as to assess the effect and application in the Nigerian banking sectors.

Hypotheses

Ho1: Capital adequacy has no significant effect on profitability of deposit money banks in Nigeria.
Ho2: Liquidity has no significant effect on profitability of deposit money banks in Nigeria.
Ho3: Asset size has no significant effect on profitability of deposit money banks in Nigeria.
Empirical review

Asikhia and Sokefun (2013) used both primary and secondary data collected through questionnaires and published financial statement of banks respectively from 2006 - 2010 to assess the effect of capital adequacy of both foreign and domestic banks in Nigeria and their profitability.  The findings  for  the  primary  data  analysis  revealed  a  non-significant  relationship  but  the  secondary  data  analysis showed  a positive and significant relationship between capital adequacy and profitability of bank.

Godwin and Moses (2015) carried out a study on fifteen deposit money banks in Nigeria from 2010-2012 to examine the liquidity-profitability trade off.  panel data and Two  models  were  specified  and  estimated  using  Ordinary  Least  Squares  (OLS) technique.  The  empirical  results  revealed  that  there  is  a  statistically  significant  relationship between  bank  liquidity  measures-current  ratio,  liquid  ratio,  cash  ratio,  loans  to  deposit  ratio, loans to asset ratio - and return on equity. However, when return on asset was used as proxy for profitability, the relationship became statistically insignificant.

Ikpefan (2012) examined the impact of shareholders’ fund on bank performance in the Nigerian deposit money banks from 1986-2006. The study employed cross sectional and time series of bank data obtained from Central Bank of Nigeria (CBN).The formulated models were estimated using ordinary least square regression method. The study identified a positive relationship between shareholders fund and bank loan. It also found a significant relationship between shareholders’ fund and banks’ liquidity, bank deposits, and bank loans.  The  efficiency  of management  measured  by  operating  expenses  is  negatively  related  to  return  on  capital.

Olarewaju and Adeyemi (2015) examined the existence and direction of causality between liquidity and profitability of deposit money banks in Nigeria. Fifteen quoted banks were selected for the study.  Pairwise Granga Causality test was carried out to determine the presence and direction of causality between banks’ liquidity and profitability. the study found no  causal  relationship between liquidity and profitability measure for banks The result also  shows  that  there  is  a  trace  of  unidirectional  causality  relationship  running  from  liquidity  to profitability  for  banks  like  Skye  bank,  First  bank,  Access  bank  and  FCMB.

Ali (2015) assessed the effect of liquidity management on profitability in the Jordanian commercial banks from 2005–2012. Thirteen banks have been chosen to express on the whole Jordanian commercial banks. Augmented Dickey Fuller (ADF) stationary test model was used to test for a unit root in a time series of the research variables and then testing hypothesis by using regression analysis. The empirical results show that an increase in the quick ratio and the investment ratio of the available funds leads to an increase in the profitability, while an increase in the capital ratio and the liquid assets ratio leads to decrease in the profitability of the Jordanian commercial banks. 

Molefe and Muzindutsi (2016) analyses the effect of capital and liquidity management on profitability in five leading South African banks from 2004 to 2014.  A co-integration panel analysis was used. The empirical results showed that there is no long-run relationship between banks’ profitability and liquidity and capital management. For the short-run, capital ratio was found to have significant positive effect on banks’ profitability; whereas  liquidity  does  not  have  an  effect  on  banks’  profitability.  The  study  also  revealed  that  the proxy  used  as  measurements  of  profitability  tends  to  affect  the relationship  between  banks’ profitability  and  liquidity  and  capital  management. 

Agbada and Osuji (2013) explored the efficacy of liquidity management and banking performance in Nigeria. Profitability and Return on Capital Employed (ROCE) were adopted as the performance indicators or dependent variables. The research accomplished through the administration of structured questionnaires. Pearson  product-moment correlation coefficient (r) were employed and the Findings indicated that there is significant relationship between efficient liquidity management and banking performance and that efficient liquidity management enhance the soundness of bank. 

Lee , Lim, Lingesh , Tan, and Teoh (2013) conducted a study to  identify  the  factors  significant  to  explain  Malaysia commercial  Banks  liquidity.  The  study  has  categorized  the  independent  factors  into  bank specific  factors  and  macroeconomic  factors.  The  bank  specific  factors  include  Bank  Size, Capital  Adequacy,  Profitability,  Non-Performing  Loans,  while  the  macroeconomic  factors include Gross Domestic Product, Inter-Bank Rate and Financial Crisis. The study obtained secondary  data  from  15  Malaysia  commercial  banks  from  the  year  2003  to  2012.  The  findings  revealed  that  all  the  factors  included  are  significant except  inter-bank  rates.  The  factors  with  positive  influence  on  bank  liquidity  are  Nonperforming  Loan,  Profitability  and  Gross  Domestic  Product.  On the other hand, factors to bring negative effect to bank liquidity are Bank Size, Capital Adequacy, Financial Crisis and Interbank Rate but turned out insignificant. 

Ndifon and Ubana (2014) assessed the impact of capital adequacy on Deposit Money Banks’ profitability in Nigeria, taking a case study of five selected banks from 1981 to 2011. The data for the study were obtained from secondary sources including the annual reports and financial statements of the selected banks and Central Bank of Nigeria (CBN) statistical bulletin. The study  adopted  the  Engle  and  Granger  two  steps  procedure  in  co-integration.  The study revealed that capital adequacy plays an important role in explaining banks profitability. 

Naser, Mohammad, and Ma'someh (2013) examined the effect of liquidity risk on the performance of commercial banks using of panel data related to commercial banks of Iran from 2003 to 2010. The results of research show that the variables of bank's size, bank's asset, gross domestic product and inflation will cause to improve the performance of banks while credit risk and liquidity risk will cause to weaken the performance of bank.

The studies by Naser, Mohammad, and Ma'someh (2013), Lee , Lim, Lingesh , Tan, and Teoh (2013), Molefe and muzindutsi (2016), Ali (2015), were conducted outside Nigeria. there is therefore, the need to carry out the study in Nigeria in order to assess the effect and application of capital adequacy and liquidity on the profitability of Nigerian deposit money banks.

Theoretical Framework

Signaling theory

Signaling theory explain the relationship between capital and profitability (Berger, 1995). Ommeren, (2011) states that under the signaling theory, bank management signals private information  that  the  future  prospects  are  good  by  increasing  capital and  a  higher  capital  is  a  positive  signal  to  the market value of a bank, a  lower leverage indicates that banks perform better than their competitors who cannot raise their equity without further deteriorating the profitability. Signaling hypothesis therefore, support a positive relationship between capital and profitability.

Expense Theory

According to the expense theory of Williamson (1963) cited in Ikpefan (2012) also known as  the  theory  of  managerial  discretion,  rather than profit maximization for shareholders, managers  have  the  option  in  pursuing  policies,  which  Maximize their own utility. The utility may include the  satisfaction  which  managers  derive  from  certain  types  of  expenditure.  Managers’ prestige, power and status are to some extent reflected in the amount of slack they receive in the form of expense account, luxurious offices and building, company cars and other perquisites of office.

Resource allocation theory

Resource allocation is the assignment of available resources to various uses.  It is a plan for using available resources, for example human resources, especially in the near term, to achieve goals for the future. It is the process of allocating scarce resources among the various projects or business units. 

For the purpose of this study, this theory entailed that effective allocation of capital, liquidity and asset brings about increase in efficiency on the part of management of the firms, which in turn would likely contribute to the profitability of the firms. Therefore, resource allocation theory is adapted as underpinning this study, that positive relationship exists between capital, liquidity asset size and profitability of banks.

Methodology 

This study employed ex-post facto research design. The dependent profitability indicator used in this study is Return on Asset (ROA), the independent variables are capital adequacy, size and liquidity status. The data for this study were obtained from the annual reports and accounts of sky bank. Regression technique of data analysis was used to establish the nature of the relationship between capital adequacy, size, liquidity and the profitability of Skye bank Nigeria Plc. In addition, various tests ranging from normality test; Shapiro-Wilk test and heteroskedasticity test were conducted.

Table 1: Variables and their measurements
	 Variables
	Measurements

	Dependent variable:

              Return on asset
	Total income to total asset

	Independent variables:

              Capital adequacy
	Total capital to total assets

	              Liquidity
	Current assets to current liabilities

	              Asset size
	Log of total assets


Source: Generated by the researchers

Model Specification
For the purpose of this study the following linear regression equation was adopted with modification from the research by Ikpefan (2014)

ROAat = α + β1CADat+ β2LQDat + β2ASSat +eit ... (i)

Where:

ROAat = Return on asset (Profitability) of Bank a at time t (Total income to total asset)

CADat = Capital adequacy of bank a at time t (Total Capital to Total Asset)

LQDat = Liquidity of bank a at time t (current assets to current liabilities)

ASSat = Asset size of bank a at time t (log of total assets)

α = the constant, β = the coefficient, eit = Random error term where i is cross sectional and t time identifier

This model is used to analyse hypothesis one, two and three that Capital adequacy, liquidity and asset size respectively has no significant effect on profitability of Skye banks Nigeria plc.

4.0 Results and Discussions

In this section, the presentation of result, analysis and interpretation of the data collected for the purpose of testing the model used. Also, findings are discussed.

Table 2: Regression Results of the effect of Capital Adequacy and liquidity on Profitability
	Dependent Variable: Return on Assets

	Independent Variable
	Coefficient estimâtes (and P>/t/)

	
	      OLS Regression
	

	CAD
	    1.1413 (0.033)**
	

	LQD
	      .4707559 (0.085)***
	

	ASS
	   -1.166785 (0.011)*
	

	Constant
	    9.617618
	

	R2
	    0.72
	

	ADJ R2
	    0.58
	

	Prob. F                                    0.04

Significance at 1% (*), 5% (**) and 10% (***)


Source: Author’s computation

From the above table 2, the prob. F-value is 4%. This implies that the capital adequacy and liquidity significantly influenced the profitability of Skye bank.  The R-square is 72% meaning that 72% of the fluctuations of profitability of Skye bank is explained by capital adequacy and liquidity and the rest can be explain by other variables which are not mentioned in this model. The remaining 28% (100%-72%) are error term or disturbances or other independent variable that are not mentioned.

The p value of cad (capital adequacy) is 0.03 and the sign of the coefficient is positive.  This implies that capital adequacy is positively and significantly influenced the profitability of Skye bank Nigeria. It also implies that an increase in capital adequacy other independent variables remain constant increases the profitability of Skye bank positively and significantly. This finding is consistent with the findings of Asikhia & Sokefun (2013) and Molefe & Muzindutsi (2016).

However, the p value of Lqd (liquidity ratio) is 0.08 and the sign of the coefficient is positive.  This means that liquidity has positive and significant effect on the profitability of Skye bank Nigeria. It also implies that an increase in liquidity other independent variables remain constant increases the profitability of Skye bank positively and significantly.  This finding is in line with the findings of Agbada & Osuji (2013). 

Table 3: Normality tests
	a. Shapiro-Wilk W test for normal data
	b. Durbin's   alternative   test   for autocorrelation

	Var

E
	Obs

10
	W

0.94
	V

0.877
	Z

-0.221
	Prob>z

0.58758
	lags(p)

1
	chi2

0.553
	Df

1
	Prob > chi2

0.4571


Source: Author’s computation
Table 3a above is the diagnostic checking conducted using Shapiro-wilk test to determine the normality of the residuals. The p-value 58% (above 5%) means that the residuals are normally distributed.
The heteroskedasticity test conducted to determine whether the model is heteroskedastic or not. The model showed that the panel variables are strongly balance; the variables fitted values of roa. The p-value 44% (above 5%) means that the residuals are homokedastic. 

Table 3b above is the Durbin's alternative test for autocorrelation conducted to check whether the residuals are serially correlated or not. The p value 45% which means that residuals are not serially correlated.

5.0 Conclusions and Recommendations

The study assessed the effect of liquidity and capital adequacy on the profitability of deposit money banks. The study was conducted using Return on assets of the banks as proxy of profitability. Based on the results obtained from statistical analyses of the study data, it was concluded that capital adequacy and liquidity have significant and positive effect on the profitability of deposit money banks. On the other hand, asset size has significant but negative effect on the profitability of deposit money bank. This finding does not differ much from those of some prior studies carried out on the effect of capital adequacy, liquidity and bank profitability. Capital adequacy and liquidity in Nigeria have met the popular expectations of enhancing the profitability. Banks with larger capital and good liquidity positions performed better (in terms of profitability) than they would have in the absence of such. 

The study therefore, recommends that the regulators of banking sectors should pay more emphasis or be geared toward maintaining adequate level of liquidity and capital adequacy rate that will enhance profitability of the banks. It was also recommended that subsequent reform efforts should be made to create bigger banks as that will increase their capital bases which will subsequently enhance the profitability of banks.

Furthermore, the study on effect of capital adequacy liquidity and the profitability of banks needs to be carried out in Nigeria again because some factors which might have affected the liquidity, bank’s capital, asset size and its profitability occurred in Nigeria; the implementation of treasury single account (TSA) and the devaluation of naira.
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