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Abstract

The paper reviewed Theoretical framework, neo-classical economics and modern finance
theory: Commercial Loan Theory, Credit Risk Theory, Theory of Bank-Based Financial System,
Debt intermediary hypothesis, Preference-Adverse Selection Theory, Financial Intermediation
Theory, Supply leading theory, Loan Pricing Theory, Shiftability Theory Of Liquidity, Agency
Theory, Theories of Economic Growth, Harrod—Domar Model, Solow—Swan Model, Theories of
liquidity management, Liability/Liquidity Management Theory, Liquidity Preference Theory,
theories of profitability, Profit Maximization Theory, Clark Theory of Profitability, Schumpeter
Theory of Profitability, Income Theory of Money, Anticipated Income Theory, Portfolio Theory,
Asset Liability Management Theory, Neo-Classical Theory of Interest Rate, Classical theory of
political economy and development, Pecking Order Theory (POT)/Hypothesis Of Lending,
Financial Repression Hypothesis, Asymmetric Information Theory, Pro-Concentration Theory,
Trade-off Theory and Signaling Hypothesis as it relates with Banks’ credits, profitability of
banks. Many economists have stressed that banks as a major component of financial system,
provide linkages for the different sectors in order to ensure the attainment of the
macroeconomic objective of government. A bank is a financial intermediary that accepts
deposit from customers and channels the amount mobilized to borrowers in the form of loans
and advances. Bank credits represent the amount of loan and advances to individuals and
organizations from banking system. The likes of McKinnon (1973) and Shaw (1973) noted that
the efficiency of financial intermediation is affected by regulatory regime at a point in time.
Deregulation involves a regulatory framework that permits the development of competitive
system where consumers are served at reasonable cost. In other words, it is believed that
liberalization allows for a market driven intermediation which leads to competition and
efficient allocation of credit to sectors that are better able to use it productively. In
conclusion, anticipated income theory serves as a major theoretical undepinning of banks’
credit and profitability cum liquidity management policies and equally analyzes borrowers’
credit worthiness. The theory also provides the banks with the criteria for evaluating the
potentials of a borrower to successful repayment of loan on time which ultimately affects
the interest income which can be used to influence the liquidity position of a bank.
Moreover, the theory holds the view that if credit were adequately managed, interest income will

IIARD - International Institute of Academic Research and Development Page 28



http://www.iiardjournals.org/
mailto:bunmiefuntade@yahoo.com
mailto:alaniefuntadee@yahoo.com
https://doi.org/10.56201/ijssmr.v8.no1.2022.pg32.40

World Journal of Finance and Investment Research E-ISSN 2550-7125 P-ISSN 2682-5902
Vol 7. No. 2 2023 www.iiardjournals.org

be influenced, which will affect the investment opportunities and ultimately increase the liquidity
position of the bank.

Keywords: Theoretical framework, neo-classical economics and modern finance theory, banks’
credits, profitability of banks

1.0 Introduction

Many economists have stressed that banks as a major component of financial system, provide
linkages for the different sectors in order to ensure the attainment of the macroeconomic
objective of government. A bank is a financial intermediary that accepts deposit from
customers and channels the amount mobilized to borrowers in the form of loans and advances.
Bank credits represent the amount of loan and advances to individuals and organizations from
banking system.

According to Schumpeter (1911), the role of financial intermediation is central to
economic development. The financial intermediation role of the banking system affects the
allocation of savings, thereby improving productivity, technical change and the rate of
economic growth hence played a pivotal role in economic development. "The banker
stands between those who wish to form new combinations and the possessors of productive
means. He is essentially a phenomenon of development, though only when no central authority
directs the social process. Financial intermediation theory first formalized by Goldsmith (1969),

McKinnon (1973) and Shaw (1973), describes financial market as playing the central role in
economic  development. They attribute differences in economic growth experienced in
different countries to the quality and quantity of services provided by financial institutions.
McKinnon argues that complimentarity exists between money and physical capital and it is
manifest in money demand. Shaw argues that efficient financial intermediation consequent
to financial deregulation stimulates incentive to save, as well as investment as a result of rising
supply of credit (Nnanna, Englama & Odoko, 2004).

The financial services provided by banks is essential to economic and financial development.
Their role as financial intermediaries facilitates rapid economic growth. Financial stability
is vital for any nation so therefore the financial institutions need to be properly managed. The
velocity of loan creation in an economy significantly influences the productive activities in a
nation. The main motive of a bank is to redirect funds from the surplus sector to the deficit
sector in a profitable and sustainable manner. Interest on loans and advances are the main
sources of income for a commercial bank, by given out loans, banks are exposed to
different forms of risks e.g. liquidity risk, credit risk, etc.(Kargi, 2011).Cost and risk of
financial intermediation depends on the forces of demand and supply as tested using the supply
leading and demand following hypothesis (Nazifi, Magaji, & Amase, 2022). There are various
theories about the correct mode of operation of banks lending for industriall and economic
development.
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2.1  Theories of Financial of growth

2.11 Commercial Loan Theory

This theory was dewveloped by Adam Smith in England in the 18th century (Sanghani,
2014). It was developed in the nineteenth century (Sanghani, 2014). The commercial credit
theory or the real bills doctrine states that a commercial bank should only make short-term, self-
liquidating productive loans to firms that improve the commercial bank's profit situation through
interest on the loan. Loans to finance the production and development of goods in the successive
stages of production, storage, transportation and distribution are considered self-liquidating
loans.

The oldest theory of banking is the commercial loan theory, also called the real bills
doctrine. The commercial loan theory holds that banks should lend only on short term, self-
liquidating, commercial paper. According to Hosna & Manzura (2009), the commercial loan
theory is geared to influence persuasively both the bank lending and the general economic
activities. Strict adoption of this theory will reveal that it is expected to serve as a monetary
supply to changes in aggregate economic activity.

Proponent of this theory maintains that commercial liquidity will be assured as long as -its' assets
are held on short-term. Funds that could be liquidating in the normal course of business, the
theory holds that since bank liabilities are principally repayable on demand or at very short
notice, bank lending should be confined to short -term working capital advances for financing
production, storage and movements of goods, the final sale of which will provide fund for
repayment such loans are said to be self -liquidating. The theory posits that commercial banks,
because of their funding base, should make only short -term self- liquidity productive loans.

Kargi (2011) posited that the strong tie to this conception is rather orthodox if consideration
is given to the fact that at the time of the supremacy of the theory, there were little or no
secondary reserve assets, which could have served as a liquidity buffer for the bank.

2.12 Credit Risk Theory

Credit risk according to Devi and Pant (2018) refers to the risk that a borrower will default
on any type of debt by failing to make required payments. The risk is primarily that of the
lender and includes lost principal and interest, disrupt loss may be complete or partial and can
arise in a number of circumstances, such as an insolvent bank unable to return funds to a
depositor. To reduce the lenders risk, the lender may perform a credit check on the
prospective borrower, may require the borrower to take appropriate insurance, such as
mortgage insurance or seek security or guarantees of third parties. In general, the higher the
risk, the higher will be the interest rate that the debtors will be asked to pay on the debt
(Owojori, Akintoye & Adidu, 2011).

2.13 Theory of Bank-Based Financial System

This theory posits that banks plays vital role in the development process of any nation.
In developing economy, the bank has more prospect to financing developmental project
more than any other financial institution in the state. According to Levine (2002), agency
problem and that of asymmetric information arises as a result of market imperfection, which can
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be fixed with the introduction of the bank-based systems this helps in fixing resource
allocation problems. The information sourced by investors is revealed publicly, at little, or no
cost in a well-developed market, the bank-based system mitigates the risk and loss involved in
seeking and acquiring additional information by investors.

2.14 Debt intermediary hypothesis

Debt intermediary hypothesis was proposed by Shaw (1973), whereby expanded financial
intermediation between the savers and investors resulting from financial liberalisation (higher
real interest rates) and development increase the incentive to save and invest, stimulates
investments due to an increase supply of credit, and raises the average efficiency of investment.
This view stresses the importance of free entry into and competition within the financial markets
as prerequisites for successful financial intermediation. They labelled the main rudiments of
financial suppression as: High reserve requirements on deposits; Legal ceilings on bank lending
and deposit rate; Directed credit; Restriction on foreign currency capital and Restriction on entry
into banking activities.

2.15 Preference-Adverse Selection Theory

The theory propose a simple model with preference-based adverse selection and moral hazard
that formalizes the cherry picking/propitious selection argument. This argument assumes that
individuals differs in risk aversion, potentially resulting in more risk-averse agents buying more
insurance while being less risky.

The adverse selection theory works on the premise that borrowers repay loans when they have
the ability to pay. Any financial institution that loaned money to any company that is limited by
shares is only permitted by law to recover her money from the company’s assets. In this regard,
if the company had no valuable assets the lenders bears the losses that cannot be recouped from
the debtors or such limited liability companies (Tobin, 1965). Financial institutions (banks) are
therefore constrained whether to increase interest rates or not. This is because reduction in
interest rate would attract more applicants which will also lead to more profits and at the
same time increases NPLs or defaulters in servicing their loans. While an increase in interest
rate will discourage borrowers, reduces profit and also reduces NPLs.

Although, banks cannot be in business without granting loans since that is their major source of
income. This theory argued that banks should go an extra mile to get information about their
customers’ credit history. And banks should not hoard nformation about any clients from other
banks. With the aid of information sharing, banks can have access to information about their own

clients and other clients from another banking sector within and outside their jurisdiction.

Alternatively, customers’ credit worthiness can be checked using credit rating check or
credit worthiness check with the consent of the borrowers.

2.16 Financial Intermediation Theory

McKinnon (1973)and Shaw (1973); Goldsmith (1969)discovered that the financial market plays
an essential role in economic development. The level of development is dependent on the
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quality and quantity of services provided by the financial institutions in the country. Financial
institutions help in bridging the gap between surplus spending unit and deficit spending unit by
making fund available to deficit unit at a reasonable amount which helps in making capital
available for further production to take place thereby propelling the growth process in the
country’s financial markets. Goldsmith (1969) pointed out that development in any country
is dependent on how financial institutions encourage efficient use of capital stock.

This was developed by Gurley and Shaw (1955) in order to solve the shortcomings that were
discovered in the direct financing method. It explains the importance of the intermediation
process of credit allocation in the economy as a whole. The theory is based on the assumption
that financial intermediation causes more funds to be available to the productive sector of the
economy which will increase production, then lead to eventual growth in the economy.
Consequently, efficient allocation of credit has the potential to cause high level of employment
generation and income which invariably enhances the level of economic development (Nwite,
2014). Thus, the key factor in the growth process of any economy is investible funds.

The relevance of this theory to the study is that DMBs are indispensable elements in the
economic systems since they are major providers of finance and facilitators to flow of credit.
Based on these, the theory suggests three important roles credit play in economic growth
(Levine, 1999 and Watchel, 2001). First, it improves the screening of fund seekers and the
monitoring of the recipients of funds. This improves the allocation of resources. Second, it
encourages the mobilization of savings by providing attractive instruments and saving vehicles.
Finally, it provides opportunities for risk management and liquidity. These therefore promote the
development of both credit markets and the use of credit instruments with attractive
characteristics that enable risk sharing. Moreover, Greenwood and Jovanovic (1990) asserted
that efficient credit allocation and development of banks contribute immensely to the growth of
the economy by intermediating between the savers and investors. This implies that the banking
sector is an indispensable element in the economic systems. Therefore, the development of the
financial system plays a role in the economic well-being of any nation (Agu, 1988; Venkati,
2016).

2.17  Supply leading theory

The supply leading theory postulates that the existence of financial institutions like the Nigerian
deposit money banks and the supply of their financial assets, liabilities and related financial
services in advance of demand for them would provide efficient allocation of resources from
surplus units to deficit units, thereby leading to other economic sectors in their growth process.
This theory performs two functions first it transfer resources from traditional sectors to modern
sectors and second, it promotes and stimulates an entrepreneurial response in the modern sectors.
The supply leading financial intermediation can be linked to the term ‘mnovation finance’.
Hence, one of the most significant effects of supply leading approach is that, as entrepreneurs
have new access to the supply leading funds. Their expectation increase and new horizons as to
possible alternatives are opened, thereby making the entrepreneur to think big. The supply
leading theory presents an opportunity to induce real growth by financial means. Its use, analysts
believe is more result oriented at the early level of a country’s development than later. This
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theory makes it clear that higher interest rate makes it more expensive for SMEs to borrow
money ,which means that enterprises invest less and when they do that, income are reduced such
that the amount left over for savings equals the lesser amount now invested.

2.18 Loan Pricing Theory

This theory state that banks cannot always set high interest rates. Banks should consider the
problems of adverse selection and moral hazard since it is very difficult to forecast the borrower
type at the start of the banking relationship (Stiglitz & Weiss, 1981). Credit institutions are
influenced by a huge number of factors in their pricing decisions: counterparties’ characteristics,
which are the factors determining their probability of default (PD); facilities’ characteristics,
such as the presence of guarantees or collaterals, the loan maturity; bank characteristics, related
to both the asset side and the liability side of their balance sheet, such as the degree of
diversification of the credit portfolio, as to the asset side, or the cost of their funding, as to the
liability side; external factors, partly related to the market, such as the availability of hedging
instruments or the existence of an active secondary market for loans, and partly having reference
to the regulatory framework to which the banks are subject.

The paradigm of value creation for bank shareholders spurs managers to increase their firms’
profitability, without neglecting a general improvement of the owerall performance. This,
together with the regime of capital requirements recently introduced by the Basel Committee on
Banking Supervision, drove bank managers to massively invest in the development of effective
risk-adjusted performance measures (RAPMs). Within Pillar 1 of the new Capital Accord (Basel
I1), the Basel Committee defines the methodologies to calculate capital requirements for credit,
market and operational risks. As far as credit risk is concerned, Basel Il allows banks to choose
between two approaches for determining their capital requirements: the standardised approach,
which basically refines the old set of risk weights proposed in the 1988 Capital Accord (Basel ),
introducing the use of external ratings and leaving essentially unchanged the capital charges for
loans to unrated firms; and the internal ratings based (IRB) approach, which allows banks to use
their own internal estimates of the credit risk components. The counterparty riskiness, and the
consequent capital charge, depends on its PD, the loss given default (LGD), i. e. the loss that the
bank would face for a specific loan facility in case the borrower defaults, the exposure at default
(EAD) and the loan maturity (M). Credit risk can generate two types of losses, known as
expected loss (EL) and unexpected loss (UL). Implications of Basel Il on bank loan pricing
methodologies have already been investigated by previous literature, although not extensively
owing to the recent publication of the new Capital Accord.

2.19 Liability/Liquidity Management Theory

Liquidity management theory according to Dodds (1982) is a strategic plan on the acquisition
funds from depositors and other creditors, and the determination of an appropriate (term based)
mix of such funds for a particular bank. It focuses on the liability side of bank balance sheet on
the ground that supplementary liquidity could be derived from the liabilities of a bank.
Nwankwo (1989) supports this position by arguing that given banks’ capacity to purchase
all requisite funds, it is inappropriate to have liquidity on the asset side (liquid asset) of the
statement of financial position.
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2.20  Shiftability Theory Of Liquidity

The shiftability theory focuses on the liability side of the balance sheet. The theory contends that
supplementary liquidity could be derived from the liabilities of a bank, therefore,
shiftability, marketability or transferability of a bank's assets is a basis for ensuring liquidity. The
theory further contends that highly marketable security held by a bank is an excellent source
of liquidity. The proponents of this view argued that a bank’s liquidity could be enhanced
if it holds specified liquid assets required to sell to the Central Bank and the discount Market
(interbank window) provided they are ready to purchase the asset offered at discount. According
to Nwankwo (1991) argues that since banks can buy all the funds they need, there is no need to
store liquidity on the asset side (liquidity asset) of the balance sheet. It pertinent to note that
liquidity management theories have been subjected to critical review by various scholars. The
general consensus however is that during period of distress or crisis, banks with grave financial
conditions and downgraded status may be challenged in obtaining the desired liquidity because
the investors/deposits confidence in them has been eroded. This is however not the case with
healthy or financially sound banks, which liabilities (deposits, market funds and other creditors)
constitute a major component of their liquidity sources as their liquidity strain may be less
severe.

Dodds (1982) posits that liability management theory consists of the activities involved in
obtaining funds from depositors and other creditors and determining the appropriate mix of funds
for a bank. He argues that to ensure convertibility without delay and appreciable loss, such
assets must meet three requisites and sought answers to the following questions: how do we
obtain funds from depositors? How do we obtain funds from other creditors? What is the
appropriate mix of the funds for any bank? He concluded that management should examine the
activities involved in supplementing the liquidity needs of the bank through the use of
borrowed funds.

It would be quite acceptable for a bank to hold short-term open to Hosna & Manzura,
(2009)), the shiftability theory had a profound effect on banking practices can hardly be
denied. What it did, basically was to redirect the attention of bankers and the banking
authorities from loans to investments as a source of bank liquidity. Indeed, proponents of
the theory argued that the liquidity of short-term, commercial loans was largely fictional
in any case. According to Kargi, (2011), as with the commercial loan theory, however,
the shiftability theory contained a serious flaw. (Actually, this flaw did not lie so much in the
theory itself-it was well understood by the various writers on the subject as

The shift ability theory of liquidity is also of the view that banks can insulate
themselves against massive deposit withdrawals by holding, credit instruments for which there
is a ready secondary market as a form of liquidity reserve. Among the liquidity reserve are
commercial paper, prime bankers’ acceptances and Treasury bills. These instruments are
marketable because of their short-terms to maturity and capital certainty (Mugenyah,
2015).

Thus, holding liquid assets with a ready market enables commercial banks to minimize
wulnerability to liquidity risk. The theory is directly linked to function of risk-
transformation which commercial banks undertake (Okpala, 2013). This theory follows two

IIARD - International Institute of Academic Research and Development Page 34



http://www.iiardjournals.org/
file:///C:/Users/efuntade%20alani%20oluse/Desktop/BMER_BSDCBL.doc%23bm1
file:///C:/Users/efuntade%20alani%20oluse/Desktop/BMER_BSDCBL.doc%23bm1
file:///C:/Users/efuntade%20alani%20oluse/Desktop/BMER_BSDCBL.doc%23bm1
file:///C:/Users/efuntade%20alani%20oluse/Desktop/BMER_BSDCBL.doc%23bm1
file:///C:/Users/efuntade%20alani%20oluse/Desktop/BMER_BSDCBL.doc%23bm1
file:///C:/Users/efuntade%20alani%20oluse/Desktop/BMER_BSDCBL.doc%23bm1

World Journal of Finance and Investment Research E-ISSN 2550-7125 P-ISSN 2682-5902
Vol 7. No. 2 2023 www.iiardjournals.org

strands of literature. The first strand is that liquidity creation exposes commercial banks to risk
(Diamond & Dybvig, 1983). It basically implies that the more liquidity is created the higher the
probability and greater severity of losses associated with having to sell-off illiquid assets in order
to meet the demand of clients. The second strand argues that commercial banks capital
absorbs risk and expands banks’ risk-bearing capacity (Okpala, 2013; Von Thadden, 2004). The
risk absorption hypothesis predicts that higher capital ratios are positively related to liquidity
levels and enhances the ability of banks to create liquidity (Mugenyah, 2015).

2.21 Liquidity Preference Theory

The theorywas developed by Keynesin1936. Accordingto himthe interestrate shouldbe ~ viewed  as
a monetary matter. It is considered as a return for parting with liquidity and, therefore, the
rate of interest is the direct outcome of the demand and supply of money. He underscored
that the demand for money are driven
by transactionary,precautionary and speculative motives. This means that people keep moneyto mee
twiththeir dayto day expenses,sacrifice the interest and keep the fundsas a precautionary measure a

nd to meet unforeseen expenses and wheninterest rates increases; they decide to hold less cash and in

vest their funds to get more profit. In this theoreticalcontext, it issuggested that banks adoptactive bal

ance sheetpolicies (Onyekwelu et al., 2018).

Bibow (2005) highlights Keynes description of liquidity preference theory as“the transaction
of current business and its use as a store of wealth.” Elgar (1999) posits that liquidity preference
is necessitated by the need finance expenditure, speculation on interest rate path, or due to
uncertainty about the future. These motives became known as transactions-, speculative
and precautionary motives to demand money.

2.22 Trade-off Theory

Accordingto thetheory, a tradeoffexists between liquidity and profitabilityinall organizations. Inab

ank’s context,this means that the two objectives to achieve good profits and maintain liquidity cannot

be followed simultaneously without one affecting the other (Akinwumi et al,
2017). This means that banks should aim atmaintaining an optimum level of liquidity to balance bet

ween the benefit of holding cash in the form of savingtransaction cost to raise funds and the cost ofh

olding cashinthe formoftax disadvantage and liquidity premium(Edem, 2017). The theoryisreleva

ntfor the studyas it examinestherelationship between liquidityand performance.

2.23  Agency Theory

The agency problem was first highlighted by Adam Smith in the 18th century and explored by
Ross (1973), a detailed description of the theory was presented by Fama in 1980.
According to Ogboru (2019), agency theory describes the relationship between principals,
suchas shareholders, and agents, such as management. The agency relationship is described
by Fama (1980) as a contract in which one or more persons (the principals) appoint another
person (the agent) to perform a specific service on their behalf, which involves delegating
some decision-making authority to the agent. The separation of ownership and control creates
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an innate conflict between shareholders (principals) and management (agents) (Ogboru, 2019).
This conflict of interest can also be exacerbated by ineffective monitoring of management by
shareholders, as shareholders are dispersed and therefore unable or have no incentive to
exercise the necessary monitoring functions. This results in the managers of the firm pursuing
their own objectives at the expense of the shareholders (agency cost) (Hart, 1995). Agency costs
can be defined as the loss of value to shareholders that results from the divergence of interests
between shareholders and management. Thus, there are three aspects of agency costs,
namely: monitoring costs, residual losses, and retention costs.

Monitoring costs are the costs incurred by shareholders to monitor management's actions and
performance to ensure that management is acting in the best interests of shareholders. An
example of this is the cost of auditing financial statements prepared by a company's
management. Residual loss. These are losses incurred when management makes decisions that
are not in the best interest of shareholders, but in the best interest of management itself.

3.0  Theories of Economic Growth

Economic growth is closely linked to the intricacies of the financial system. A well developed
and efficient financial system helps in allocating financial resources to the best uses in the real
sector, thereby promoting economic growth. As the real sector grows, the demand for financing
increases and in this way the financial sector grows in tandem with the economy, signifying a
two way causal relationship between finance and growth. In developed countries, financing
generally flows both from the banking system and the capital markets, while in most developing
and transition economies the capital markets lag behind, which shifts the burden of financing to
the banking system.

There are numerous growth models in literature. However, there is no consensus as to which
strategy will achieve the best success. The achievement of sustained growth requires minimum
levels of skills and literacy on the part of the population. Some of these existing growth models
are Two Gap Model, Marxian Theory, Schumpeterian Theory, and Harrods Domar Model,
Neoclassical Model of

Growth, and Endogenous Growth Theory. The growth models relevant to this are Neodel of
Growth, and Endogenous Growth Theory, since these growth models explain the situation in
developing economies such as Nigeria. The neoclassical model of growth was first devised by
Robert Solow. The model believes that a sustained increase in capital investment increases the
growth rate only temporarily.

3.1  Harrod-Domar Model

The model was developed by Roy Harrod (1939) and Evsy Domar (1946) to explain economic
growth in terms of level of savings and capital productivity. It was based on the assumption that
the impact of money supply in an economy depends on its ability to influence interest rate on
loan (that is loan to deposit ratio). The rate of interest in turn influences the rate of investment
which in turn influences national income. The model postulates that changes in national income
depend linearly on change in capital stock or investment. The assumption is that investment is a
function of savings.

According to Akujuobi and Chima (2012), the Harrod-Domar Model suggests that customers'
deposit provide the finance, which are loaned for investment activities. Therefore, this model
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concludes that economic growth will proceed at the rate which society can mobilize savings
coupled with the productivity of investment (Levine, 1997; Masha, et al, 2004). Hence, the need
for allocation of credit for investment in an economy desiring economic growth is highly
projected.

3.2 Solow-Swan M odel

Restricted concept of capital was used by Solow and Swan who, in his famous 1956 article,
however purged flow consistency from growth theory by assuming neoclassical general
equilibrium: whatever the flow of monetary investment expenditure, full employment would be
maintained as wages and interest rates and employment and profits would change, miraculously,
just enough to assure ‘knife edge’ full employment (see also Fazarri et al, 2012). This
decoupling of investments from aggregate demand was a clear scientific retrogression as it made
a lot of questions difficult to pose. And while Harrod and Domar choseto use a limited concept
of capital and to discard unproduced assets, the general equilibrium view of Solow forced him to
do this as wages and profits would only change with the right magnitude when no rent incomes
would exist. He therefore had to state: “The community’s stock of capital takes the form of an
accumulation of the composite commodity” and “there is no scarce non augmentable resource
like land” (Solow, 1956). Aside, the very idea behind distinguishing ‘capital’ from consumer and
mtermediate goods is of course the fact that the composition, use , span of life and ‘span of
production’ of fixed depreciable assets is not equal to the composition, use or span of life of
either final consumption goods or intermediate inputs.

4.0 Theories of Profitability
There are various theories with regard to Liquidity management and profitability:

4.1 Profit Maximization Theory

Under this theory, commercial banks are viewed as rational economic units whose goal
is to maximize profit. They hold portfolio of assets and given the characteristics and
distributions  of liabilities, they are assumed to attempt to structure their portfolio of assets in
such a way as to yield the greatest return subject to these constraints. In the profit maximization
theory of the bank portfolio management, it is assumed that given such things as present and
expected levels of interest rates, loan demands, cash demands, the level of discount rate,
rate of returns on the various assets, among others, the banks have some desired
distribution of assets in their portfolio. If the existing distribution of assets held by the banks is
not the distribution desired, it is expected that they will attempt to adjust the portfolio of assets
by increasing their holdings of some assets and decreasing holdings of other assets (Oluyemi,
1995).

4.2  Clark Theory of Profitability

Clark begins his theory with an analysis of a profit-less economy and taking into account its key
futures. The profit less economy is compared with a profit-generating economies and
significant differences were identified to indicate the causes of profit. This method was adopted
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by Schumpeter and Knight. The profit-less economy is referring to as ‘static state’, in which all
factors are constant and not subject to change, the market is assumed to be perfect; hence the
absence of monopoly and entrepreneurial efforts are rewarded according to management wage
levels. There is perfect mobility and flow of all economic units in a frictionless environment; in
short all impediments to perfect competition are dissolved. “The society acts and lives, but does
so in a changeless manner” (Siddiqi, 1971). Any change in these factors will produce a tremor in
the system but the economy will adjust and settle at new equilibriums. So changes in population
and capital will result in corresponding fluctuations in wages and interest rates, the economy will
absorb these changes and then settle back to a static state.

4.3  Schumpeter Theory of Profitability

Following on the method of Clark, Schumpeter developed the ‘circular flow model’ in which a
profit-less economy is described where perfect competition extinguishes surpluses of monopoly
and friction. The analyses of the ‘circular flow’ economy differ in detail from the ‘static state’
model of Clark. So departures between an ideally competitive environment and actual
economies Yyield the causes of profit. Schumpeter, however, is far more selective in his approach
than Clark. Schumpeter identifies the single notion of innovation as paramount, so that changes
based upon innovation are the cause of profit. Gradual changes in population and capital would

easily be anticipated by the market and hence present no opportunity for the entrepreneur.

Schumpeter goes on to describe five areas in which innovation will lead to profit generation
(Siddigi, 1971): Innovations in commodities, either by introducing new products or improving
old ones; Innovations in production techniques; Finding new and fertile markets; Locating new
resources and raw materials and Changes in industrial organization.

The entrepreneur is for Schumpeter an innovator, who by virtue of his innovation is able to break
from the competition, acquire a transitory monopoly in which he can accrue profits until his
competitors catch up, but, before they do so, he is able to move on to further innovation in new
fields. Schumpeter did not see the entreprencur’s reward as a surplus value but rather as a
functional reward linked to his innovative ability (Siddigi, 1971).

4.4 Income Theory of Money

Thomas Tooke (1774-1858) is the economist whom we might want to call the father of the
income theory of money. The reason is that he was the first to consistently link nominal prices to
nominal incomes. It is with him, too, that we first find, side by side, both the idea of prices
formed by nominal streams meeting the real supplies of goods, and the concept of endogenous
money. It is by right that Tooke’s monetary theory received some fresh attention from
economists recently (cf. e.g. Skaggs 2003, Smith 2001, 2002).The application of the ideas of the
income theory of money is more complicated to the monetary system which is less flexible and
somewhat intertwined with some real assets and its market too. This is precisely the case of the
gold standard and its various modifications. Tooke is well aware of the difference in the
operation of the basic theoretical principles within the gold standard economy as compared to the
paper standard one, and he treats these separately.
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Tooke argues that it is upon the amount of incomes not on the quantity of money which the
nominal volume of demand depends on. And with paper money in place an obvious way how to
increase nominal incomes is either to directly hand over newly issued paper notes to civil
servants as salaries, or to achieve the same indirectly via various government purchases
(Tooke,1844). With flexible monetary system (that is with endogenous money), however,
whatever forces set up the level of nominal incomes, prices and money will simply adjust to
that. John Stuart Mill (1806-1873) was the dominant figure of the latter English Classical
School of Political Economy. Though the school is known to be occupied predominantly with
the real rather than with the monetary phenomena, Mill’s monetary achievements are far
from negligible. In particular, Mill explains that it is credit that introduces flexibility into the
monetary system and enables the overall level of prices to shift.

45  Anticipated Income Theory

Anticipated income theory was propounded by Herbert Victor Prochanow in 1944at the end of
World War Il as a result of the fact that the compositions of the earnings assets of commercial
banks began to change as resources shifted from the government to the private sector. The
spectacular rise in the loan demand of the immediate postwar years provided commercial banks
with strong incentives to expand their loan portfolios and hence increase bank earnings. After
the postwar, commercial banks began to make loans that were of longer maturity, covered a
much wider variety of borrowers and extended to many more purposes than originally
envisaged. The theory of anticipated income was based on the practice of term lending by
U.S. commercial banks. According to this theory, the bank plans to repay the term loan from the
borrower's anticipated income, regardless of the nature and character of the borrower's business.
A term loan has a maturity of more than one year and not more than five years. It is granted
against the pledge of machinery, stock and even real estate. When granting this loan, the bank
restricts the borrower's financial activities. The bank takes into account not only the collateral,
but also the expected income of the borrower at the time of granting the loan. Thus, a loan is
repaid by the bank from the borrower's future income in installments, rather than in a lump sum
when the loan matures.

This holds that liquidation can be planned, if scheduled loan repayments are based on the future
income of the borrower. This does not deny, however, the applicability of the commercial self-
liquidating and, shifitability theories, it emphasizes desirability of relating loan repayment to
income rather than relying heavily on collateral. Also, it recognizes the influence the maturity
structure of the loan and investment portfolios have on bank liquidity. The major shortcoming
stems from the difficulty in accurately predating what the future income of the borrower will be.
Out of a comprehensive study in 1949, Prochnow formulated a new loan theory which he
called “the Anticipated Income Theory”. According to Afriyie & Akotey, (2011), they
found in thier study that: In every instance, regardless of the nature and character of the
borrower’s business, the bank planned liquidation of term loans from anticipated earnings of
the borrower. Liquidation is not by sales of assets of the borrower as in commercial or
traditional theory of liquidity or by shifting the term loan to some other lenders as in the
shiftability theory of liquidity but by anticipating income of the borrower. In effect, this
theory assumes that banks should make loans on the basis of the anticipated income of the
borrower and not on his present value.
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4.6  Pro-Concentration Theory

The supporters of increased concentration of banks contend that bank mergers and
acquisitions drive up economies of scale and synergy consequently binging about increased
effectiveness and efficiency of the system (Afolabi, 2011;Asogwa,2003). To support this,
Agbaeze and Onwuka (2018) analysed 122 U.S. banking organizations and found an
indirect connection between size and the unpredictability of bank returns. Be that as it
may, these discoveries are dependent on circumstances in which the consolidations were
intentional, excluding the consolidation cases of 2004 in Nigeria. Advocates of this theory
contend that a concentrated system of bigger banks is better as they can diversity and are less
prone to shocks that a system of many small fragile banks and is easier to monitor (Asogwa,
2003; Agbaeze & Onwuka, 2018).

4.7  Portfolio Theory

The portfolio theory approach is the most relevant and plays an important role in bank
performance studies. According to the Portfolio balance model of asset diversification, the
optimum holding of each asset in a wealth holder’s portfolio is a function of policy decisions
determined by a number of factors such as the vector of rates of return on all assets held in the
portfolio, a vector of risks associated with the ownership of each financial assets and the size
of the portfolio. It implies portfolio diversification and the desired portfolio composition of
commercial banks are results of decisions taken by the bank management. Furthermore, the
ability to obtain maximum profits depends on the feasible set of assets and liabilities
determined by the management and the wunit costs incurred by the bank for producing each
component of assets. Although asset-liability management is not a new planning tool, it has
evolved from the simple idea of maturity-matching of asset and liabilities of various time
horizons into a framework that includes sophisticated concepts.

4.8  Asset Liability Management Theory (ALM)

Vaidyanathan (1999) defined ALM as the process by which an institution manages its
Statement of Financial Position in order to allow for alternative interest rate and liquidity
states. It is the practice of managing risks that arise due to mismatches between the assets
and liabilities of the bank. Asset-liability management is an approach that provides
institutions with mechanisms that makes such risk acceptable. The short term objective of ALM
in a commercial bank is to ensure liquidity while protecting the earnings and the long term
goal is to maximise the economic value of the bank ie. “the present value of commercial
bank’s expected net cash flows, defined as the expected cash flows on assets minus the expected
cash flows on liabilites plus the expected net cash flows on off balance sheet (OBS)
positions.” (Basel Committee on Banking Supervision, 2006).

Other  objectives of ALM are maximising profitability, ensuring structural liquidity,
minimising of capital and ensuring robustness in market risk management. ALM is based on
3 basic pillars: Asset-liability Management (ALM) Process: “Given the central role of market
and credit risk in its core business, a financial institution’s success requires that it be able to
identify, assess, monitor and manage these risks in a sound and sophisticated way”. ALM is a
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systematic approach that attempts to provide a degree of protection to the risk arising out of the
asset/liability mismatch.

ALM Organisation:  Satchidananda & Prahlad (2006) asserted that the Board of Directors
would have the owverall responsibility for ALM in any organization and should lay down the
organisation’s philosophy in relation to this. However, the Asset-liability Committee (ALCO)
is responsible for deciding on the business strategies consistent with the laid down policies
and for implementing them. Typically, ALCO consists of the senior management, including the
Chief Executive Officer.

Asset liability management allows a firm to maintain a healthy balance of liabilities and assets.
This reduces investment risk and thereby increases profitability [3]. Asset liability
management serves as guidance for the company's management in making investment decisions.
This is because the firm is able to assign adequate funds for income as a percentage of using best

practices in liquidity risk management.

The asset liability management theory, developed in the 1960s. This theory has been upheld by
most banks in developed countries. According to the liability management theory, a bank
no longer needs to observe traditional standards with respect to self- liquidating loans and
liquidity reserve assets, since such lands can be acquired in money market whenever a bank
needs liquidity. In this way a bank can meet its liquidity needs by creating additional liabilities.
This theory holds that it is unnecessary to observe traditional standards since reserve
money can be borrowed or obtained in the money market using short term debt
instruments whenever a bank experiences reserve deficiency. According to Shafig & Nasr,
(2010), it does not mean that the bank manages only its liabilities and passive with respect
to its assets.

Rather, the theory continues to recognize that the asset structure of the bank has a prominent
role to play in providing the bank with liquidity. But the theory takes a one dimensional
approach to liquidity and argues that the bank can also use its liabilities for liquidity
purposes. A bank wants liquidity for deposit withdrawal purposes and also to meet the
reasonable loan requests

of its customers. Not only are bank loans profitable but a bank that won’t or can’t make loans to
its depositors when they need funds is not likely to keep those depositors for very long.

4.9  Neo-Classical Theory of Interest Rate

The neo-classical or the loanable fund theory of interest was first propounded by the Swedish
economist Wicksell and later developed and supported by several leading American and
Swedish economists including professor Robertson, Bertii  Ohlin, Lindhal and  Myrdal.
However, the theory in its present form is associated with Professor Robertson. This
theory expresses the rate of interest asa function of the demand and supply of loanable funds.
This theory is an improvement over the old classical theory of interest. Actually, bank loans
represent important funds, which are available on payment of interest by the borrower. Likewise,
loaned wealth can also become available for purpose of investment. Dis-invested funds available
to the borrowers. Since loanable funds theory is more comprehensive, it is often referred to as
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real as well as monetary theory of interest. This theory is just the one of the two
general approaches that have been followed in developing the modern monetary theory of the
rate of interest. The loanable funds theory provides a link between deposit money bank
credits and industrial output, because the theory buttresses that borrowing by business for
investment is determined by the cost of credit (interest rate). In line with the loan pricing
theory, interest rate set by banks as cost of credit facility to customers should be
commensurate with the risk of the borrower. This will place the financial institutions in a better
position to perform its traditional function of financial intermediation. The attendant benefit of
this is increased credits disbursement to all the productive sectors of the economy. In emerging
economies, the manufacturing sector suffers the paucity of capital. Thus, the free flow of credits
to the sector will tend to enhance its performance.

4.10 Classical Theory of Political Economy and Development

The famous scholars projecting this theory are Adam Smith, David Ricardo, and Thomas
Malthus among others. The theory believes that the banking sector plays an important role
in channeling finance and investment to the productive agents like agriculture and industry
within the economy and therefore acts as a catalyst of economic growth and development. The
main

implication of this theory, therefore, is that banking policies such as credit schemes and
financial programmes which embrace openness and competition will promote economic
growth and development. The classical theory stipulates that the rate of interest is determined by
the demand and supply of capital or by the intersection of the investment demand schedule
and the supply/saving schedule and the neo-classical theory of production emphasizes that
resource must be available and efficiency used in order to achieve optimum production level.
This links directly to the goal of the Deposit Money Banks and agricultural output because loans
given to farmers are meant for repayment. However, it will be impossible for the Deposit
Money Banks to recover such loans and ensuring that these resources are efficiently used in
order to achieve optimum production.

411 Pecking Order Theory (POT)/Hypothesis Of Lending

The pecking order theory (POT)/hypothesis of Lending as its framework of analysis. The
foundation of this theory or framework of analysis is that only the firm manager is aware of the
true value of the firm and that the market is unaware of the true distribution of the firm's
income. The theory therefore holds that these prevail, firms are likely to fund themselves
primarily internal sources such as retained earnings, and secondarily from bank credits.
Further, the theory holds that firms can only succeed in this state through the mixture of debt and
equity, which is the cumulative result of hierarchical financing decisions over time. Although
SMEs do not issue equity they incur debt if their retained earnings are insufficient to fund them.
This comes in a hierarchical fashion with internal funds first, external debt and external equity as
a last resort (Myers, 1984). These credit options are directly or indirectly linked  with
commercial banking operations. Thus, commercial banks remain the known formal source of
raising credits or loans for enterprises (Agumagu, 2006).

IIARD - International Institute of Academic Research and Development Page 42



http://www.iiardjournals.org/
file:///C:/Users/efuntade%20alani%20oluse/Desktop/ASSESSINGTHEEFFECTIVENESSOFCOMMERCIALBANKLOANSASSOURCESOFFUNDINGCAPITALFORMATIONFORSMALLANDMEDIUMENTERPRISE.doc%23bm2
file:///C:/Users/efuntade%20alani%20oluse/Desktop/ASSESSINGTHEEFFECTIVENESSOFCOMMERCIALBANKLOANSASSOURCESOFFUNDINGCAPITALFORMATIONFORSMALLANDMEDIUMENTERPRISE.doc%23bm2
file:///C:/Users/efuntade%20alani%20oluse/Desktop/ASSESSINGTHEEFFECTIVENESSOFCOMMERCIALBANKLOANSASSOURCESOFFUNDINGCAPITALFORMATIONFORSMALLANDMEDIUMENTERPRISE.doc%23bm2

World Journal of Finance and Investment Research E-ISSN 2550-7125 P-ISSN 2682-5902
Vol 7. No. 2 2023 www.iiardjournals.org

4.12 Financial Repression Hypothesis

Financial repression theory has its origins in the work of McKinnon (1973) and Shaw (1973).
McKinnon and Shaw argue that numerous countries, including developed nations, but
particularly those that are in the process of developing, have historically restricted competition in
the financial sector through government mtervention and regulation. According to their
argument, a repressed financial sector discourages both saving and investment because the rates
of return are lower than what could be obtained in a competitive market. In such a system,
financial intermediaries do not function at ther full capacity and fail to efficiently channel
savings into investment, thereby impeding the development of the overall economic system.

Mckinnon (1973) and Shaw (1973), for the first time, introduced the term ‘financial repression’,
to describe government control and interventionist policies in the financial markets. Financial
repression can include: loaning to the governments, restricting interest rate, and setting up
nearer ties among government and banks. Mckinnon and Rostow (1974) and Shaw (1973)
believe that the low and negative real interest rate occurs in order to lower the nominal
interest rate or rising inflation. Thus, the negative real interest rate in such a circumstance
prevents the formation of savings and deposits, and negatively affects capital
accumulation and revenue. Consequently, if investments are made in businesses, economic
growth is expected to be below its potential rate.

Financial repression is not effective from a responsible economic standpoint since it
crowds out other successful investments from banks. Financial repression is an expensive way
to preserve the bank’s credibility and save them from defaulting. When banks expand
government debt, defaults may lead to the probabilty of incurring a loss. If decision
makers reduce net bank equity, aggregate investment forcing banks to keep debt endogenously.
Although financial repression policy might increase the probability of default risk, it can
help governments to issue more debt in a credible manner. Nevertheless, this strategy is
often expensive because it may set back the economic investment. Financial repression is
more efficient when governments decide to raise extremely large quantities of domestic
debt, such as during wartime or after unprecedented international lending stoppages (Chari et
al., 2020).

The first systematic analyses of financial markets in developing countries to take seriously the
special characteristics of financial institutions in such countries were by Mckinnon (1973) and
Shaw (1973). Mckinnon-Shaw has provided the intellectual underpinnings for a recent
movement toward financial liberalisation in many parts of the third world. According to
Mckinnon (1973), the defining feature of underdevelopment is fragmentation — i.e. a situation in
which agents face different prices and do not have access to the same technology. This
fragmentation has largely been the product of government policy designed to favour certain
activities or certain classes of agents at the expense of others. In turn, intervention has often been
justified by the pursuit of social goals that are inhibited by the improper functioning of capital
markets. This leads to the problem of inadequacy of financial intermediation. Because there is no
one to intermediate between savers and those with profitable investment opportunities, self
financing is perceived by Mckinnon to be the rule in many developing countries. For reasons that
essentially amount to the presence of uncertainty, wealth holders in developing countries are
assumed by Mockinnon to resist holding financial assets other than money. Such financial
intermediation as does exist therefore is conducted by the banking system. However, the
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banking system performs inefficienty as a financial intermediary. The reason This theory
explains the interplay between savings, interest rates and investment and how their interplay
affects economic activities. This interplay is important given the role financial intermediaries
play in boosting output in the economy. The theory therefore gives clear focus to the objective of
this research as this interplay may affect credit to agriculture in Nigeria.

Accounting proftability determinants Several studies like that of Kosmidou et al. (2007) and
Van- Horen (2007) suggested that return on assets (ROA) is the best measure of proftability over
time since assets have a direct impact on both income and expenses. Nevertheless, the ROE can
be a critical measure of proft in many cases. Our sample is an unbalanced panel and the models
illustrating ROA and ROE are estimated using a generalized least square panel estimator because
the number of years of the data varies by bank.

413 Asymmetric Information Theory

In a financial market, asymmetric information theory occurs when a borrower who receives a
loan facility from a bank has greater knowledge of the anticipated risks and rewards related to
the investment project for which the financing was requested (Edwards & Turnbull,1994).
There's a chance the lender doesn't know enough about the borrower. According to this theory,
whenever customers' loan requests are being processed, banks encounter the twin issues of moral
hazard (watching borrower's behavior) and adverse selection (making mistakes in the lending
decision).

4.14  Signaling Hypothesis

Olokoyo (2011) and Lawal et al. (2017) both put forth the theory that banks require collateral
from trustworthy consumers who request the loan facility. This is essential to safeguard
customers' savings and to let banks know that they (reputable businesses) are among the less
hazardous types of clients. Additionally, banks do charge high interest rates to offset the high
risk of the customers' request, and high-risk customers are required to put up a lot of collateral
for a lending facility.

5.0 Conclusion and Recommendations

The paper reviewed Theoretical framework, neo-classical economics and modern finance theory:
Commercial Loan Theory, Credit Risk Theory, Theory of Bank-Based Financial System, Debt
intermediary hypothesis, Preference-Adverse Selection Theory, Financial Intermediation Theory,
Supply leading theory, Loan Pricing Theory, Shiftability Theory Of Liquidity, Agency Theory,
Theories of Economic Growth, Harrod—Domar Model, Solow—Swan Model, Theories of
liquidity management, Liability/Liquidity Management Theory, Liquidity Preference Theory,
theories of profitability, Proftt Maximization Theory, Clark Theory of Profitability, Schumpeter
Theory of Profitability, Income Theory of Money, Anticipated Income Theory, Portfolio Theory,
Asset  Liability Management Theory, Neo-Classical Theory of Interest Rate, Classical theory of
political economy and development, Pecking Order Theory (POT)/Hypothesis Of Lending,
Financial Repression Hypothesis, Asymmetric Information Theory, Pro-Concentration Theory,
Trade-off Theory and Signaling Hypothesis as it relates with Banks’ credits, profitability of
banks. Many economists have stressed that banks as a major component of financial system,
provide linkages for the different sectors in order to ensure the attainment of the
macroeconomic objective of government. A bank is a financial intermediary that accepts
deposit from customers and channels the amount mobilized to borrowers in the form of loans
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and advances. Bank credits represent the amount of loan and advances to individuals and
organizations from banking system. The likes of McKinnon (1973) and Shaw (1973) noted that
the efficiency of financial intermediation is affected by regulatory regime at a point in time.
Deregulation involves a regulatory framework that permits the development of competitive
system where consumers are served at reasonable cost. In other words, it is believed that
liberalization allows for a market driven intermediation which leads to competition and
efficient allocation of credit to sectors that are better able to wuse it productively. In
conclusion, anticipated income theory serves as a major theoretical undepinning of banks’
credit and profitability cum liquidity management policies and equally analyzes borrowers’
credit worthiness. The theory also provides the banks with the criteria for evaluating the
potentials of a borrower to successful repayment of loan on time which ultimately affects
the interest income which can be used to influence the liquidity position of a bank.
Moreover, the theory holds the view that if credit were adequately managed, interest income will
be influenced, which will affect the investment opportunities and ultimately increase the liquidity
position of the bank.
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