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ABSTRACT

This project is meant to interprete. analyse and eval uatethe
performance of Afribank Nigeria PLc and Bank of the Northltd.
using financial ratios as a tool of financial Analysis.

Eleven ratios were used to analyse and evaluatethe
performance of the banks which were chosen for the simlarity
age branch spread and staff size. Sonme of these ratios show
specific problems such as low current ratio, high debt ratio.
earning on investnment and low liquidity position

Fi nal Iy, concl usions and recomendati ons have been drawn base

on the interview conducted and problens highlighted by the ratio

in the study.
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CHAPTER ONE
INTRODUCT ION
1.1 PBackground of the Studrxy

Firnance béinq a discipline of study in itself,
constit .tes a dorminant and important organ for every
business organization whether big or asamall., It has ! een
defined as the effective and efficient acquisition and
utilization of funds for the achievement of organization
goals.

Finance was separated ftom accounting and economics,
which changed 1its functions from dealing with <aly
descriptive study to that of vigorous analysis and
normative theory in the early part of this century. At
first, it dealt with only the instruments, inatitutions and
proceduiral aspects of capital market. As time went on to
the 1920s, technical innovation and new industries crested
a ne;d for more funds. These developments resulted in a
shift of emphasis from internal management to financial
management. The depression a decade later focused the study
of finance on defensive aspects of survival - preservation
of liquidity, bankruptcy, liquidation and reorganizat!on,
With progression in the century, finance function took a
dynamic role in a business organizations development; with
growing influence, its scope now extends far beyond

records, reports, paying bills and obtaining funds to the
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more sophisticated analytical process of investing funds in
asse s and promulgating the best mix of flnnncin?
decisions. Impliedly, the roles ol management have toc keep
on changing accordinq' to the dictates of these
deve opments. RAs such, the financial manager today has to
make use of several tools so as to successfﬁllr menage a
firm's resources,

Ancother impeortant function of finance is analysis of
financial data. This has bean refered to by Meticalf and
Fidardas "a process of evaluating the relationship between
component parts of a financial statement to obtain a better
understanding of a financial posiéion and performance"”.

For the financial manager to undertake  his
responsibilitien effectively and ofticiantly,'thor;nnmt be
some tools and techniques which he rely on to obtain
desaired results. In recent years, one of the wide)y used
ang important tool or techniques is the financial ratic
analysis. Studies have shown that financial ratios can be
used for the purpose of avaluating n firms performance over
a wide range of time. It is useful both as a way to
antictpate future conditions and more importantly. as a
starting point for planning actiens that will influence the
future course of events. Persistent conclusions have been
arrived at over the years that financial ratios are
important analytical, planning and control devices,

Soma of the uses of finanpial tratioca are: Provision of
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comprehensive information about a firm's financial
condition;
Determination of a firms performance over a period of time
possible; Controlling the performance of a firm by the use

standards whersver p&ssiblo; Unveiling the problem
areas of the firms resocurces for necessary correction;
Comparison of a firms performance with other firms in the
same industry; Determination of credit worthiness of a
borrowing firm.

For ratio analysis to be meaningfully interpreted, it
has to be compared with some standards. The standards used
for comparison are:- Ratios calculated from the past
financial statements of the same firm which can be used to
predict future performance; Ratiocs calculated using the
projected or pro-forma financial statement cof the firm;
Ratios of some selected firms especislly, the most
progressive and successful at the same point in time; Ratio
of the industry to which the firm belongs.

There is, therefore, the need for proper understanding
of the efficiency of financial ratio in predicting
corporate performance.

1.2 Statement of the Problem

As a result of the world economic depression as well
as the recent development in our economy with regard to the
Structural Adjustment Programme (SAP), there has bLeen a

dramatic turn in our economic indicators especially
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investment potentials, loans and advances.

The condikionaiities under the Structural Adjgatment
Programme (SAP) appeared to be harsh to the nation's
economy yet financial institutions continued declaring huge
profits annually., In fact, éhla period recorded the highest
number of financial institutions established. Then comes
the Prudential Guidelines. Most banks which hitherto were
declaring huge profits started making losses. Distress in
banking became the order of the day. Gone were the days
when investing in a bank was a sure goldmine. It has
therefore become necessary to scrutinize properly a anks
potentials for success or otherwise before investing in
such.

b R Purpose of the Studry 2

Tndeed, the need for this study need not be
overemphasized. Over time, a lot of research work hars been
done on the use of financial ratio analysis in predicting
corporate performance., The level of performance of any
business {s {important to <creditors, share holders,
management and individuals. Thus predicting performance is
important as it helps the firm to know how to plan for and
cope with the future. The objective of this study is to
determine how effective financial ratios can be regarded as
analytical tools in analysing and evaluating the
performance of financial {nstitutions with particular

reference to Afribank and Bank of the North durirg the
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period under review (1988-1992).
A.4 Sjignificance of the J3tudy

ARs ezrlier defined financial management refers to the
effective procurement and efficient utilization of funds.
It is therefore important té point out that the success of
any firm depends on the availability of funds for its
operations. As such funds need to be acquirad'oither by
borrowing or by issuance of new ahares, debentures and
bonds. The financial position of a firm is therefore, of
special interest to a number of people.

The suppliers of capital to a firm would like to know
the financial position of the organization in which they
have an investment. This is important as the analysis will
enable the financiers analyre the risks and returns
assocliataed with the busineas. Present and potential lipour
would use the information to evaluate a f£firm's ability to
pay higher wages and benefits. In addition, government
requ}atory agencies can also use_the information from the
financial analysis to establish rates and regulations based
on the firma financial! position. Management can aszess
itself with raspect to strenghts and weaknesses of the firm
it manages. Most importantly, compariscn of organization's
perfor.nance can be made to enable the owners know the
improv :ment made in financlial operation of the company and

plan for the future financlal pesition as waell,
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1L.5 Sagopre of the ﬁtudr

The astudy covers the period of five years from‘1988-
1992. It sesks to teat the use of financial ratio analyasis
in predicting <corporate performanca. In this study.
Liquidi .y, Activity, Profikability, Debt and Coverage
ratios . ere usad to esvaluate the performance of Afribank
Nig. Pl; and Bank of the North Ltd,

h Y Limitatrtion:

Some of the limitations of the astudy rre as followus:-

Up to date standard industrial average rations have not
been developed in HNigeria. Comparison between a Eirms
ratios and that of the industry has therefore not |.sen
possible.

Financial ratios have their own analytical limitations
wvhich inevitably apprlled te this study. C(ne of the
limitations is that inflation haslbadly distortwed the firms
balance sheet with an effect on the profit. Thus a ratio
analy;is of one firm over time, or a comparative analysis
of firms of different ages muat be interpreted with care.

Scietimen, financial statements do not rcontain enough
information -‘for accurate ratio analysis and the
unwillingness of these companies to release their . .ue
financial atatementa,

Ancther limitation is that only few financial ratios
have generally waccepted standards or minimum cut off

pointa. Ascertaining the minimum performance sxpected «f a
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firm in such cases 13 therefore a m;tter of personal
judgement . |
b P Definition of SMome Related Termn

The following key terms appear frequently in the
course of investigation and fheir definitions are useful in

the understanding of the text.

1. Assets:- Are economic resources which are owned by a
business and are expected to benefit future
operations.

2 Liabilities:- Are debts payable in future by the firm
to its creditors. They rapresent economic obligations
to pay cash or provide goods or services in some
future period. .

3. Accounts Receivable:~ Amounts which a company erpects
to collect from its customers for goods and services
sold to them on credit,

q. IHindou dressing technique:- Techniques employed by a
fi:m to.mnke 1ts financial statements look better to
credit analysts.

5. Shareholders equity (Networth):- The excess of as ets
over liabilities. The amount of owners investment in
a business plus profits from successfu] operations
which have been retained in the business.

6. Net Working Capital:- Current assets minus current

liabilities. Working capital represents the net amount
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10.

1l.

13.

14,

8
of liguid resources avallable to & buainess,
Liquidity:- The ability of an azsset to be converted
into cash without a =ignificant price concessjon.
Common Stock:- A type of capita]l stock which possesses
the basic right of éunership including the right to
vote,
Bonde:- A formal cartificate {(or debt inastrument) used
by a corporation to borrow money on a longterm basis.
Dividends:- A distribution of cash by a corporation teo
its atockholders.
Annual Peport:- A repért iasved annually by
corporations to their stockholders that contalr basic
financial statements as well as management opinions of
the past year's operaticns and the firm's, future
prospects,
Retainel sarnings:- The balance shqet account which
indicates the total amount of earnings the firm has
not paid out as dividend throughout its history; thesa
sarnings have been re-invested in the firm,
Financial Ratio:- An index which relates two
accounting numbers and 1s obtainsd by dividing one
quantity by the othaer,
Liguidity Ratios:~ Ratios that shews the relationship
of the firm's current assets to its current
liabllities: i.e {t measures a firm's ability to meet

its short-tearm obligations,
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16,

17,

18,

9
Profitability Ratios:!- A group of ratios ahowiﬁq the
combined effects of liquidity, asset management and
debt management on operating resulis. They rel;te
profits te sales and investment.

Activity/Asset Hanaqemént Ratios:- Ratios that
measures how affectively the firm is using {ts assets,

Leverage Ratios:- Ratios that measuras the axtent to

~which the firm has been financed by debt.

Coverage Ratios:- These ratios relate the financial
chavges of a firm to 1ts ability to service or cover

them.
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CHAPTER TWO

LITERATURE REVIMW
2.1 Concept of Financial Ratios

To make rational 'decislons in keeping with the
objectives of the firm, the financial manager muxzt have
cartaln analytical tools. The process of financial analysis
that identifies the financial strenght and weakness of a
firm by determining and establishing relationship between
the iteme of the balance sheet and the profit and loss
account helps him do this,. Thig is treaquently done through
the us«s of financial ratios. Financial ratios are used to
establish numarical relationship between variables
contained in the {inancial statements of an orgarfization.
They give a comprehensive financial information abcut the
atata, conditicons and parformance 2f a business ent=_prise.
Thus {inancial ratio analysi=s can be likened to a detective
story - investigation aimed at revealing the performance
and soundness cof a particular investment.

Financiai ralios are usuaily used to compa.e thas
conditions of activities of a particular period or to
compare the conditions at different pariods of time. Using
the data provided by financial statements, variocus rat:ios
~an be calculated thut permits an avaluaticn of most
aspects of the fiims perforinance. Available evidence

suggests that ratios <do have predictive value at least 1in



12
respect to financial difficulties. Persistent conclusions
have been arrived at over the years that linancial_ratios
are important analztical, planning and control tools.

The firm itself and suppliers of capital - creditors
and investors, all undetiake financial analysis. The fiim's
purpose is nét only internal control but also for better
understanding of what capital suppliers semsk in financial
condition and performance from {t. The type of analysis
varies according to the specific interests of the party
involved, Trade creditors are interested primarily in the
liquidity of a firm. Their claims are short term, and the
ability of a firm to pay these claims is best judged by the
means of a thorough analysis of its liquidity. The claims
of bond-holdera, on the other hand are lofig term.
Accordingly, ‘they are more interested in the csshflow
ability of the firm to service debt over the long run. The
bonc¢ holder may evaluate this ability by analyzing the
c;pital structure of the firm, the major sources and uses
of funds, its profitability over time and project.ons of
future profitability.

Investors in a company's common stock are cconcerned
primarily with present and expected future earnings and the
stability of these earnings about a trend as well as their
covariance with the earnings of other companies. As a

result, investors might concentrate their analysis on the

profitability of the firm, They would be concerned with its
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financial condition insofar as it affects th; ability of
the firm to pay dividends and avoid bankruptey. In ordgr to
bargain more egfectively for outsjide funds, the management
of a firm should be interested in all aspects of financial
analyais that suppliers of capital use in evaluating the
firm, Management also employs financlal! analysis for
purposes of internal control. In particular, it ia
concerned with profitability on investment in the varic s
assets of the eOmpany and in the. efficiency of asset
managemant.

In addition to suppliers of capital and the .firm
itself, various government regulators may use financizl
analysis. In particular, regulatory agencies are concerned
with the rate of return a company earns on its assats’ as
wall as with the proportion of non-equity funda employed in
the busiiness. Thus, thas type of financial . analysis
undertaken varies according to the specific interest of the

L

analyst.

2,2 Standardns of Comparimson

The ratio analysis i(nvolvea comparison for a umeful
interpretation of the financial statements. A single ratio
in itseif does not indicate favourabls or unfavourabile
condition, It should be compared with some standard.
Standardsa of comparison may consist of:

(i) Ratios calculated from the past financial

statemants of the firm.
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(1ii) Ratios developed using the project;d or pro-forma
financial statements of the firm,

(1ii) Ratios of some selectgd firms, especially the
most progressive and succesaful at the same point
in time and -

(iv) Ratios of the industry to which the firm bel sngs.

2.3 Trereoas of Comparimon

here are two basic ways in which financial ratios can
be used:

{l}) In a cross sectionaltapproach and

(2) Time series or trend analysis.

The Cross Sectional Approach: This approach involves
the comparison of the ratios of one firm with those of
gsimilar firms in the industry or with industry averiges at
the same point 1n time. The typical business firm 12
interested in how well it has performed in reiation to its
ccmPetitors. 1f the competitors are alsc corporations, then
their financial statements should be available for
analyria. Often the firm's performance will be compared to
that of the industry average, This comparison may allow the
firm fto wuncover major operating differences whic- if
changed will increase jits efficiency.

romparison with the industry must be approached with
caution. It may be that the f}nancial condition and
performance of the entire industry ia less than

satisfactory and a company's being above avarage may not be
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sufficient. In addition, variocus companies within an
industvy may qot be homogenaous. Companies with mulviple
product lines often defy precise industry categorization;
hence compariscn with otheq companies in that industry may
noet be conaistent. Also, caution should be taken when
comparing companies within an industry as they may differ
in sizes, |

Time Series Analysis: Thia is done when the financial
analyst measures a firm's performance over time. Comparison
of the firm’'s current performance to past pafformances.
Utilizing ratio analysis allows the firm to detsrmine
whethe: it is progressing as planned. Developing trends can
ba seen using multi-year comparisons: a knowledge of « ese
trends can assist the firm in planning future operaf&ans.

The rationale behind time-seriss analysis is thatlthe
firm must be evaluated in relation to its past
performances, any developing trends must be isolated and
appropriate action must be taken to direct the firm towards
its immediate and long-term goals. Time series analysis is
often helpful in checking the reasonableness of a firms
projected financial statements. R comparison of current and
past ratioc to those resulting from an analysis of pro-forma
statements may reveal descrepancies or over cptimiam in the
pro-forma atatements, Therefore, care should be taken in
comparing financial statemsnts. SBaaopalitr_ahnuld also be

taken into consideration because it c¢an cause esrronepus
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conclusions and decisions. Laatly, it is very important to
make sure that data from the financial statements being
compared have been developed in the same way because any
variation in the method may alsc lead toc mislaading
conclusion, | .
2.4 Trres of Finanacial Ration

Financial ratios are traditionally classified inteo
five groups based on the population of ratios in 1 lated
literature, They are: |

{1) Liquidity Ratios.

(2) Activity (Assst Managemsnt) Ratios.

(3) Profitability Ratios,

(4} Debt Management {Leaverage or QGearing) Ratiops.

(5) Coverage Ratios. . &

As statad seariier no one ratio givas sufficient
information by which judgsment can be made on the financial
condition and performance of a particular firm. Only when
qr;up of ratios ars analysed could reascnable judgement be
made, Although there are sgeveral ratios which can be
computed te give information \ubout a firma financial
soundness, wea shmll for the purpose of this study,
concentrate only on ralevant and important ratios.

2.4.1 Liquidity Rationa B
It is extremmly necessary for a firm to meet 1its

obligations as they fall dus. Liquidity ratios measure that

ability of a firm to meet 4its current (short-term)
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obligations. That is it measures whethar = firm has enough
cash for its day-to-day requirements. An analyst gains an
insight about the present cash solvency of a firm and its
abjlity to remain sclvent in the future in the event of
adversities by using liq;idity ratio, .By reiating the
amount of cash and other current =ssets to the cu.rent
liabilities, a quick and sasy to use measure of liquidity
is thus provided.

The common ratios which indicate the extent of
liquidity or lack of it are:

(i) Current ratio and

{ii) Quick or Acid Test ratio.

Current Ratio:!- Current ratic ia the commonly used
measure of short-term solvency since 4t indicatés the
extent to which claims of short-term creditors are covered
by asssts that mre expemcted to bse convearted to cash in a
reriod roughly correspeonding to the maturing of the claims,

. Mathematically, current ratio is expressed as:

currant ratio = Curcrent Assetas

Current Lizbilities
Current ratio expressss the number of time current
liability can.be financed by current asset over a yiven
period. A= a conventional rule, a current ratio of two to
one or more is consjdered satisfactory. This rule is based

on the Jlogie that {n worse situation 41if the valus of

current masets become half, tha‘firm will still be able to
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meeii its short term obligations. The current ratio
reprasents a margin of safety that ia a ''cushion of
protection" for creditors. |

The higher the current ratic, the grenter the margin
of safety. Firms with hiéh current ratic generally attract
short term loans. However, the current ratio is a crude and
guick measure of the firms liquidity because it does not
take into consideration the liquidity of the indtvidual
componentas of the current assets,

Acid Test or Quick Ratio:- This is a more accurate
guide to liquidity. It is computed by dividing current

assets less inventory by current liabilities,

Acid Test/Quick Ratic = Current Assets Inventory

Current Liabilities

The Acid Test ratio concentrates on the most liquid of
the current =assetas {cash, marketable securities and
Eec:ivables) to provide a more penstrating measure of
liguidity. As asset is said to be liguid if it can be
converted to cash immediately or reasconably soocn without a
loss in value. OQenerally, a Quick/Acid Tast ratio of one to
one is considered to represent a satisfactory current
firancial condition.
2.4.2 Activicy [Asset Managoment] Raotilios

This group Of. ratios {ia designed to measure how
effectively tﬁa firm ia managing its assets. This group of

ratipcs are also known as performance ratios because they
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measure the performance of a firm by indicatiny how
effectively it utilizes its resources. Assets likq fixed
assets, atocks, recajvablas, etc are the resources of a
firm and each 1is compared with sales to determine the rate
at which it i= turned over Iin a year. The activity .atios
include:
1. Average Collection Period (ACP)}:-~

The avarage collection period iz uzad to
appraise account receivables and it is computed by dividing
account receivables by average daily =2ales to find the
number of days that sales is tied up in receivables. It is

mathematically expre=ssed as:

ACP = Receivables y Days in Year

Annual Sales
The above ratio tells us the average numbar of days
recejvables are outstanding, measuring the average time it
takes to convert receivables into cash. This is important
as it is erratic to regard all receivables us liquid since
a sizable portion of it may be declared bad or doubtful.
ACP, therefore, moeasurms the quality of debtors since it
indicates the rapidity or eslowness of making payments. An
eycessive long collection period implies a verty liberal and
inefficient credit and collection performance. On the other

hand, a low collection period is not necessary favourabla,
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2. Receivables Turnover Ratio:-
This ratio indicates the frequency with
which réceivables are turned into cash. It is obtained by
dividing credit sales by reaceivables {Dehtors),

Receivables Turnover ratio = Credit Sales

Receivables
Generally, the higher the value of the recejivable
turnover, the more etficient is the credit management.
3. Inventory Turnover Ratio:-

This is also. called the inventory
utiliration ratio. It is the ratio of cost of goods sold to
average inventery. The figure is not made available in
financial statements as such analysts use sales,

Inventory Turnover Ratjio is Qiven as:

Sales
Inventory .

The inventory Turnover Ratio shows how :Qpidly
the inventory is turning into receivables through sales.
Generally, the higher the inventory turnover ratiu, the
more efficient the inveniory management of » firm. However,
a telatively high inventory turnover ratio may be as =a
result of too low a level of inventory and frequent
stockouts. It may also be as a result of too many amall
orders for inventory replacement. Either of thesa
situaticons may be more costly‘to the firm than carrying a

larger inventcry and having a low turnaover ratic. A lower
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inventory turnover ratio impliea ercessive inventory levels
than warranted by production and sales activity or a alow
moving or obsolete inventory.
4. Fixed hssets Turnover Ratio:-

Fixed assets turnover ratio measures the
afficiency with which the firms is wutilizing its
investments in fixed assets such as tand, building, plants
and equipments. This ratiolis compﬁted hy the tormular:‘

Fired Assaet Turnover Ratio = Balea

Fired Asse.:s
Fixed assets Turnover meamsures the turnover of fixed assets
in terms of asales, A high fixed asset turriover indicates
efficient utilirzatien ¢f £ixed assets in generating sales,
5. Total Assets Turnover Ratio I

Fixed assets plus current assets equz' total
assets. Total asset turnover rgtio ig calcula ad by
dividing sales by total assets: aliso callad Total Assets
Utilization ratio,

Total Asaat Turnover = Salen

Total Aunpets
This ratio is significant in that it shows the firm's
ability of generating sales from all the {financial
rescurces committed to the firm.ithe higher this ratio, the
bettar,
6. Sales to Network Ratio

This is calculated by dividing sasies by
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capital, Equity capital is same as natworth or nhareholders
funds; it includes the capital invested and all reserves
(revenue reserve - reotained earnings and capital reserve).
When the ratic iz tooc high, overtrading is indiceted and
when too low, it depiéis undurtradinq. When the ratio is=s
one or slightly above or balow, the £firm is neither
avertrading nor undertrading. Over trading and undertrading
ara both causes of a firm's financial problemr . 1t i=s
calculated by the formula:

Fizxed asset to Hetworth Ratio = Pized RAssets x 100

Networth

Once a ccmpany’'s fired assets to networth ratio is
high, it shows that a large share of awnsrs cajpltal has
been invested on fixesd asaats as such, cyr.ent and
miscel lansous assets muat share the remaininy portion of
the capital. Over investment in fixed assets {s always a
lproblem as it will rcvesult in poot credit rating.
2.4.3 Profitahilicy Ration

Profitability is the net result of n large number of
policies and decisions. Theiprofitability ratics show tha
combined effects of liguidity, asset management and debt
management on operating results. They measure the total
effectivgness uith respect to the returns on -21las and
capital invested. Logically, profit could be said :o be the
ultimate output of a firm and it will have no future if it

fails to make sufficient profits.
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Génerally tvwo major types of profitability ratios are
calculated.
{1} Profitability in relatiﬁn to sales,
{ii) Profitability in relation to investment.
Profitability in Rel;tion to Sales:

It i3 not only important but necessary for firms
to generate adequate profit on each unit of sales. If sales
lack & sufficient margin of profit, it will be Aifficult
for tue fitm to cover its fixed costs, fired charﬁus on
debts and earn profits for shareholders. The ratios under
the category are:

(1) Gross Profit Margln Ratio:

The gress profit margin ratio indicates the
petcentage of each nalra sales remalning after the #irm has
paid for its goods. It is computed by dividing gross profat
by sales,

Gross Profit Margin = Gross Profit

Sales
It is a measure of the efficiency of a firm's
operations as well as an indication on how producis are
priced. the higher the gross profit margin, the better and
the lower the relative cost of merchandise sold.
{2) MNet Profit Margin Ratio
Net profit is obtained when operating
expensse, interest and tax have been deducted from g¢gross

profit. The net profit margin is measured by diuidinq'net



profit after tax by sales,

Net Preofit Margin = Het Profit after Tax

Sales
1t measures the efficiency of the firm's
pre itabilitg. This ratio also indicates a firmas capacity
to withstand adverse economic conditions. A firm with a
high net profit margin ratio would be in an advar'ageous
position to survive in the face of falling prices, rising
cost of production or decliniﬁq demand for produ:t than
would be the case if it were low.
{3) Profstability in Relation to Investment
Making profit is just not enought. It has to
be compared to the total capital invested by owners and
creditors to see whether a firm produces a satisfactory
profit on its asset base, Otherwise, it may be misusing its
assets,
(1} Dividend Yield on Boock Value
This is concerned with profit distrihuted to
shareholders. It is the ratio of dividends proposed to book
value of share holders' investment. This is given hy:

Proposad Dividend

Shareholders Funds Ve
IThe highetr the ratio, the more atLtractive it is
to invest in the firm. '
{2) Earning Per Share

The earning per share represents the amount of
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naira earned on behalf af each outstanding share of common
stock. As such, the firm's earning per share is generally
of ivterest té the management and current or pot&%tial
shareholders, It is given by:
Earning per shares = '

Earnings available for common atock holder:

Number of shares of common stock ocutstanding

The sbove two ratios are cloasely watched by the
investment public and are considered an important indicator
of corperate success. The ratios tell us the sarning power
on shareholdsr book investment and is frequentl!y used in
comparing two or more firms in an industry for investment
decisions.

{3) Return on Investment o s

The return on investment is coften refgred to as
Return cn Total Aasets, It measures the overall
affectiveness of management in genarating profits with its

available assets, It is calculated as follaus: o

Return on Investment = Net Profit after Taxes

Total asaets
The higher a firm's return on investment the
better,
{4) Return on Equity
The return on eguity (Networth) ratio

compares net profit after taves tc tha aeaqguity that

shareholders have inveated in the firm. Computed thus:
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Return on Equity 3 Net Profit after tares

Shareholders wuquity
Common shareholders are entitled to residual
profit, The rvate for comman dividend is not fived as
against that of preffered dividend. The earnings may be
distributed or retained in the businessa, A high return on
equity often reflects acceptance of strong investment
opportunities and effective expenses management.

2.4 . 4 Debt Managemsnt ([Leverage or Cearing]
Ration '

The extent te wvhich a firm uses debt financing or
financial leverage has a number of implications As a
general rule, there should be an appropriate mir of debt
and owner's equity in financing the firms assets. The

manner 1in which assets are financed has a number of
implication.

Firat, by raisingifunds through debkt, the ounérs can
maintain control of the firm with limited inve: _ ment.
Secondly, creditors look to the equity or owneyr supnplied
funds te provide a maryin of saftey. 1f the owners have
provided only a small peortion of total Einancing, then the
vrisks of the enterprises are borne mainly by its creditors.
Also, if the firm earns more on investments financed with
borrowed funda than it pays interest, then the return on
owners capital is magnified or leveragsd. In addition,
betwasen debt and equity financing, debt is more risky from

the firms point of viaw. The firm has legal obligation to
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ray interest to creditors, irvespective of the profit made
or lossesg incurred by the firm, If the firm fails_to pay
creditors in time, ihoy can take lagal agtion against it to
get payments and in extreme casea, they can take the firm
into liquidation,.

Firms with low leverage ratios have leas risk of l1oss
when the economy is in recession, but they also have lower
expected returns when the economy bhooms. Converse)l -, firms
with high leverage ratios run the risk of losses during
rec-ession but have a chance of gaining high profits when
the economy improves.

In practice, ¢gearing is appreciated in two wwys. One
approach erxamines balance sheet vratios and detarnines the
extent to which borrowed funds have been used tc finance
the firm. The other approach measures the risk of debt by
incoma statement ratios designed to determine the number of
‘times fixed charges are cocvered by cperating profits. These

sets of ratios and complementary and most analysty examine

both leverage ratios. Common leverage ratios include:

l. Debt ratice.

2. Debt equity ratio.

3. Debt to total capitalization vatic.
Deb; Ratio: |

This ratic i3 econcerned with the _[inancial
stiructure of the firm. The ratio is expressed in percentage

and informs on the percentage of total financing provided
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by creditors, It is derived by dividing a firns total debt
by its asgsets,

Debt ratio = Total Debt

Total Assets
Cred:tors prefer low dabt.ratio gsince the lower the ratio,
the greater the cushion againat creditora losses n the
event of ligquidation. The owners on the 6ther hand may seek
high leverage to magnify earnings or bacausebsellinq neu
stock would mean giving up scme degres of controel. If the
debt ratio is too high, there ia a2 danger of encouraging
irresponaibility on the part of the owners. The sta .ea of
the owners can bacome so small that speculative activity,
if successful . will yield substantial return to the owﬁers.
If unsucceasful howsver, only a moderate lJoas is incurred.
It is important to note that the higher this ratio, the
more financial leverage a firm has.

Debt te Equity:

Thias ratio indicates the relationship beatween the
long term fundas provided by the creditors and those
provided by the firm's ownera. It is commonly used to
measturye the degtee ﬁf financial laverage of a firm., It is
.computed by simply dividing the total debt of the figrm by
its :Thareholders' funds.

Debt to Equity = Total Deht

Shareholders’ aguity

The creditors would generatly like this ratlo to be
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low, Tie lower the ratio, the higher the level of the firms
financing that is being prdvidud by shareholders ang the
larger the creditor cushion (margin of protecticon) in the
event of shrinking asset valus or outright locsses.
Debt to Total Capitalization:

This ratic is concerned with the importance of
longterm capital structure. Longterm debt inc: ades
debentures, mortgages otc, while total capitalizrtion
consists of longterm debt plus shareholders funds. This
ratio measures the amount provided by creditors in a firms
permanent financing. The long term debt to total
capitalization ratio has the sama objsctive ag debt equity
ratio. It is calculated as:

Debt-total capitalization = Long term debt ¢

Total capita'ization

>.4.% Coverage Ratio

Coverage or Valuation ratio are the measure a2 fi.m’s
valu;. They are designed to relate the financial charges of
a firn to its ability to service or cover them. This
category of rmtiocs is not usually anmlysed by analysts'
because data for computing most of them are not ,iade
available to analysts. Secondly they are not of :uch
informatioual valum Lo analyst though they are of great
interest to the firms existing and potential creditors who
are interested in the fivms ability to service its exi=ting

or additional proposed debts. The lowsar a firms' coverage
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rat: s, the more risky the firm is considered. Risky here
refers to the firm's inabllity to mest its fixed

obliyations., The ratios inlude:

1. Times interaest earned ratiao.
2. Total debt coverage ratic.
3. Fixed charges coverage ratio,

Times Interest Earned Ratio:

This ratio measures the ability of the firm to
meet its annual {interest payments. It is determi.ed by
dividing earnings before interest and Tax (EBIT) wny the
interest charges.

Times Interest Earned Ratico = EBIT

Interest charges
Failure to meet annual interest cost can bring leqiﬁ action
by the firms creditors posalbly resulting in bankruptcy.
The highest the ratio, the greater the likelihood that a
firm covers its intereat payment without difficulty. It

also sheds some light on the firma capacity to take »n noew
debt .
Total Debt Coverage Ratio:

This is similar to the time interenst earned ratio
which ﬁeasures a firms ability to fulfill its interest
obligyations. The total debt coverage rvatlo measures not
only the ability to pay interest charges but al.o the
ability to pay the principal of loana or make sinking fund

payment, The ratic is given by:
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Total debt coverage ratio = EBIT

Principal

Interest +
1 -7

The lower the ratio, the less likelihood of a firm
meeting its interest ana loan repayments.
Fixed Charges Coverage Ratio:
This ratio expands upon the times interest earned
ratio to include the firm's annual lease cbligations.
Fived charges are defined as interest plus annual
lengterm lease cbligations and the fixed charge couverage,

Ratio 1s conputed thus:

Fixed charge = EBIT + Interest + Lease

charges obligations

Coverage ratio = Interest charges + l»ase obligations

2.5 Limitations of Ratlio Analysmsin

; Although ratio analysis provide useful information
concerning ; companys' operation and financial condition,
it does have some inherent problems and limitations that
necessitate care and judgement. The following are some of
the limitations of the ratioc analysis:

) [ Ratios are constructed from accounting data and
acéounting data are subiject to different
interpretations and even to manipulation. For
example, two firms may use different depreciation

methods or stock valuation methcds, deperding on
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the procedure followed therefore, profits can
either be raised or lowared,

2. Firms can empioy Window Dreasing techniq;e ta
make their fidapclal atatements look hetter to
credit analyst.

3, There is nothing =aacred about the indoatry
average figure because firme strive to achieve
better than the industry averaje.

4. The ratics are generally calculated from past
financial statements and are thus no indicators
of the future,

5. When firms uce diffarent oparating and accounting
procedures, it may be difficult to compare their
ratios. *

6. Tha situations of companies are neaver the same,
S8imilarly, the factors influencing the
performance of a <ompany in one year may ~hange
in another vear. Thus the comparison of the
ratios of two compnnieﬂ. heoome 2ifficult and
meaningless when they are operating {n different
situations.

1. There is no industry standard as 2lvays

recommended.
2.6 Importmant Plscoverdies oy Firnmsncotial
Peatiliom

Researches have besn ~sanducted »n €¢inancial ratios

decades ago in order to acertain the performance of
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business organizations. A number of emperical satudi~s have
tested the predictive péwer of {inancial ratics. R;l?unce
on ~artain ratios depends on the analyat's perception of
their pradictive power relative to the problem at hand: a
perception based on eitﬁer subjective beliefs sr enperial
anar /g1s5., Most eatimats of the predictive pover of
financial ratigs are based on the analyst's past exp vience
with them. By their very nature, these estimatees terd to be
subijective and to differ from one analyzsis to the «ther.

Since the beginning of the development of f{inancial
tatios different researchers have on different studies
discovered some predictive power of financlal ratios and

they are as follows:

1. Financial ratios and corporate failure.?

2. Financial ratios and corporate risk.

i, Financial rvatios and bond rating.

1, Financial ratios and rapid growt - and

profitability of firms,
L The usafulnﬁss of financial raties to investors
in common stock.

2.V ) rFifrnanacial Ration oyl [od'SF ol IR T ol LI )
Feadlure

Past reseavrches on the ability of financial r.tioc to
predict some éort of business failure can e divided intc
twao categories. The first categery concentrates upon the
pradictive power of individual ratics based on either the

ratios trend or 1ts magnitude. The second categary of
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prédictiue ability studies utilize at multivariate
approach. Relying primarily on the statiast.cal tecinique.
discriminant analysis researchers have been able ‘o use
sets of ratios to predict the continuation or other.ise of
a firm. The works of the following people in the first
category are taken into consideration.

Smith and Winakor (1935%) atudied a sample of 182 firms
which have experienced financial difficulties during the
period 1923-1¢31 and had failed by 19231, They analyred the
prior ten year trend by means of 2! ratios and concluded
that the ratio of ne2t working capital to tolal =mssets,
whosteo decliné began ten vyears before the occurrence of
tinancial difficulties was the most accurate and steady
indicator of failure. Their data indicated that the long
term solvency ratios were equally good indicators,

Fitz Patrick (1931) followed a different approach by
analyzing the brior.three-to-five year trends of thirteen
rati.s of twenty firms that had failed durinq'1920~l929‘
He studied the data on a case-by-case method of a alysia
and followed it up by comparative analya2is and matched
sample of nineteen successful firms. He ¢oncluded that hias
ratius predicted failure to some extent through declining
.trends, but his best predictors were ;he net profit to
networth and the networth to tatal debt ratiosa.

Charles Merwin (1942) culminated the above two studies

in his study of a sample of 33% {irms in the periecd 1926 to
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1236 He divided his sample inte two groups, "cont;nuinq"
{sueccessful ) and "discontinuing” {unsuccessful) fii 1 and
analyzed numbers of ratios of eaach group., He accompliiszshed
this by comparing industry mean ratios of the discontinuing
firme with "astimated no;mal“ ratios which were estimates
of what the discontinuinq firms ratios would have bheen had
they maintained the same average ratios as the continuing
firms. He concluded that three ratics were very sensitive
predictors of discontinuance, up to as early as four to
five years in‘some instances. These ratiovs weare networking
capital to total assets, networth to total debt and the
current ratios.

The second category ralied primarily on statistical
teﬁhnique of discriminant analysis. *

Beaver {1967} considered & sample of seventy-nine
large firma that failad and compare with corresponding non-
tailed companies of the same size and industry and th ., same
pe;iod sf time. These sampleas ware used to teai the
predictive ability of thirty financial ratios. The mean
values of the ratios for the two samples ware compared over
the five vears pricor to failure. He discov&red that the
ﬁean raticos of the failed firms differ asignificantly from
that of the non-failed firms. It also deteriorated markedly
as failure approached. | |

‘n a study, Beaver (1968) weaxamined tke ability to

predict fmilure from changes in market price of stock,.
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Using four ratios cashl flow to total liabilities, net
incomsz to total assets, total debt to total assets w;th the
market hehaviours of price on a sample of saventy-nine
failed and a corresponding number of non-failed fi; 3 of
approximately the same siz? and induvatry, he found that the
mediar market price of the failed compsnies declined at an
increasing rate as failure approached relative to that for
non-failed companimss, The largest price décline occur +d in
the i(inal year. Beaver conciuded that investors :ljust
stock prices to the deteriorvating cendition of £:i:.ling
compatnies ., Moreover, he found tﬁe evidence consistent with
investors assegsing likelihood tor failure on the basis cf
financial ratios.

Daniel {(1968) employed correctionlfactot analy#&is and
wise regression to select financial statement data and
ratios which besat correlated with failure and non-failure
as the dependent variable. The disc¢rminant function was
fouﬁd to have considerable power in identifying failing
frrma. ' -

Deakin (1972) used fourteen rtios, studied a pa:r of
thirty twoe failed and non-failed {orms for the pericd
betwean 1964 and 1970 in a discriminant function and he
discovered that he could predict bankruptcy three years
before the-failure. _
| Edminister (1972) teated the predictive abiliiv of

financial ratics on small! business starting with fifteen
. .
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ratios. he concluded that current assets to current
liabilities, working capital to sales, current i(iabilities
to networth, net income plus depreciation and amortization
to current liabilities, networth to sales, inventory to
sales incorporated indiscriminant function predicted
failure for up to three ymars on cummulative data analysis.

Wilcorx (1973) used a prir samples of fifty failed and
non-fziled firm over a period of 1949 to 1971. He adjusted
both the cash position and the cash flow for both s . .aples
and used the qambier‘s.run model in which he ranked the
risk of bankruptcy of all firms in the sampie for five
vyears prior to failure.

Altman (1968) used multiple discriminant an:siysis
(MDR) as no one particular ratio 1is strong enduph to
measures the performance of a firm. Altman thereforc used
varicus ratios as variable in a discriminant functiovn te
pr%dict and categorize firms into bahkrupt and non-
bankrupt. He took 22 ratios and submittad themlto linear
discriminant approach (LDA) and came out with five ratios.
He took sixty-six organizations, 33 bankrupt and 33 non-
bankrupt and mixed them up then finally calculated their 2
values, He defined Z as the overall index or barometer or
even temperature and finally arrived at the following;

| 2 0= axs +oa.xe boax +oax b oaw

2 = 0.,012x. + 0.0l4x. + 0.033x, + 0,006y, + 0.39x,
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where >, = Ratic of working capital to tota! assets

fetained earnings to total assets

>y = EBIT to total assets

%y = Market value of equity to Book value of total

debt |

xg = Sales to total assets
Altman used Z .values as follows:
1£f Z value is greater than 2.99, the firm is healthy.
I1f Z value i3 less than 1.81 then the firm Ia bankrupt.
He la'er discovered the critical Z or grey zone to be 2.675
and maintained that any firm with Z value above 2,67 is a
non-bankrupt firm and that below 2.675 he classified to be
bankrupt. He found that he could predict bankruptcy with an
accuracy of 50, 72 and 95% for the thxr&, second and first
years respectively, prior to failure, The. model was
extremaly accurate in classifying 95% of the total sample
correctly. A type I error occurs when a firm is classified
as healthy when it is actually bankrupt. A type Il error
alsoc occurs when a Eifm is classified as bankrupt when
actua ly it is healthy,

Lltwman, Haldeman and Narayanar (1977) re _ewed
Altman's study and adopted it to the period 1%962-1975. They
used a sample of fifty-three failed and fifty-eight non-
failed firms including retail firms. The employed factor
analy-1s and seventy variables which were reduced to saven,

Current ratio, the size of total assets, interesat rpastio,
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retained earnings, retutn on assets (net income to total
assets) and equity to total assets. This was incorporated
in a Jdiscriminant function and the mode] predicted f ilure
with 96 and 70% accuracy in the last and the year priocc to
failure respecéively.

Moyer {1977) employsad Altmans disceriminant functiens
ef ratics as paramaeters ganerated from a different -eriod
{1946-1965) on newly generated data (1965~-12375) and found
that the predictive abhility of the modal has & opp=ad
considevably. He found the predictive ability of the model
to be increasing as he excluded "superfluons"” variables
from it. He aisc found the model to be & better failure
predictor than other models when he compared them.

2.0 Financinl Ratios and Corporate Risk

Most of the studies in the area of prediction of
corporate risk by means of financial ratios tere conducted
in the 19708, The following studies are considared useful
to'that effect:

crgler (1970) developed a credit acoring mod.:: for
commercial bank lovans using twenty-one ratios selected from
all but valuation ratio category. He found that hes could
predict good lcana with some degree of success that could
be considered as a risk measure for investors,

Altman et al (19?4) used Hiscriminant analysis on
forty~one ratios and wusing data on 134 firmas. ;I‘hsy

discovered their model to be useful! predicter of risky
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loans (those with repayment problems).

Fall and Heint: {l§75) analyzed fourty-one industries
for two years (1971-1972) wusing total assats to salés,
total :-gets to working capital and average accounts
receivables to sales as a coﬁposite inder for each of ihe
industries,. Their aim was to analvze the characteristics of
each industry as reflected in its financial ratios as to be
able to rank them according to risk. They succeaded in
ranking a number of industries based on their findings,

Financial Ratios and Bond Rating

R study by Hickman (1948) dealth with the resturn on
corporate bonds isaued hetween L9%00 and 1943, He concluded
that times interest earned ratio and net profit teo sales
ratio wrte usefuyl predictors of default on bond issues
vhether used jointly or separately. The firms with hi¢ (er
ratios went into default less freguently than those with
lower ratics,

éaulnier et 2¢ {19%8) studied the U.S, federal lending
and loa~ insurance for the period 1934-195] and concluded
that firms with very leow current ratic, networth to to:al
debt ratio were more likely to default on loans. Also ficms
wtith deteriorating current ratios prior to borrowing
defaulted about twice ag often as those with stable or
increasing r;tioa.

Mcore and Atkinson (1%61) ervamined the aggregate data

invelving changes in the bank credit use and financial
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ratios during 192585-31957. They found that firm= with higher
curreni. ratlo and working capital to“tctal assets, net
worth to total debt and net profits to networth rétios
incereased theitr use of credlt.more than filrms with lower
tatios. '

Hojenlower (1962) esamined the guality of bhank laans
and analyzed those locans that were criticized locans by
banks in 1957 from three fedaral reserve districts in the
UV.5. He showed that the criticized loans involved tirms
with low currvent ratios and net working capital! to total
assets in all the industries and the networth to total debt
ratic vas below average in two-third of the cases.

Jen (1363) considered the availability of bank credit
te a sample of small firms and indicated that tXke net
profit to total asset and debt to total asset ratios
constituted principal detetminants of credit availability.

Heorrigan (19%66) used regress rating as dependent
variables against the financial ratios of some companics he
selected and developed a model. known as the multiple
regression model which consisted of debt subordination,
sales to networlith and operating incomes {sales). On the
basis of this invention, predicting the top six¥x bond
classification to both Moody's and standard and poor

ratings, he predicted about fity-two percent and fifty
eight percent of standard and pocor and MHoody'®m rating

respectively.
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In a similar way, Pague and Scldosky {(1269) daveloped
a regreasjion model with diahotomous 0-1 percent vgriables
sn as to predict.whether a bond should be classified as
having Aaa and BRaa _rating. The model suecceeded in
classifying a number of bonds with such variables as: net
income to total assets, debt to total asaets, net income to
interest and net profit to total asgets. The analysis was
linited to investment bonds as in Moody's rating.

Weston {1970) udsed a multiple regressi & model
counting four variable; the logarithms earning variability,
reciod of solvency, matket value of alil bonds outstanding
and market value of stock to debt Latio to predict up vo
sivty-tuo percent of the actual rating of Moody':.

Pinches and Mingo (1973} analyzed 192 bon3. for one
year 1967. Financian] data were calculated on th rty-fivae
different variables. They used.factor analysis ant m-group
multiple disciminant analysis and they developed a model
consisting of si¥ variables; subordination, (which
represents the legal status of bonds), year of consentive
dividend issue size (this indicated that bond ratings and
the size of bond issue are related), net income plus
irterest to interest (coverage ratio), five years mean of
long term debt Lo total azssets (measures capital structure)
and net income to Ltotal assets. The medel ¢group=d 182 bonds
with 6%.7 percent success of actual beond ritings by

M oody's.

.
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FinAanacinl Ratico Aand RAapld Orowrch marned
Profitabilility of Firma

Some of the notable works conducted in this area are
ags folliows. i

Horr:rgan (1965) determined that some short-term
liquidity and long term solvency vratios in 1937 were
significantly different batween profitable and unprefitable
firms with the profitable firms showing higher ratios. but
capital turnever ratics were net szignifi-antly diffeyunt,.
Jackend-0ff {(1962) found that financial ratios ronsistently
and clearly distinguished hetvean profitable and non-
profitable firme in thea period 1949-1955. The current
ratin, the working capital to total asnsets and netuorth to
tetal debt ratios cf prefitable firms were consistently
highear but the relationship of total =asasets to tu;nover
apreared to be inverse to the nlzes <f the firmg. In
another study ¢f various trade industries 1n 1956, it
indicated that short term liquidity and leng-~term soclveney
ratins of profitable firms ware higher, profit margins and
inventory turnovers of profitable trade concerns were aslzo
higher but working <capital turnover was low,

Ozaze {(1°81) in a study on financing rapid growth
firms in Nigeria discovered that ratlos adequately
discriminated hetuvean grqwjng and nen-growing firmse,

The Usefulness of Finmncial Ratios tco Investors
i Commen Btock

o' Connor {1923) used cotrrelation analyaia to reduce
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from 33 to 10 ratios., the number of variables employed 1in
his model for predicting average investors rate of return
on common stock and he noted that a generally low (1.e lass
than 0.25) inter-ceorrelation existed between the ten
indicated potential etféctivenessa as predictors. .. should
be noted however that O0'Connor's conclusion has been
rejec.ed by another researcher Abdul-Khalik (1972).

According to Abdul-Khalik, the regression equation and
tl estimated parameters used by O'Connor were invalid for
the prediction they were meant for. He gave his re sons for
the assertion and these.reasons were accapted by O'Connor
and other researchers.

2 X0 Recent Devealopmentn in Financial
Ration
Investment decisions have assumed an ‘important
position in the development of financial management, where
the first centributions have been made in the area of
sfirancial ratio analysis to provide more sccurate tools of
assessing business performance., The prominent among them
are Univariate Multivariate analysis and Osaze's Index of
Risk.
Univariate Analysis
This approach 1s called beta analysis. The
analysis examines the association betwsen reolative rigk
me .sure of a security and a single accounting variisble, The

univariate analysis requires comparing wearnings rith the

earnings of other firms, just as ratios are compared with
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inductry averago, The. unirvarsate analys's was first
publiahed by BPall and Broun (1%692), when they exami .4 282
firms guoted on the Muw York astoek exchange over the pariod
hatw. e 194€ and 1946
Multivariate hnalys;s
As an oxtension of €inancial ratio an:l!ysis,
multivarisate an=lysis remals with the prediction of
earperate bank?uptcr. There are many centributions | 1% the
mnet prominent isn that cf Edward 1. Altman's (1968)
Multivariat=s Diacr minant Enslysia {MDA). It i= not
possihla to predic* the overa!l financia! health of an
organization by uesing a single ratio. Altman, therefore,
uses various ratios on the variables in a discriminant
functioan to qnﬂaanf:w borvowers i1nt2 twe groupd., Those
that :di1d and these that did net go bankrupt.
Blum (1974} developed the failing company mode)l using
115 f2i1led and }15 non-failed firms dnring 1954-17 2. He
s;lected for each firm in hia sample a firm that uid not
fail in the same induatry of approximataly the same asaet
si1ze, numher Of'ﬁmPIOTF?S and collected data for the f1s7a]
vearc., Hies corclucien waa that tha modal he ured
dict .nguished failing from non-failing firms with accuracy
cf approximately 95% when failure occured one year from the
last €inancial statement date. the model was also 50%
correct 1n predicting failure two vyears Dbefore its

occurrence and 70% for three, four and five years prior to
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actual failure,
Osaze's Index of Risk

Osaze (198%) developed a financial compesite
index for predicting corporate f{ailure in Nigeria. The
index was developed spe;ially for use 1n daveloping
count: ies like Nigeria to compensate for the too much
reliance on financial ratic analysis and other mdels
developed in Eurcope and America for prediction of risk in
a business or more clearly, corperate failure.

The Osaze's Indax of Risk was developed afte:r he
reviewed the worke of Beaver W, K. (1966); Altman E.T.
(1969 ; Johnsen C.G. (1970); Bolton Revort (1971); Deakin
(1972): Edminster R.O. (1972); Fham (1%75); Libby (1975);
Tamari M. (1978); Parosh and Tamari (1279) arnd som# ather
selected ratios. These ratios in the index were selected as
the or2s found to tbe applicable to Nigerian situation. The
table helow gives the details of the model.

OSAZES INDEX OF RISK

FACTOR POINT
1. et Worth Total Assets:
Firms with over 50% Hetworth to Teotal Aszsets 12
41 - 50% 10
11 - 40% e
21 - 30% A
10 - 20% q
Leas than 10% 4]
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Retained Earnings to et Prefit:

Firmas with over 30% of Petained earnings to
Net Profit

21 = 0%
16 - 20%
11 - 15%

5 - 10%

Less than 5%
Profit Trend over S-years {Net Profit-Sales):

Firms with profit every year and rising net
profit-sales

Firms with stable level of profit each year
Firmg with profits each year but no uniform
trend

Firms with profit each year but a declining
trend

Firms with loss in any one of the last three
years only

Firms with loss in first three years only
Firms with loss in all five yenrs

Earning Before Interest and Taxes to Total
Agsaets

) . s
Firms with over 308 of EBIT to Total Aasets
21 - 30%

16 - 20%
11 - 15%
5 ~ 10%

Less than 5%
Current Ratio

Firma with a ratic of over 2 times
1.51 - 2 times

1,11 - 1.5 times

0.91 - 1.10 times

0.50 - 0,90 times

Lesa than 0.5 times

Working Capital to Total Assets

Firms with over 20% of working capital to
Total Asselts
21 - 30%
16 - 20%
11 - 15%
5 = 10%
Less than 5%

12

[
Chrhn®mO

16

10

O M

ot
CSCannon

[
Qoo O

12

' —
QQhnmO
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T, Cashflow to Total Debt .
Firms with ratio of over 50% of Total BDaebt 12.
41 ~ 50% : L8
3] - 40% 8
21 - 30% B
11 - 20% 4
Less than 10% 1)

8. Sales to Account Receivables
Firmg with sales of over 5 timea Debtors 12
Firms with sales 4 to 5 timms Dehtors 10
Firms with sales of 2 times Debtors 8
Firms with sales of 1 to 2 times Debtoras 6
Firms with sales of 0.5 to 0.9 times Debtors 4
Firms with saies of lesas than 0.5 times Debtors s}

Note:- The factor g¢gives the ratio to be calculated and

their weights/yardstick of measurement, while the pointas

give the s

coring of each factor.

To determine the risk asscociated with a business using

this model

1.

a

2

Firmg with ovar 60 points when their total scores
added are unlikely to fail;

Those with lass thun-40 points have a higher
probability of failure; and H
Firmas with between 40 and &0 points neead to be
scrntinizsed properly before a declgion iz ta' en
ns to their potentials for bankruptcy or success.
This s where other subject factors like

management capacity and economie indicators

should prove highly invaluable,
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CHAPTER THREE

RESFEARCH METHODOLOGY
3.1 Sample Selection

In all, two banks u;ra selected for this study. Each
was studied for the period 1988-1992 (five years). As none
of the banks was quoted on the Nigerian Stock FExchange
during the period covered by this study, data wela not
available to the public. the researcher had to make
personal request to the eyxacutives of the s=leacted banks,
Success in this regard depended very much on his approach
and accessibility. It is solely due to this anticipated
problem that this study was restricted to only two banks.
The selected banks were incorporated in NHigeria about the
same period. They have comparable number of staff and
branch spread.

The period (1988-1992) was selected becau.: the
Séructural Adjustment Programme (SAP) aimed at re. amping
the prevailing ailing economy was fully operaticnal .t that
time. Moresc, it is within the same period that Foreign
Exchance Market (FEM) and the Prudential GQGuidelin~s were
established.

a,2 Datna Collemction

Historical data are usually classified into two main

categaories based on their sources.



Primary Scource: These are data which have bheen
recordsd by an actual witneszs or participant in an evenl
(clocument ) or the histeorical ohjmct itnelf (vemain) vhiel
is available for axamination. ‘

Secondary Source! TE#Sﬁ refern to data vhich have hean
recorded by zomeone who obtainaed his data indirectly, Even
if tha source talkad to an asctuysl obsarver or an actua!l
participant in an event, his information would noL be
regarded as coeming from S primavy source,

Primary sources of datas rre mere raliable than sasecondary
sourtes  hecauce of the diatortion caused along the
communication line in seconcdary sources of data,

The search for relevant information Jor thij study
started with regquesting for the history anc annual ~eportns
of the selected banks. The raquired data were obtair :d from
the annual raportsan and thay ware used for the calculation
2f the ralevant vratios for the analysis, *

' The financial statements of the €firm's represen'
important information regarding its operation and final
condition, but they never quite reveal the antire pinture,
For this reason, it 1s imponsible for the researchar o

make really intelligent decis=sions about a firm 1¢ h

[
A

informatien is only limited entirely to the data presanted
in its financial statements. Additional informat:»n far
this study was thearefore, obhtained from {ntervie n with

¢fficinls of the banks using unstructured guestionnaire,



While the ratios selected belonged to the five
traditional categonries of financizal rat‘ios i.e Activity,
Profitability, Ligquidity, Leverage and Coveraqe'ratids, the
number of ratios calculated under s2ach category varied with
the data available in the report. As such, few ratios vere
selected from each category. Besides, some ratios provide
avactly the same infomation as others while others do not
aid the analyst with information about the firm. The efore,
eleven vratios were used for each bank under the distinctive
five diffuerent categories of ratios from data available in
the banks' respective annual reports.

2.3 Tyryons of Ratios Unad in the Study

There are various types of financial ratics, t.at are
basically categorized wunder five bread headinmg.. The
categories are Liguidity Ratios, Activity Ratios, Leverage
Ratics and Covaragé Ratios. A number of ratios were
calculated in each of the above-mentioned categories.

The followinyg ratics under the five categories were
computad Lo furniah adequate informatinn as raguired by the
nature cf the Etudy within certaip limitations,

i. Liquidity Ratios:!:~ Under this category, only

current ratio was calculated.

ra Activity Ratios: Here, working capital te total

assets was calculated.

3. Profitability Patios: In this category, earning

per share, nat profit margin, Peturn on
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Investment and Return on networth rgtios Wwere
calculated.

4. Leverage Patios: Debt, Debt-Equity and Total debt
to Networth ratios were calculated.

5. Coverage Ratios: Finally, Times Iihitereat earned
ratio and Toéal debt coverage ratio were
calculated under this category.

3.4 Limitationn

Although ratios are very useful tools in analysing the
financial position of a firm, they do have limitations
which 1f care 13 not taken may render the inforuation
obtained faulty leading te invalid conlusion or even
unreliable recommendations. Therefore, it is recommendable
to bear in mind some of the major limitations of financial
ratios such as inadequacy of data, lack of industryeaverage
against which to make comparison, subjectivity of
azcounting data etc.

This limitations can be surmmarised as follows:

(1) ©Only the published annual reports and accounts of
the selected banks were used in the analysis as
there was no other source of information.

(2) Industry averages were not available to « mpare
the performance of the companies. Therefore,
this.made decision and judgement difficult and

inconclusive.



(3)

3)

{5)

LT)

87

Most of the ratios under activity and cov .rage
could not be calculated because of the absence of
televant data in these areas,. -
Tha ratios wore constructed from accounting data
and accounting .data are subject to diff=rent
interpretatjions and manipulations.

Fatios by themselves could not describe a dynamic
system while flow wvariables used in ratio
analynais are defined over a fixed period. They
lack an esplicit dependency upon time.

Current vatios can be manipulated through a
practice known as window dressing. This involves
temporary payment of debts just prior tc the
financial statement data resulting (ia an
1mpraovement of the current ratios.

Ratios provide information about the c.rrent
status of the f{irm, but they do not provide
information abcocut alternative atrategies to be
used and the intervening economic conditions
cenfroptinq management, investors and crecg.Lors.
Inflation is one of the axternal factors which
affect the analysis of the overall performaance of
a firm. Cest accounting data are distortea from
year to year as a result of :n.{lation. Therafore,
financial! ratios particularly those dealing with

profitability are disteorted,
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This study has therefore been carried out within the
framework of these limitations.

3D Brief Mimtory of the Seloscted Bankns
Banlt of the North LimiteA

Bank of the North Limited was incorporxted on
September 17, 1959 with an initial paid up share carital of
£12,500. The Bank commenced business in January 1960 at two
branches located at Kano and Kaduna. 1t is presently owned
by the sixteen Horthern State Governments and the Northern
Nigeria Davelopment Cempany Limited (NNDC). The latter is
itself owned by the sixteen Northern State Governments.

Bank of the North Limited made progress in the first
ten years of its operations. By 1970, the issued =hare
capital of ihe Bank had risen to #27 million, while the
number of branches stood at twelve with an eat;blishment
size of over 360, The total assets of the Bank sto 1 at #2320
million with loans and advances amounting to #17 million.
' The second decade of the Banks operations (1971-1980)
was marked with rapid progress, growth and profitability.
Th autheorised share capital rose to $#30 million of which
#14.7 million was fully paid up. By 1980, the Bani. ‘s total
assets came to #1900 million and for the first time, in
1980, the after tax profit exceeded the §10 million mark.

By the close of the third decades, the Bank had
witnessed substantial growth in all areas. Loans and
advances grew from #400 million at the beginning of the

decade to $#1.229 billion by Dacember 1990C. Total deposits
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during the same period went up to £2.070 biilion. Statutory
and General PReserves rose from $#24 million in 980 to
£102.€1 million in 1990, Over the same period,
shareholders' funds grew from #40 million teo &163.935
millicn.

The Bank currentiy operates 103 bhranches in 2} States
of the Fedaration and tha Fadaral Capital Territory, Abuja.
Plans are underway to cover thes remaining States soon. Its
teta]l assets now stand at about £5.%22 billion with an
authorized share capital of $200 million, of which #78.32
million is f;lly paid up. And the total deposits a2s at the
end of 1994 stood at #2.78 billion, while total !_.ans and
advances for the same period amcounted to #2.1 billion. The
staff strenght i1s currently over 4,400.

Aribank Nigeria Plc

Afribank recieved hanking licence on October 20, 1959
and opened the first branch in the city of Kano o: January
}. 1960, principally to finance the exportation of some
commocdities such as groundnuts. It wae then known as Banque
Internaticnale Pour L' Afrique Occidantale (BIAD).

The origin of BIAO dates bark to around 1853 when the
branch was first established in Senegal, it was then known
as Bangue du Senegal. Later, this wa=s changed to Bangque
Pour L'Afrique Occidantale (BAO). The word Internationale

wzs added later when the Banks ownership included the First

Hotional City Bank,



BiAO was ane of the Lirst banks to set up shop in Hest
Africa. At a point, the Bank's activities in the Area vers
so pervading that she was given the authcrity to isrue
currency notes (a Central Bank functioen) in the French
speakinyg West African countries, IBHA/AFRIBANK  was
aestablishead as a subsidiary of BlAOD,

In compiiance with Federal Goveromeni's orders, the
Banr's Headquarters wvas in 1%60 seot up al 94, BLicad Strest,
Lagos. It has ramained there till today. The estabi shment
of IBWA/AFRIBANK coincided with the emergence of the
counbry's o0il industry. The Bank socn developed links with
some o1l compani#s and in order to serve their needs more
rromptly, the Bank set up tvo more branches i1in PortHarcourt
and Aba 3just bafore tlie ocutbreal of the civil war?i, 1967.
With the promulgation of the Nigerian Companies Decree in
1968, it became imperative for all firms in Nigeria to be
i?corporated as Higerian companies, On May 30, 19269, BIAQ
was incorporated under the name International Bénk for West
Africa {IBWA)} - the Engliah oquivalent of HBIRQ.

On account c¢f the indegenisation, the Federal
Govarnment in 1976 acguired 60 percent of Fho aquity
.structure and those of all banks for that matter. This left
BIRD with 40 percent of Lhe IBWA/AFRIBANEK equity capital.
By December, 1976, the Bank got her share capital irn. reased
from 3.6 million to 26 million. In 1971, the Bank got her

firet Nigerian Chairman in the person of Alh. T. Galadima,.



That same year, BIAD itself erperienced changes in her own
equity structure, The Unién Bank of Switzer]land bought over
20 percent of the 49 psarcant of BIAO ayguity capital, held
at the time by Citibank HN.A. A further 20 percent of this
porti.n was taken up ﬁy Banco da Brazil, while the
remaining nine percent was hought by the "Compaignie
Internationale Aficaine de Banque Holding S.A.
Luxermbourg”. The year 197% saw the paid up capital of
IBNA/AFRIBANK increasing to #15 million. Also, that year
say for the first time, the appointment of a Nigerian as
the Bank's Managing Director in the person of Mr . 0.0.
Clashore. In 1980, the Federal Government gave up 10
percent of her equity holding in the Bank to staf). Two
vears later, the Bank adopted AFRIBANK ax her sub-ndmes. The
name "AFRIBANK" is commen toc all banks in the BIAQ Group.
The Bank changed 1its name fiqally to Afribank Mig. Ltd.
with offect from January 1, 19920. It went public in 1993
Nléh its shares being quoted n the stock sxchange market.
This led to a change in status from APRIBANK Nigeria

4

Limited to AFRIBANK HNigeria Ple.

The growth of Afribank <can be likened to the
proverbial mustard seed. From a humble beginning in 1960
when the first branch was estaklished in Kano, the Bza..k has
not eonly grown to be represented in many towns in the
countyry, but has metamorphosed into what is naow knounlas

the Afribank Group.



The Afribank GCroup 1is currently made up. of five
sucgidiaries cach registered and operating as an
ir..iependent company. This has made Afribank t;uly a
financial supermarket as most of the customers’® aeed for
financial services can‘be satisfied, all at the same time
by th= Group. The various =subsidiaries of the group are; -

~ AFPIBANK Nigeria Ple

- AFRIBANK International Limited (Merchant sankers)

- AFRIBANKE Insurance Brokers
- AFRIBANK Estates Company Limited and
- IBHA Finanrce Company Limited, Dublin (an cfishore

investment company)

Afribank Nigeria Plc is the parent company of the Group and
performs the role of a holding company in addiﬁion to its
main activity as a commercial bank. | |

Afviban)k Migeria Plc's authorized share capital as at
1423 stood at #6600 million and a deposit base of over #7
billion. It's total assets ntood at #11.1 billien while
lcans and advances was #1.89 billion in 1993, Tl . Bank 1is
currently represented in wvirtually all the =tates of the

foderation with over llp branches and a staff strenght of

ovar 4000,
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CHAPTER FOUR

DATA ANALYSIN AND PRESENTATION

This chapter 1s concerned with analysing the finar ‘ial
ratios of the twp, banks. Investors, managemen:, emplc,ees
and Government are 1interested in the financial positions
and they have enough justification for their interests.
Each of the ratios serve some purpose 1n order to satisfy
the various interests of these bodies mentioned above,.

Since the organizations we are dealing with are all
financial institutions, most of the financial ratios under
the five major categories rendered are unimportant in our
study. Therefore, in our analysis, only thosé ratios
considered relevant for the study are computed. ' .ese
analysis are made on individual yearly basis and comparison
betwee years of one firm and the other was made. No
specific industry average is available for comparison.
However, iLhese analysis are conducted i1n the light o the
economic and other factors revealed 1in the va lous
statements of accounts.
4.1 Ligquidity Ratio Analyrmin

Financial Ratios used in determining the positicy of
a company i3 divided into two categories. The short-term
ratios or liquidity ratios and the long term liquidity
ratios also called Debt ratios. ULiquidity ratios are

concerned with the company's ability to meet its short-term
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ob'igations and the two commonly used are curren. ratio=s
and Acid Test ratio which provide a.general pzu;ure of
adequacy of working capital and the ability to m.=t daily
cash obligations of th company.

The general accepted s=tandard in the ayailable
literature is 2:1 for current ratioc and 1:1 for Acid Test
ratio.

4.1.2 Curxent Ratig

The highest current ratio recorded for Bank of the
H.rth was 1,05 in 198%. Thias means that the Bank did not
h-~ve the accepted standard of 2:1 in any of the five years
studied. The bank had current ratio of L.03, 1.7°5, 1.03,
1.0l and 1.00 for the years 1988 to 1992 with a mean value
ol 1.02. The bank can be said to be in a position to pay
off some of its liabilities through the cellection of
outstanding loans. However, raising additional ‘unds will
somehow prove difficult egpecially with Lhe stealy decline
of the ratioc from 1989 to 1992,

ARfribank has comparable current ratio of 1.25, 1.04,
1.00, 1.00 and 1.0} from 19689 to 1992. These low values of
current ratio means that the bank als¢ did not have the
accepted standard of 2:1 in any of the five vears., The
highest ratio of 1.05 in 1988 means that the bank's curraent
assets are 0.05 times more than the current liabilities

while the lowest ratio of 1.00 maeans that current assets

equals current liabilities indicating an inadegquacy of
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working capital. The mean ratio for the firm was 1 92,

Comparing the current ratio of the two banks ceveals
that it may prove a bit difficult for Bank of the North to
source additional funds with itg declining current ratieo
caused by poor liquid asset. same can he aaid for Airibank
thought it can easily pay off ita current liabilities by
selling some of its investments at an §ppreciab1e price
without necessarily selling any stock.
4.z Levernge {(Debt) Ration

Debt ratios deal with long term liguidity of the firm,
They measured the extent to which total assets oi a firm
have been financed using borrowed funds. Those interested
in these ratios are éainly long term creditors and
shareholders. All debt ratios indicate the *financial
structure and competitive position of the firm. T : lower
any debt ratio the better for the firm because :* shows
etronq ownership and management positions.
4.2.1 Debt Ratio

The debt rétio for the two banks is extremely high at
ninety percent and above tLhroughout the years studied. The
mean mean ratio for Afribank and Bank of the North are 93%
each. Thus the banks have financed over 90% of their assets
with bcrroged funds. Simply 7% of their total assets were
financed by current liabilitiss. the banks have relied on
the use of non-owner financing to & far greater extent.

This in turn will mean that the bank will have difficulties



Gf

in borvowing additional fund in the future,
4.2.2 Debht Fqguility Racio

This ratic is at times refesrred to ms long-term debt
to Total Capitatlization. It indicates the extent to which
a firm has used lony term'debt in its permanent financing.

For Bank of.the North, the rabio is 10%, 8%, /%, 9%
and 8% for the years 1583 to 12922 regpectively with a mean
vatic of 9%, Bank of the Horth therefore obtained little of
its retmanent financing from dsbt soureceg. This 13 a
faveurahle condition because not more than 10% cf the oanks
{inancial activities wasifinanced by creditors while 99% by
the owners. Afribank's debt equity ratios are 12%, 9%, &%,
3% and 13% respectively for the ymars under study with a
mean value of 6%, This also indicates a fayo.rable
condition fer the bank. The bank had as lew as 3% :f 1its
financial activities being financed by cred.otors 1n 1991,
4.2.2 Totgl Debt to Networth

’ Bank of the Horth had total debt to networth ranging

from 19.79 ({n 1922 to 10.32 in 1989, Afribank too had total
15,33 in 1992 to 8,96 in )989. The mean valuwe {or Bank of
the North is 1¢.12 while that of Rfivikank isll?.63. These
values ashow that creditors supplied moraea fundas than the
owne- s and as such Management actions are restricted for
the liabilities had to be pai1d as they are cdue,
4.2 Profiteability Rmtion

The ratios discussed here help us to mnowar important



68

questions regarding the effectiveness of a firms management
in making profits from the rezources entrusted to them. For
discussion purpose we will divide profitability ratios 1nto
twe groups: profitability in relation t¢ sales and
profitability in relation fo 1investmant, However, since we
are dealing with banks, ve unuld therefore concentrate our
affortsu on the racond categotry., This catagor: of
protitability ratios attempts to measure a firms profit
used to genevate these profita. Thus these ratios are very
useful i assessing the overall effectiveneass of the firms
manatg . ment.,
4.23.1 Earning Per Shace

Tlie earning per share represents the number of naira
varned by each outstanding share of common stock, Bauk of
the North's marning per share for the fiva ysar period are
108k, 120k, 50k, 10k and 28k whilelhfribank had earning per
share of 62k, 84k 38k, 10k and 20k for the same periods,

} Afribank's earning per share is not that impressive
vhen compared with that of Bank of the Horth for the first
two y-ars i.a 1988 and 19892, Considering the fact that the
value of the shares for both companies was §1.00. The
reducyd @arniﬂg.pef.share declared by Afribank in 12 ) was
due primarily to the dilution of its shares, The mean ratio
stoed at €3k for Bank of the North and 48k for hEfribkank,
“.n. 2 Meat Proftit Margin

The bottom.line in any business endesvour is t-~ spin
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profits, which as it were, in an important index 1in
evaluating firms and bussiness succeges. Net profit margin
measures the percentage of each =zales remaining aflter all
expenses including tax have been deducted. Bank of the
Horth had an unimpressive Het Profit Margin ot 9% for 1988
and 1282, 10% for 19%0, 2% for 12921 and 6% for 19.2 as
comparad with Afribank with 13% and 18% for 1988 and 1989
respectively. This however declined to 7% for 1990 to 19932,
The mean ratio for Bank of the North isa 7% while for
Rfribenk is 10%.

4.0.50 Returry on INnvestmeant

Feturn on investment or return on total agssets relates
after tax income to the firm's total inveatment in assets,
Big assets, fat capital dnd big business do not show how
officient an institution is but the vevenua, the assetsz and
capital munk into varicus investment windows are able to
satn oveyr the peariod. The return on asset criterior is a
tim; measure of the efficiency aud actual performance of
their investment portfolio,

Jor Bank of the Morth the ratios are 1% for 1c88, 1989
and 1990, 0.3% and 0.4% for 1991 and 1992 respectivel! . the
mean ratioc for the years is 1%, The eurnings are very low
hence the hant's performance 1is ﬁoor.

Afribank ha§ reiatively higher earnings with ratios of
2%, 3% for 1988 and 198% and 1% for 1920, 1991 and ,992.

The mean value 0f 2% shows it had poor performance Lthought
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it had a hetter pecrformance than Bank of tha Horth,
4.3.4 Return orn Metoaorth

This ratio measurea th= rate of return on the
sharehoelders investment. Bank of the North had a re:urn on
Netwoerth of 19%, 17% , 15%, 4% and 9% for the veazar under
teview., There is a steady decline from 1986 to 19291 with a
little 1ncrease 11n 1992, This indicates a not tono
impr -sgsive result. Thi=s is due to low earnings hefore
tavxes, Afribank on the other hand, had a better resalt of
28%, 31%, 1&%, 15% and 22% fer the period under review. The
maan ratio foar Bank of the North i3 13% while for Afribank,
it is 22%,
1.4 Covernge Roatiom

Thesas ratics measures the firm's ability o meet
certain fixed charges, They are often concerned with the
fixed changes resulting from the firms debt. In thia
eategory, two ratios are calculated for the analysis. They
are Time interest eprned ratio and Total debt coverage
ratio.
1.4.1 Timers Interest marned Ratio

This ratic measures the firms ahility to pay its
contractual interest payments. The higher the value of this
ratin, the bhetter positioned the f1rm to €ulfi: its
interest chligations. | |

The Time interest earned ratio for Bank of the MNorth

are 1,37, 1.42, 1.24, 1.05 and 1.04. This is a favourable
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result 7« it show that the bank can meet its interest
payment cbligations out of their annual operating earnings

at least one time the average vajue for the years under

review is 1,2

LS ]

Afribank has a slightly hettar result of 1.2, 1.18,
1.3, 1.24 and 1.42 =zhowing a ateady increase in the last
three vears. It also has a mean value of 1.27.

L I - Tat:n;l. Debt Couverage

This ratio measures the firm's ahbility to regxy the
rrincipal amount as= well és its interest changes.

Pank of the tior+th has = gather poor =tanding with
rations of 0.08, 0.1, 0.Of, ¢.08 and 0.09 far the years )} 3882
to 1290 rargpeoctively., The wmean valuve is 0.09. This means
that the bank will not be able to meet its total ,debt
repayment obliqation and interest charges as at when due.
Afribank also has a pocor but slightly hatter result of
0.13, .15, 90.11, 0.8 and 0.8 for the period under reviow.
Afrib;nk tno will not bhe able rto moet 1ts total webt
repaymenit obligation and inter95£ charges as at when due,
The mean value 15 Q.11
4.5. Activitcty Rationm

Aclivity ratio measures how affectiva a {1rm employs
the rezourceg 1t possesses, The ratin inveolvea compar: 20on
between the leve]l ef saler and snvestwments in various
assets accounts. Since Ranks: are not manufacturing or

trading companies all tha activity ratiom rcould nos La

.
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calculated {n this study.
4.5.1 worlting Capital to Total Amsete

“ae ratlio tor Bank of the North for the years under
study are 0.03, 0.05, 0.03, 0.0} and 0.003 while that of
Afribank 1is 0.04, 0.04, 6.03, 0.001 and‘0.00S. The mean
value of 0.02 for Bank of the North and 0.02 for Afribank
indicates very low working capital. The two Bank  had

positive working capital for the period under review.
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TABRI.E 1

P INANCIAL RAYIONX OF AFRIDBANK NIGERINA PLC

(1}

YEAR ENDED 31ST DECEM2ER

RATIOS 1988
LIQUIDITY

CURRENT RATIO 1.05
PROFITABILITY

EARNING PER SHARE 0.62

NET PROFIT MAROIN 0.13
RETURN ON INVESTMENT 2%

RETURN ON NETWORTH 28%
LEVERAGE (DEBT) RATIO

DEBT RATIO 22%
PEBT-EQUITY RATIO 13%
TOTAL DEBT TO NETWORTH 13.6
COVERAGE RATIO

TOTAL DEBT COVERAQE 0.13
RATIO o

TIME INTEREST EARNED 1.20
RATIO

ACTIVITY RATIO

WOAWKING CAPITAL TO 0.04

* TOTAL ASSETS

0

1289

1.04

.84
0.18
3%

31%

96%
10%
8.9
0.15

1.18

.04

1990 19931
1.00 1.00
0.38 0.10
.07 0.07
1.3% 1%
16% 15%
91% 93%
15% 7%
11l.4 13.8
0.11 0.08
1.30 1.24
0.03 .00l

Computed from Annual Reports 1%88-1892.

5392

1.01

¢.20

0.10
1%

22%

93%
16%
15.3

s
¢.08

Z.42

0.005
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TABLE 2

EFITNANTIAL RATIOSR PAANK O.I."I THE NORTH LIMITED

(1}

— e —
W Lak P
e

P W WY
L b
N et

(1}

s ACTIVITY RATIO

YEAR ENDED 318T DECEMBEF

RATIOS 1288 1989 1990 1991 19
LIQUIDITY RATIO

TURRENT RATIO 1.03 1.05 1.02 1.01 1.00

PEOFITRBILITY RATIO

EARHIUG PER SHARE l1.08 1.20 0.50 0,10 0.28

NET PROFIT MARGIN 0.09 .09 0.10 .02 Q.05
RETURN ON INVEST, 1% 18 1% 0.2% 0,4%

RETURN ON NETWORTH 19% 17% 15% 45 9%
LEVERAGE (DEBT)

RATIO .

praT RATIO 4%, 21% 945 a5% 92%
DEBT-EQUITY RATIO 12% Q% 9% 10% o%
TOTAL DEBT TO '

NLTHCRATH 16.91 10.32 15,86 L17.73 13,79

COVELAGE RATICQ : a
T2TA! DEBT COVERAGE 0.08 ¢.190 2.08 g.0n .09
FATLIO

T MES INTEREEST

EARNED RATIO 1.37 1.42 1.24 1.05% 1.04

WARKING CAPITAL
TO TOTAL ASSETS ¢.02 0.05% 0.03 0.0} L.,003

Computed from Annual Report 1%88-19002,
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FOOTMNOTFS

Afribank 1938-1990.

Bank of the Horth Ltd.

1989=-1920.
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CHAPTER FIVE

SUMMARY COMNMCLUSION AND RECOMMENDAT ION
5. Summary

The purpose of this research was to =study in detai&ﬁ/
financial ratiovs and to see if they serve as indicators of
corporate profitability. The first chapter discussed the
significance of _financia} ratiog, and highlighted the
function of finanzial vatioa as yardstick frequently used
te ana.yze the financial position and performance of an
enterp.isa, However, ratios are uxed internally by the
company 's management who are cuqcerned with al]l aspec . a1 of
the company's financial aituation. Financial ratios are
also of interest to current and prospective shareh%lders
whose primary interest is in the firm'ﬁ present and
projected level of earning. Although share holdérs main
caoncern 13 profitability tliey also pay close attenti-n to
measures cof liquidity and leverage, in order to degermine
th; likelihood of the firm's continued existence.

The firm's creditors are primarily interested in both
th§ short-~term liquidity of the firm and the ability of tﬁe
firm to service its debt over the long run. Therefore, the
management altempts to cperate in a manner that will result
in ratios that will be ceonsiderred faveourabhle by both
parties, sincve they are awara of the type of benefits

evaluated by owners and creditors,



The literature of the subject matter discussed the
five categories of financial ratios and the manner in which
they are computed,

The anmlysis using the five categorieas of financial
ratio shows the performanE;, strenght and weakness of the
two banks atudied (Bank of the North and Afribank},

5.2 Conalusion

“his study was aimed at evaluating the profitabiiity
of sor>» banks through the use of financial ratio analysis.
In all. two comercial banks were atudied for the peri.d of
five yeara each with the periocd ranging from 1988 to 12392,
The rati« calculated gave a reascnable i1das of the banks
main strenght and weakness, The corrent ratio of the two
banks :ppears to be very low and therefore unsatisfaciory.
And as such it will be ditficult if not impossible fc. the
twe banks to raise additional funds through Lorrowing

because creditors would bLe reluctant to lend the banks
meney .

The banks leverage ratios are very high especially the
debt ratieo. It means the banks relied heavily on borroved
funds to finance their assets. To some extent, this
accounted for the very high interest payment encountered by

the bL.nks. Hence contributed to the very low return on

investment experienced by the banks during the five years

nf epsration studied.

Coverage ratics are another problems peculiar to the

i
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two bLanks especially the tjmoslinterest.earned rat.e. In
all the years under review, the times interest earned for
the banks did. not go beyond one time., Thils hcwever,
indicates the poor performance of the banks with regavds to
their eaining before interegst and tax 'as Wwelli as the
rapidly growing interest evpenae that has never heen
controlled, :

Finaliy, working capital to tokal nasset ratio 1is
generally very poor.

5.5 Recommendationms *

The analysis made in this study has shown that the two
banks have some financial problems vhich are pecuiiar to
both of them., As a result, some recommendations are given
helow which should serve as guides towards scjving the
rrebhlems of the banks,

1 Both Banks show low current ratio for the years
\ studied. This indicates a low liguidity position. It
ta recommanded that they increasesn their current
assets by invesgtinyg more on short Lterm investments
which can easily Le converted to cash without lose in
value. The banks have enough ligquidity to meet their
ossentinl ligquidity needn i;e (current l:iabilities),
but 1 f 1t dees not have adeguate liguidity te fund its
customars' loan requeste, nobt only will they miss an
opportunity to empley funds at an attractive yield,

but they could lose the entire custpomer relationship
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to another bank that is able to fund the loan request.

To meet income and growth objectives, it is necessary

to go beyond esaential liquidity and establish
objectives for adequate liquidity.

Reasonable Norkin; capital should Lbe maintained by
developing the best current liability and current
asset mix.

Use pf current liabilities to finance firxed assets is
counter productive and should be discouraged.

The banks should increase the size of the ¢ fixed
assets without necessarily tampering with the
preportion of their current assats,

The hasa of the guoted investment should be brcocadened
for Afribank while Banl: of the North should iave its
stocks quoted and broaden its investmants thyough the
purchase of debenture and bonds.

The banks’ should alse reduce the peortion of their
long=term debt.

The banks should reduce the size of their current and
long~term debt through the sales of stock instead of
borrowing. |

Kl

They shoud increase the s1:2e of theicr total assets

. hoth current and fixed assets).

Paising their loans and advances evtended to debtors
a little higher.

They should also inrcrease their leasing business. Thia
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can enable them earn additional i1ncome o leased
equipment and 1ncreasse the portion of thfir total
assets aszs well,

The managament must try ae much as possible to raise
the leve] of thei; carning threugh a drastic reduction
in operating expense lika administrative expenses,
depreciation etc. This can improve the position of
earninyg before 1aterest and tarx which was very low

thioughout the pericd unider consideration.

The hanks should teducra the amount of annua!. interest

sharges. This arose «due to their excessive borrowing
finance fixed assel and long tertm debbt servicing. When
thes» solutirony are utilized indiciouniy, the problme
of low return of 1vestment will also be overcomed,
Feturn on Investment which was low for "he years
studrsd *ndicates 1nefficient resource mana, =ment, Tt
iz recominanded that «~ash managament he moure affective
Ly 1nvestiing cash  1n Joverninanl securities and
treasury Lill.

Divestment from present arean of insastment should e
undettaken if no longar profitable and the resources
re~1nuyested 1in more lucrative invesrtmenta.

A greataer depesit base will alan increase Lhe amount
2f loans the banks ocan gilve and consequantly an
increare in earningr. Increasad deposit or deposit

mobilization strategies s=hould be formulated aned

.
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pursued vigorously. Concentrating more on corporate
clients is more likely to yield greater deposi@s.

Banking by its very nature is a highly leveraged
situation. Banks are using depositoras funds and other
borrowed money to fund loans and other investmenta and
are supporting the entire arbitrage with a relatively
amai! amount of capital., Both Banks were levered by
2% or more for the years studied. The high levarage
128liion of %“he banka makes them vulnersble to credit
rigkas, Credit rink Is poerhaps the single grestes risk
encountered by these finencial institutions. To reduce
thia riak, it is recormended that the banks' officers
authorizred to approve credit facilities should be
reople who are experienced and will ek;;cise
reasonable judgement when approving loans. This =@ould
lead to iess deliquent locans which require great deal
cf lawyers and managements time which causea the

banka' operating expenses to increase.

XVI1 Loan concentration in a particular area or industry

XVIII

X1X

should alsc be avoided.

Efforts tu recover dJdebis already classified as
bad/doubtful shoulid be intensified as these will noul
rep:gsent nrofits to the banks.

Management efficlency can ke enhanced by estabilshing
standards of performance for =taff and ensurlng . "rict

compliance with these standards.
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X¥II

8l

Employment of gqualified and relevant calibre-of staff
and imparting on them the requisite tralning necessary
for performance of their duties is recommended,. |
Putting into place good welfare and staff incentives
and motivation pﬁckaqes for increased staff
productivity is alao recommended for beth banks. .
Embarking on publi¢ image enhancement programme Lo
pDetter the public's perception of them is highly
recommendesl,
Finally, with SAP, banks now operate under ch.nging
evternal conditions, increasing uncertainties and
intenge competition; all of which call for major
discontinuities between the past and the futuve. Gone
re the days of armchair banking. ©Only strategic
planning and management is capable of sustain. ng an
organization and propelling it into greater heights

under this situation.
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FOoOOTMNOTES

Victor A. Ogundipe {(1989); Cofborate Image: A
Strategic Imperative in the Nigerian Banking Sector
(second edition}. Economlic Communications Ltd. Lagos
pp.1-15,

Edison E., Easton and Byron L. Newton ({(1958});
Ac-ounting and the Analysis of financlal Data McGraw-
Hil! Book Company Inc N.Y., USA pp.351-372.

Joha W. Bitner with Robert A. Goodard (19 );
Successful Bank Asset/Liability Management: A guide to

the future beyond gap. Braun-8rumfield Inc USA pp.177-
224.
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The Afribank Group. All you need to know.
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MAPPENDIX X

' INTERVIEN QUESTIONNAIRE
What are your comments on your. bank's profit
performance for the last ten yeara?
How has the Government policies affected your Eank's
operations with regards to SAP and the prudcatial
guidelines?
In your opinion, what are the changes needed to
increase the bank'’s profitability.
What is responsible for the low return on investment
ratio calculated fro your firm for the period 1988-
1992,
What are the efforts being made to recover your bank's
bad and doubtful debts.
Are there any plans to increase your bank's share
+apital?
What method do you normally qged to prodects
operational performance, ‘
How do they use ratios to measure performance?
1f ratios are not used what yardstick is use for
gneasuring performance?

In your oplnion are ratio relevant for measuring

rerformance?

tthat percentage of your deposits are “rom corporate
bodiesa?

Considering the use of ratiocs, which types LQ,YOU

consider more relevant in measuring performance?



